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Restrictions on Capital Flows and International 
Financial Institutions’ Support

C. Zehri

Chokri Zehri – PhD, Prince Sattam Bin Abdulaziz University, College of Sciences and Humanities in Al
Sulail, Department of Business Administration, Saudi Arabia; Email: c.alzhari@psau.edu.sa

Abstract
In the wake of the 2008 financial crisis, international financial institutions have changed their views on the benefits 
of capital account liberalization and the management of capital flows. The International Monetary Fund (IMF) 
began to publicly express support for what have traditionally been referred to as “capital controls.” The impacts of 
restrictions on capital flows have, unfortunately, still not been established, and capital controls create distortions if 
they remain in place indefinitely. The present study uses quarterly data on capital controls in 25 emerging economies 
over the period between 2000 and 2016. Through an examination of a panel vector autoregressive (PVAR) with 
variance decomposition and impulse-response functions analysis, the study provides further evidence of some 
domestic effects of restrictions on capital flows. The results show that restrictions were more effective following the 
2008 financial crisis and allowed for more monetary policy autonomy and exchange rate stability. Unexpectedly, 
the findings do not show any significant impact on international reserves accumulation. The study highlights the 
necessity of following the international financial organizations’ guidelines to well manage external capital flows and 
to better coordinate macroeconomic policies in the hope of finding an optimal policy mix. 

Key words: restrictions; IMF; impacts; policy mix; monetary; exchange rate; reserves

For citation: Zehri C. (2020) Restrictions on Capital Flows and International Financial Institutions’ Support. 
International Organisations Research Journal, vol. 15, no 3, pp. 51–71 (in English). DOI: 10.17323/19967845
20200302

Introduction 

Emerging economies have mainly used restrictions on capital f lows to regulate their capital ac
counts and deal with the volatility related to the cyclical nature of shortterm capital inflows and 
outf lows. Most emerging economies retained these restrictions even after developed economies 
removed theirs and many still do. International financial institutions have changed their tradi
tional view on these restrictions, supporting the implementation of such policies when other 
instruments are inaccessible or are no longer effective [Desai, Foley, Hines, 2006; Obstfeld, 
Shambaugh, Taylor, 2010]. Following the 2008 financial crisis, the International Monetary 
Fund (IMF) surprised many economies by publicly embracing restrictions on capital f lows to 
control the effects of the crisis. The IMF encouraged many emerging economies to impose 
controls on inflows (e.g. Argentina, Greece, etc.) and on outf lows (e.g. Malaysia, Thailand, 
etc.), defining them as “an essential feature of the monetary policy framework, given the scale 
of potential capital outf lows.”

These restrictive measures on capital accounts, no doubt, have multiple impacts on the 
macroeconomic policies of the countries applying them. This study examines these impacts 
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with regard to monetary policy, exchange rate policy and international reserves policy. It adopts 
the framework of the impossible trinity (or the incompatibility trilemma), which states that it 
is impossible to have all three of the following at the same time: a fixed foreign exchange rate, 
free capital movement and an independent monetary policy. Many studies have highlighted 
the benefits of a restrictive policy; M.B. Devereux, E.R. Young and C. Yu [2019] showed that 
restrictions on capital f lows can be stateimproving tools when they are optimally merged with 
monetary policy in the presence of policy commitment. The present study also analyzes these 
favourable impacts, particularly on monetary and exchange rate policies. Furthermore, the in
crease in international reserves has become a topic of hot debate among monetary authorities 
in the presence of national outputs. Further rapid reserves accumulation is assumed to have in
fluenced the patterns of real interest rates, capital f lows and exchange rates globally, specifically 
among emerging economies [Bénétrix, Lane, Shambaugh, 2015]. As a response to the harmful 
policies of capital f lows liberalization, many emerging economies have reinstituted controls to 
limit the negative effects of shortterm capital inflows [Farhi, Werning, 2014; Magud, Rein
hart, Rogoff, 2018]. Several studies have sought an optimal combination of the accumulation of 
reserves and the levels of controls that a country must apply [Bacchetta, Benhima, Kalantzis, 
2013; Jeanne, 2007]. The present study examines whether restrictions on capital f lows may af
fect international reserves policy.  

The main findings of the current study show beneficial impacts of restrictions on monetary 
and exchange rate policies. Surprisingly, the results show no significant relationship between 
capital f lows restrictions and international reserves. In the context of the management of capi
tal f lows, the present study relies on the advice of different international financial institutions 
that seek to reduce the negative effects of volatile shortterm flows through the introduction of 
restrictive measures. The main idea behind this view is to ensure better coordination between 
the different macroeconomic policies – monetary, exchange rate, restriction and international 
reserves – and to reach an optimal policy mix globally.

This study adds to previous empirical studies in multiple ways. First, most previous studies 
on the effectiveness of capital controls used infrequent data, usually annual, and were less pre
cise. This study uses a recent, large dataset of capital f lows restrictions, which makes it possible 
to identify whether the restriction policy is effective for monetary and exchange rate policies. 
The use of quarterly data in the present study allows for a longer time interval and a more ac
curate analysis of the actions taken by policymakers. Second, while the different parts of the 
trilemma are usually studied independently [Rey, 2015], the current study analyzes them in one 
model, using restrictions instead of capital account openness. Third, a panel vector autoregres
sive (PVAR) approach is used in this study and presents many advantages. When there are few 
theoretical studies of the relationships under investigation, as in our case, the use of PVAR is 
recommended for guidance on the model formulation. The endogeneity bias presents a serious 
problem for many empirical studies on capital restrictions; these studies tried to solve this prob
lem by including lagged variables or by imposing additional restrictions on their regressions. 
PVAR may reduce the endogeneity bias by considering all variables as probably endogenous. 
The PVAR approach allows an analysis of the impulse response functions which record any de
layed effects of the study variables; classical panel models are unable to display these dynamic 
effects. The missed variable bias is also considered with PVAR by employing the country’s fixed 
effects, which capture aspects which are stable over time that may affect the domestic and in
ternational impacts of capital controls. 

The article is organized as follows. After displaying the literature review on the effective
ness of the restrictive policy, the study’s data and methodology are laid out. The results of the 
model regressions are presented and discussed, followed by the study’s conclusions. 
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Literature Review 

The following discussion highlights the official views of some international financial institu
tions regarding the use of capital controls to reduce shortterm flows and to find an optimal 
policy mix in accordance with the restrictive policy. Also presented is the theoretical and em
pirical literature on the impacts of a restrictive policy on a country’s monetary policy, exchange 
rate policy and international reserves.

International Financial Institutions’ Views 

The capital f low environment has changed significantly since 2012. The policy challenge 
for recipient countries, which show substantial heterogeneity, has generally shifted from han
dling capital inflow surges to dealing with capital f low reversals while continuing to manage the 
volatility of these f lows. In this context, the views of some international financial institutions 
have changed, and many guidelines were created to limit the openness of capital accounts, 
particularly with the use of capital controls. In 2012, the IMF’s Institutional View was adopted. 
It helped economies to exploit the gains of capital f lows while controlling the risks. In this con
text, the IMF introduced the concept of capital f low management (CFM) measures to assist 
policy discussions. CFM measures aim to restrict capital f lows; they can contain executive and 
pricebased restrictions on capital f lows, such as bans, limits, taxes and reserve requirements. 
Simultaneously, these measures identified areas for further clarification and development, for 
instance, the role of macro surveillance policies in solving problems of systemic financial risks 
emerging from the volatility of shortterm flows. Specifically, the IMF suggests searching for 
a suitable combination of policies to deal with capital f lows based on a country’s conditions. 
Exchange rate f lexibility, foreign exchange intervention, monetary policy, fiscal policy and 
macroprudential policies are the macroeconomic and financial policies used to manage capital 
f lows. CFM is also part of these policies and may be suitable under certain conditions. 

Similarly, Group of 20 (G20) members have reached some conclusions on the manage
ment of capital f lows based on country events. First, specific categorizations of multiple policy 
measures are difficult to establish under some conditions, particularly if there is an overlap be
tween capital f low management measures and macroprudential policies. Second, capital con
trols may be adapted or reversed as destabilizing stress decreases. The context of CFM needs to 
allow for f lexibility for measures to be effective under diverse conditions and challenges. Third, 
a ruling about the use of CFM measures should be done from a realistic economic and financial 
risk management point of view, considering that good coordination between different policies is 
the key to an effective and coherent approach.

The Organisation for Economic Cooperation and Development (OECD) Code of Lib
eralisation of Capital Movements has provided a balanced framework for allowing countries 
to progressively remove barriers to the movement of capital, while providing the f lexibility to 
cope with situations of economic and financial instability. A review of the Code, launched 
in 2016, has been completed; it has made the instrument both stronger – with more effective 
governance, transparency and decisionmaking – and better adapted to current requirements 
of capital f low management in light of new financial stability challenges. The Code recognizes 
that capital controls can play a role in specific circumstances. Under the Code, countries have 
agreed to allow welltested principles, such as transparency, nondiscrimination, proportional
ity and accountability, to guide their recourse to controls.
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Impacts of Restrictions on Monetary and Exchange Rate Policies 

Frequently studied issues are identifying how capital f lows should be managed, with what 
kind of artificial barriers, and also how these restrictions influence the behaviour of monetary 
and exchange rate policies [Edwards, 1997]. 

In the framework of restrictions on capital f lows, T. Bayoumi, J. Gagnon and C. Sab
orowski [2015] studied 37 countries which introduced outf low restrictions from 1995 to 2010. 
Their results suggest that capital outf low restrictions reduce the pressure on monetary and ex
change rate policies under certain conditions: strong macroeconomic fundamentals (growth 
rate, inflation, fiscal and current account balances), good institutions (World Bank Govern
ance Effectiveness Index), and existing restrictions (intensity or comprehensiveness of con
trols). When none of these conditions are met, restrictions fail to support monetary and ex
change rate policies. Other studies highlight the role of institutional reforms by considering that 
restrictions are more effective in developed countries due to the higher quality of institutions 
and regulations [Binici, Hutchison, Schindler, 2010].

Some recent studies have analyzed the conditions for the success of restrictions on capital 
f lows, particularly the impact of restrictions on the country applying them and on its neigh
bouring countries. G.K. Pasricha et al. [2018] used a recent frequency dataset on capital control 
instruments in 16 emerging market economies from 2001 to 2012; they provide novel evidence 
for the domestic and multilateral impacts of these instruments. Increases in financial liber
alization constrained monetary policy autonomy and decreased exchange rate instability, con
firming the incompatibility trilemma. N.E. Magud, C.M. Reinhart and K.S. Rogoff [2018] 
conducted a metaanalysis of the literature on capital controls which sought to standardize the 
results of close to 40 empirical studies; they built two indexes of capital controls – Capital Con
trols Effectiveness Index and Weighted Capital Controls Effectiveness Index. Their results show 
that restrictions on inflows allow for more monetary policy autonomy and alter the composi
tion of capital f lows; there is less evidence that restrictions reduce real exchange rate pressures. 
M.W. Klein and J.C. Shambaugh [2015] considered whether partial restrictions and restricted 
exchange rate f lexibility enable considerable monetary policy autonomy. They found that par
tial restrictions do not usually allow for greater monetary autonomy than liberalized capital 
accounts unless they are considerably wide, but a moderate level of exchange rate f lexibility 
can allow for monetary policy autonomy to some extent, particularly in emerging economies, 
which are more protected from external monetary shocks when they use intensive restrictions. 
Similarly, Z. Liu and M.M. Spiegel [2015] showed that the wide use of restrictions allows coun
tries to maintain the desired interest rate differential between domestic and foreign markets. 
Furthermore, these strict controls did not have any link to the currency appreciation found in 
some emerging economies.

Impacts of Restrictions on International Reserves 

Many studies suggest that large reserves of foreign currency enable the accomplishment 
of the combined objectives of exchange rate constancy, monetary policy autonomy and capital 
account restrictions [Aizenman, Jinjarak, 2019]. In this context, it is interesting to understand 
how emerging economies were able to accumulate large international reserves despite the pres
ence of restrictions. China is a representative case, known for its restrictive policy on capital 
movements while being very active in the capital market by accumulating a huge stock of foreign 
exchange reserves. P. Bacchetta, K. Benhima and Y. Kalantzis [2013] suggested an optimal ac
cumulation reserves model for China, in which the Chinese central bank should motivate cred
its to the private sector and, at the same time, accumulate foreign exchange reserves. Capital 
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controls do not pose a barrier to this process; the authors found that a country can benefit from 
rapid growth without opening its capital account. In the case of China, reserves accumulation 
has exceeded that of an open economy. Similarly, M. Bussière et al. [2013] explored the linkage 
between the preventive cause of international reserves and the introduction of controls. They 
found that the degree of reserves is the issue: economies that have a high ratio of reserves to 
shortterm debt are less negatively affected in a period of crisis, particularly when controls are 
introduced.

Empirical Analysis

Data Description

The main criticism directed at studies on capital f lows restrictions is the choice of indexes 
as a proxy of this restrictive policy. Multiple indexes have been used in the empirical literature, 
and the respective results are also diverse [Chinn, Ito, 2008; Edison, Warnock, 2003; Eichen
green, Rose, 2014; Fernández et al., 2016; Rebucci, Ma, 2019]. The major dataset used to ref lect 
the restrictions policy on capital f lows is presented by A. Fernández et al. [2016]. The authors 
recorded controls on ten asset categories along with the structure of inflows and outf lows. The 
present study uses the first three indexes of the asset categories of restrictions – ka, kai and kao 
(controls applied to gross f lows, inflows and outf lows, respectively). Furthermore, the index of 
M.D. Chinn and H. Ito [2008] has been widely used in such studies. The authors established 
an index called kaopen, which measures the extent of openness in capital account transactions 
and has been regularly updated (most recently in 2017). The kaopen index is a proxy for a coun
try’s level of capital controls, using a dual variable that summarizes the operations displayed in 
the IMF’s Annual Report on Exchange Arrangements and Exchange Restrictions (AREAER) 
database. The kaopen index is applied to 182 economies covering the period between 1970 and 
2010, and it varies from –1.9 (more capital controls) to 2.5 (fewer capital controls). 

These indexes [Chinn, Ito, 2008; Fernández et al., 2016] capture the crosscountry chang
es in the level of capital account liberalization. Unfortunately, they use a smaller time range due 
to their building approach and annual frequency. To mitigate against this shortcoming, this 
study duplicates each annual value of each of these indexes in four equal subvalues, signifying 
quarterly data. This loses none of the robustness of the analysis since capital controls are often 
longterm political instruments. This modification allows for consistency with the quarterly 
frequency of the other variables in the model [Zehri, 2020]. 

Regarding the variables capturing the impacts of restrictions on capital f lows, the present 
study uses the interest rate differential as a proxy for monetary policy autonomy (rate variable). 
This variable indicates the interest rate spread between the domestic and the foreign interest 
rate (the U.S. interest rate). For the exchange rate policy, the study employs a bilateral exchange 
rate that refers to the value of one currency relative to another. Bilateral exchange rates are typi
cally quoted against the dollar, as it is the most traded currency globally. More precisely, the 
standard deviation of the bilateral exchange rate (to the dollar) is representative of the stability 
of the exchange rate policy (xchge variable). The study introduces the international reserves 
variable (ir), defined as the net change in a country’s holdings of international reserves resulting 
from transactions on the current, capital and financial accounts. Data was obtained on inter
national reserves from the World Bank’s database, which uses “reserves and related items” as a 
proxy for this variable.

To control for drivers that can influence the endogenous variables, the model includes 
three exogenous variables. Crude oil prices may impact the economic stability and sustainabil
ity of many countries, especially those depending on oil imports. The oil price (oil) is defined 
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using Brent Oil Price. The shortterm interest rate in the United States (fed) and real gross 
domestic product growth in the United States (gdp) are also included as control variables. Last, 
to highlight the changes in pre and postcrisis policies, the study introduces a dummy variable 
“crisis,” taking the value of 0 before 2008 and 1 after 2008. Table 2 in the Appendix summarizes 
all variables presented above.

The descriptive statistics of the model variables are presented in Table 3. A few changes in 
the capital controls indexes, which do not exceed 0.21, were noted; this ref lects the slowness of 
restrictive reforms in the sample countries. The variation in the interest rate spread is also low, 
0.09 on average, which shows that countries searching for an effective monetary policy try to 
set their domestic interest rate as close as possible to the U.S. interest rate. The exchange rate 
is much more volatile (standard deviation of 0.38), which can be explained by the postcrisis 
conditions of instability and uncertainty that reigned over the international financial sphere. 

Table 4 displays the multiple correlations between the model variables. Negative correla
tions were found between kaopen and ka, kai and kao. The difference in the construction of 
these indexes can explain this fact; an increase in kaopen indicates fewer controls, while an 
increase in the ka, kai and kao indexes shows more controls. This distinction will affect the 
interpretation of the empirical results in the following discussion. There was a negative and 
significant correlation between rate and xchge (–0.76), which shows that a higher spread in 
interest rates leads to high exchange rate f luctuations, hence the difficulty of optimal coordina
tion between these two policies. Table 4 shows correlations between the international reserves 
and the four capital controls; there was a positive correlation with interest rate spread and with 
exchange rate changes (0.52 and 0.73, respectively). 

PVAR Model

This model includes a system of equations in which the dependent variables define mon
etary policy, exchange rate policy and international reserves policy. The sample includes 25 
emerging economies with restrictions on capital f lows over the period between 2009Q1 and 
2016Q4. The independent variables in this model are considered endogenous and are explained 
by the set of exogenous variables previously cited. The model is written as follows:

 Yi, t = α0 + Z1yi, t−1 +…+ Znyi, t−n + W1xi, t−1 +…+ Wmxi, t−m + crisis + FEi + £i, t (1)

The model is described by a system of equations, where Yt is the vector of endogenous vari
ables for country i, defined as Yt = [rate, xchge, and ir], xt is the vector of exogenous variables 
common to all countries, £i, t is the vector of residuals, and Z and W represent the coefficients 
for the endogenous and exogenous variables, respectively. The vector Z includes the four capital 
controls indexes; Z = [kaopen, ka, kai and kao]. These indexes are introduced in the first differ
ence to highlight the changes in capital f lows restrictions. The study employed a fixed-effect es
timation method to control for effects of country-specific attributes. These factors were omitted 
and may affect the dynamics of the model, and the term FEi in equation 1 takes these countries’ 
fixed effects into account. Similarly, the vector xt is composed of three exogenous variables: fed, 
oil and gdp. These variables are used to control for drivers that can cause symmetric shocks in 
all countries.

Compared to other empirical methods, PVAR presents many advantages, which were cited 
in the introduction. This approach allows us to examine whether capital controls indexes have 
significant impacts on the rate, xchge and ir variables. Furthermore, the causal relationships be
tween the capital controls indexes and the dependent variables was examined through a Grang
er causality analysis. This exercise aimed to verify the robustness of results found in the PVAR 
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estimation. This causality examination was followed by a variance decomposition analysis that 
illustrates the response of these variables to shocks applied for two capital controls indexes (ka 
and kaopen) over four quarters. This shocks illustration is supported by the graphs of Impulse 
Response Functions (IRFs). This method details the response of one variable to changes in 
another variable in the VAR while keeping all other changes equal to zero [Abrigo, Love, 2016]. 
In this case, the IRFs illustrate the responses of the variables rate, xchge and ir to shocks on ka 
and kaopen. The present study considers the changes in countries’ policies before and after the 
2008 financial crisis. The PVAR approach regresses the model detailed in equation (1) with the 
dummy variable crisis.

Results 

The results of the PVAR analysis are displayed in Table 5. First, the results show that capital 
controls indexes were more effective after the financial crisis compared to the period before the 
crisis; the coefficients of capital controls indexes in the second period were more significant. 
Second, among the four capital controls indexes, ka and kaopen have stronger effects on inter
est rate spread and the bilateral exchange rate. The coefficients of these indexes are significant 
but with opposite signs. Care must be taken when interpreting the impacts of Fernández et 
al.’s [2016] indexes (ka, kai and kao) and Chinn and Ito’s [2008] index (kaopen). An increase 
in kaopen shows less capital control intensity, while an increase in the ka, kai and kao indexes 
shows higher intensity of controls. This explains the opposite signs of the two indexes, and both 
the ka and kaopen indexes support more monetary policy autonomy (high spread of interest 
rate). Capital controls enable effective monetary policy to concentrate less on the international 
interest rate [Orlik, Presno, 2017]. The policymakers have wider margins to focus on the do
mestic interest rate and respond effectively to changes in the foreign interest rate. Regarding 
the equation using xchge as the dependent variable, the same interpretations can be deducted as 
previously with rate as a dependent variable. The indexes ka and kaopen have significant coef
ficients (–0.016 and 0.025 respectively, with a 5% significance level), showing that restrictions 
allow for more exchange rate stability (i.e. more liberalization leads to higher exchange rate in
stability). The results of the equation explaining international reserves show that restrictions on 
capital f lows have no impact on the accumulation of international reserves. All the coefficients 
of capital controls indexes were not significant. The current findings support the claim that the 
restrictions policy does not encourage the accumulation of reserves, particularly after the 2008 
financial crisis – a period with an abundance of liquidity. 

The PVAR analysis was followed by a Granger causality test, which is presented in Table 6. 
The findings display a causal relationship between the ka and kaopen indexes and the rate and 
xchge indexes, indicating that the restrictive policy caused the monetary and the exchange poli
cies. In the equation explaining the international reserves accumulation, capital controls have 
no significant causal relationship with ir. This result is similar to the one found by the PVAR 
estimation, where restrictions on capital f lows have no impact on the international reserves ac
cumulation across the sample countries. 

Table 7 summarizes the forecasterror variance decomposition; it displays the changes in 
the endogenous variables caused by capital controls shocks. The findings show that unpredicted 
changes in the kaopen and ka indexes explain a large percentage of the dynamics in differential 
interest rate (71% and 85%, respectively) and the exchange rate variation (67% and 88%, re
spectively) over the four quarters. In the exchange rate variation, the major effect occurred in 
the first quarter ahead, while the effect on the interest rate spread lasted longer, for more than 
one year. In the short term and following the implementation of capital controls, monetary 
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policy needs more time to better react to changes in the foreign interest rate. For the other two 
capital controls indexes (kai and kao shocks), impacts on the rate and xchge variables were small 
(less than 20% after four quarters). Concerning the impact on international reserves, kaopen 
and ka shocks explain only 16.7% and 15.8% of the variation in international reserves for four 
quarters ahead, respectively. The shocks on kai and kao also have small impacts on ir.

The variance decomposition is followed by IRFs analysis. Figure 1 in the Appendix dis
plays the domestic impact of tightening capital controls. The positive shock of the capital con
trols indexes kaopen and ka was measured by one unit shock on capital account (i.e. a rise in 
one weighted unit in capital account restriction). Figure 1 (in a and b for kaopen and ka shocks, 
respectively) reveals positive impacts on rate, which take a relatively long time and remain for at 
least four quarters before disappearing. The responses of monetary policy are not instantane
ous, and take at least four quarters to emerge. This delayed impact can be explained by the fact 
that restrictions on capital f lows form a part of a larger set of macroprudential instruments, and 
their effective action needs time and coordination with other macroprudential policies [Jeanne, 
Sandri, 2020]. Contrary to the impact on monetary policy, exchange rate policy has a faster 
response to these shocks, which occurs after only two quarters (Fig. 1, c and d). Following these 
controls, there are fast movements of capital f lows followed by an instantaneous effect on the 
appreciation or depreciation of the local currency. Slowing capital f lows using controls eases the 
pressure on the exchange rate and hence supports more exchange rate stability. Concerning the 
international reserves accumulation, the IRFs do not show responses of reserves to shocks on 
capital control indexes (Figure 1, e and f). These results are in line with previous results found 
with the variance decomposition analysis.

Discussion

In the present era of globalization, the Bretton Woods institutions – the IMF and the World 
Bank – have taken a focused approach to helping governments to well plan their macroeco
nomic policies in a world of increasing economic integration [Moschella, 2015]. Within the 
framework of the incompatibility trilemma, and considering the introduction of restrictions on 
capital accounts (i.e. without free capital movements), the present study highlights the main 
role of these controls in stabilizing the economy. The international banking and financial insti
tutions have agreed that capital account liberalization is among the main sources of financial 
instability, and restrictions on capital f lows may be an effective way to protect financial systems 
from these volatile f lows. To diminish the effects of capital movements on financial instability, 
the IMF finds it ideal to employ the internal interest rate to manage capital f lows. Restrictions 
on these f lows influence the effectiveness of monetary policy as a response to changes to the in
ternational interest rate and enable an effective monetary policy to concentrate less on the inter
national interest rate. Consequently, policymakers have wider margins to focus on the domestic 
interest rate and respond effectively to changes in the foreign interest rate [Orlik, Presno, 2017].

The responses of monetary policy are not instantaneous; it takes at least four quarters 
to respond to these restrictions. This delayed impact can be explained by the fact that restric
tions on capital f lows form part of a larger set of macroprudential instruments, and their effec
tiveness requires time and coordination with other macroprudential policies [Jeanne, Sandri, 
2020]. For a rapid response to external shocks, the IMF suggests that a restrictions policy must 
be combined quickly and effectively with other macroprudential policies and that controls are 
unnecessary when the optimal interest rate is equal to the foreign interest rate [Dooley, Isard, 
1980; Edwards, 1997; Otani, Tiwari, 1981]. 

Since 1944, the Bretton Woods conference recognized the link between capital controls 
and exchange rates. Keeping restrictions in place was not viewed as inconsistent with the finan
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cial globalization objective; the restrictions on capital f lows allow for more stability by reduc
ing the volatility of the bilateral exchange rate [Zehri, 2020]. The effects of these restrictions 
are generally indirect, mediated by capital inflows and outf lows [Frenkel et al., 2002; Glick, 
Hutchison, 2005]; they first affect inflows and outf lows and then the domestic currency value. 
The impact appears in the first quarter (contrary to the impact on monetary policy); the fast 
movements of capital f lows following the implementation of controls facilitate this rapid im
pact. The slowing down of capital f lows with the use of capital controls eases the pressure on the 
exchange rate and hence supports greater stability of the exchange rate policy. 

The association between capital controls and international reserves is also debated by the 
international financial institutions, which advise that reserve management strategies must be 
supportive of a country’s global policy, specifically its monetary, exchange rate and restric
tions arrangements. Reserves management strategies should be planned with the aim to retain 
reserves to deal with unpredicted shocks. In the context of a financial instability framework, 
the degree to which international reserves and controls are set is of particular relevance. Many 
studies have highlighted the association between capital controls and international reserves. 
Bacchetta, Benhima and Kalantzis [2013] found that a competitive equilibrium of a liberalized 
country may not be welfareperfect, and an association between restrictions and the reserves 
policy can provide more interesting results in terms of social wellbeing. Recent literature sug
gests that the constraints of choice of monetary and exchange rate policies in a context of free 
movement of capital can be circumvented following an accumulation of international reserves. 
Unfortunately, this study’s results did not find any impact of controls on international reserves 
(nonsignificant coefficients of ka, kai, kao and kaopen), and there was no response by the 
international reserves to the shocks on the ka and kaopen indexes. Despite the failure to find 
this impact empirically, the IMF has recommended a combination of both policies (capital 
controls and international reserves). When restrictions are introduced, intertemporal trade for 
the overall economy can only be reached through changes in the reserves holdings. Further, 
access to foreign assets is only allowed to the central bank, which has a monopoly on the supply 
of securities to local agents. 

The results of the present study concern the domestic effects of capital controls. There are 
also multilateral impacts of controls leading to spillover effects. These spillovers raise the ne
cessity of policy coordination between countries before deciding to introduce capital controls. 
In 2020, the IMF designed a new Policy Coordination Instrument. This instrument enables a 
close policy dialogue between the IMF and a member country, regular monitoring of econom
ic developments and policies, and the endorsement of those policies by the IMF’s executive 
board. The Policy Coordination Instrument aims to help countries formulate and implement a 
macroeconomic policy agenda to: prevent crises and build buffers against external shocks; en
hance macroeconomic stability; and address macroeconomic imbalances. When one country is 
influenced by the policy conduct of another country, the level of policy coordination becomes 
a major debate to secure benefits for both. This policy coordination is seen in the choice of 
necessary restrictive measures and subsequently in the better choice of suitable monetary and 
exchange rate policies.

Conclusions

The international financial institutions have become more focused on stabilizing exchange rates 
and saving the autonomy of monetary policy, all in the context of capital controls. Govern
ments would like to move away from the corners of the incompatibility triangle. For this pur
pose, the present study examined the domestic impacts of restrictions on capital f lows through 
a new, elaborated dataset using a PVAR approach. The results confirm the beneficial effects 



INTERNATIONAL ORGANISATIONS RESEARCH JOURNAL. Vol. 15. No 3 (2020)

INTERNATIONAL ORGANISATIONS RESEARCH JOURNAL. 2020. Vol. 15. No 3. P. 51–71 16

of restrictions policy on the interest rate spread and on the bilateral exchange rate. The find
ings are consistent with previous findings according to which capital account liberalization di
minishes the autonomy of monetary policy and causes high f luctuations of the exchange rate; 
however, restrictions may correct these effects. Furthermore, this study highlights the role of 
international reserves accumulation as a policy supporting other macroprudential policies. The 
results confirm that capital controls fail to affect international reserves accumulation and any 
responses found following the capital controls shocks. The literature evidence suggests using a 
combination of capital controls with a reserves policy to support monetary and exchange rate 
policies. 

This study highlights the views and guidelines of some international financial institutions 
regarding the effects of the restrictions policy. Particularly, the IMF supports more coordina
tion between countries’ policies before introducing capital controls and motivates emerging 
economies to find an optimal policy mix containing the necessary restrictions policy.

Several shortcomings can be identified in the present analysis; in particular, the capital 
controls indexes used. Other studies may use other indexes and obtain different results. This is 
a common problem in most studies on capital controls. Furthermore, the use of the differential 
interest rate as an indicator of monetary policy autonomy is problematic. Although the differen
tial in domestic and foreign interest rates is often seen as a proxy for monetary policy autonomy, 
this is subject to debate. 

This study was conducted within the framework of a relatively simple empirical model; in 
reality, however, the connections between a restrictions policy and other macroeconomic poli
cies are complex. It is difficult to find an optimal policy mix that combines monetary, exchange 
rate, international reserves and restrictive policy, and this topic is left for future research. To a 
certain extent, this analysis can be considered an investigation of capital controls impacts tak
ing into consideration other macroeconomics policies, while a more developed model would be 
essential to establish a combination of multiple macroeconomic policies. Such a model would 
need to define robust proxies for monetary policy autonomy, exchange rate stability, and par
ticularly, more precise capital controls indexes.
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Appendixes

Table 1. Sample Countries

Latin American Countries Asian Countries

Brazil, Argentina, Bolivia, Colombia, Costa Rica, 
Ecuador, Venezuela, Paraguay, Peru, Panama, 
Mexico, Chile, Uruguay, Guatemala, El Salvador

Philippines, Thailand, Indonesia, Malaysia, Vietnam, 
China, India, Taiwan, Singapore, Cambodia, 
Myanmar, Brunei, Sri Lanka, Nepal, Fiji

Source: Author’s illustration.

Table 2. Description of Variables 

Variable Description Source

ka Overall restrictions index (all asset categories) Fernández, Klein, Rebucci, Schindler, 
and Uribe [2016] kai Overall inflow restrictions index (all asset 

categories)

kao Overall outf low restrictions index (all asset 
categories)

kaopen The extent of openness in capital account 
transactions

Chinn and Ito [n. d.] 

rate Interest rate spread (to the U.S. interest rate) IFS, International Financial Statistics 

xchge Bilateral exchange rate (to the $) IFS, International Financial Statistics 

ir Reserves and related items WDI, World Bank Data

Source: Author’s illustration. 

Table 3. Descriptive Statistics 

Mean Std. Dev. Min. Max.

Capital Controls Indexes

kaopen 1.39 0.18 –1.90 2.50

ka 0.49 0.15 0 1

kai 0.67 0.21 0 1

kao 0.55 0.20 0 1

Dependent Variables

rate 0.23 0.09 –0.14 0.75

xchge 2.81 0.38 0.84 5.31

ir 12.57 2.70 2.68 22.65

Control Variables

fed 2.75 0.25 0.25 6.25

oil 55.47 10.75 22.66 165.20

gdp 2.76 0.79 –2.45 6.33

Source: Author’s calculations. 
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Table 4. Correlations of Study Variables

Variable 1 2 3 4 5 6 7

1. kaopen –

2. ka −.48** –

3. kai −.05** .81 –

4. kao −.08** .77** .04* –

5. rate −.79** .65** .01* .61** –

6. xchge −.45** .39** .24** .08** −.76** –

7. ir .12 .24 .31 .15 .52* .73** .76*

Source: Author’s calculations. 

* and ** denote statistical significance at the 5% and 1% level, respectively. 

Table 5. PVAR Analysis

Without Dummy Variable “Crisis” With Dummy Variable “Crisis”

Coefficient tstudent P>|t| Coefficient tstudent P>|t|

 Monetary Policy “rate”

Ka –0.036 –0.34 0.215 0.031 2.25 0.024**

Kai 0.022 0.78 0.265 0.049 0.58 0.365

kao 0.245 0.38 0.176 0.035 0.15 0.247

kaopen 0.187 0.74 0.217 –0.001 –3.01 0.000***

xchge –0.027 –1.98 0.045** 0.027 2.31 0.025**

Exchange Rate Policy “xchge” 

Ka –0.003 –2.01 0.076* –0.021 –2.05 0.036**

Kai 0.018 0.47 0.297 0.228 0.15 0.297

kao 0.184 1.23 0.237 0.139 1.05 0.109

kaopen 0.022 1.98 0.085* 0.032 2.62 0.015**

rate –0.016 –3.64 0.000*** 0.006 2.24 0.000***

International Reserves Policy “ir” 

Ka –0.106 –1.02 0.181 –0.036 –1.13 0.321

Kai –0.032 –2.01 0.075* –0.004 –1.98 0.084*

kao –0.001 –0.95 0.628 –0.025 –0.85 0.517

kaopen 0.011 0.08 0.573 0.004 1.47 0.286

Source: Author’s calculations. 

*, ** and *** denote statistical significance at the 10%, 5% and 1% level, respectively. 
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Table 6. Granger Causality Test (2009Q3–2016Q4)

Equation Excluded Chi2 Prob > Chi2

rate ka 15.983 0.000
kai 5.367 0.202
kao 3.687 0.314
kaopen 27.692 0.000
xchge 57.427 0.000

xchge ka 6.833 0.009
kai 4.367 0.152
kao 6.324 0.213
kaopen 23.687 0.004
rate 27.692 0.000

ir ka 2.505 0.549
kai 5.312 0.312
Kao 7.639 0.494
kaopen 7.615 0.348
rate 23.622 0.004
xchge 67.692 0.000

Source: Author’s calculations. 

Table 7. Variance Decomposition by Capital Controls Shocks (2009Q3–2016Q4)

Variable 1 Quarter Ahead 2 Quarters Ahead 3 Quarters Ahead 4 Quarters Ahead

kaopen shocks

rate 0.012 0.071 0.213 0.412
xchge 0.402 0.196 0.054 0.022
ir 0.021 0.065 0.047 0. 034

ka shocks

rate 0.009 0.237 0.291 0.316
xchge 0.417 0.286 0.107 0.072
ir 0.018 0.061 0.038 0. 041

kai shocks

rate 0.012 0.026 0.078 0.064
xchge 0.016 0.041 0.057 0.075
ir 0.014 0.028 0.027 0. 015

kao shocks

rate 0.002 0.041 0.058 0.060
xchge 0.006 0.032 0.041 0.055
ir 0.014 0.018 0.027 0. 025

Source: Author’s calculations.
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Fig. 1. Domestic Impact of a Capital Controls Tightening
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Abstract 
In recent years there has been a steady growth of “multi-bilateral aid,” or voluntary earmarked contributions 
transferred by international donors through multilateral organizations. The World Bank Group’s financial 
intermediary funds (FIFs) and trust funds have gained an especially wide recognition and have been particularly 
instrumental in channelling aid to fragile states – a priority group of partners for achieving the United Nations’ 
sustainable development goals. But researchers have paid much less attention to FIFs than to trust funds.

This article identifies characteristic features of World Bank IFIs as a multilateral mechanism to channel 
aid to politically unstable regions, focusing on the Middle East and North Africa Transition Fund (MENA TF) 
established in 2012 to support Arab countries undergoing political transitions as a result of the Arab Awakening. The 
introductory section examines the particularities, benefits and risks of establishing FIFs as multilateral mechanisms 
to transfer development assistance. These parameters are illustrated in subsequent sections which discuss the MENA 
TF’s establishment procedures, governance structure, and mobilization and allocation of funds.

The article concludes that for each of the parties involved, hypothetically, World Bank FIFs are a quite 
convenient mechanism for supporting fragile states. However, the example of the MENA TF conclusively shows that 
everything depends on the concrete political context of their establishment and operation. In terms of some key 
parameters (establishment procedure, governance structure) the MENA TF mechanism is very similar to other funds 
of the same type, but its operation is strongly affected by challenges uncommon to the majority of FIFs, which are 
focused on more politically neutral sectors. These challenges stem from several factors, including the predominance 
of political decisions within the Deauville Partnership, a unique list of contributors, and a severity of discord among 
them given the drastic deterioration of the political climate in the Arab world and beyond in 2014. This not only 
disrupted plans to engage more donors and mobilize the planned amount of funds, but it also stipulated a visible 
politicization of aid allocation. Political risks which materialized in the MENA TF operations might occur in other 
FIFs focused on fragile states and situations. The establishment of additional multilateral mechanisms, thus, requires 
learning from experience and prioritizing risk assessment and mitigation.

Key words: World Bank; financial intermediary fund; trust fund; international development cooperation; 
multibilateral aid; Deauville Partnership; Group of Seven; Group of Eight; Arab Awakening; Middle East 
and North Africa
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the research project No 173701018OGN.
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Introduction

Over the last 10 years, international development cooperation has seen a substantial increase in 
“multibilateral aid,” that is, noncore financing channelled by donors through special purpose 
mechanisms of multilateral organizations, primarily through the World Bank Group (WBG) 
trust funds (TFs) and financial intermediary funds (FIFs).2 Over FY 2015–19, donors have 
contributed $17.5 billion to the WBG TFs and $37.3 billion to the WBG FIFs [World Bank, 
2019a].

Trust funds and financial intermediary funds hosted by the WBG often focus on helping 
lowincome and fragile countries and are widely used in case of various emergencies. The Arab 
Awakening of 2011 was one such extraordinary development, requiring a prompt response from 
the international community. It became a major shock for a vast region of the Middle East 
and North Africa (MENA) leading to a deterioration of the situation in already “deeply di
vided societies” [Naumkin, 2015] in the region and triggering processes of multilevel and mul
tistage fragmentation of states in which members of the Russian Academy of Sciences Vladimir 
Baranovskij and Vitaly Naumkin see “a catharsis of the centurieslong development process” 
[Baranovskij, Naumkin, 2018, p. 6]. The fall of the regime of the Tunisian president Zine al
Abidine Ben Ali as a result of mass protests was followed by a revolution in Egypt in February 
2011 which ousted President Hosni Mubarak and unrest in Libya which led to a civil war, the 
killing of Muammar Gaddafi, and the spread of turmoil which continues today. People also 
took to the streets in Jordan and Morocco in January 2011 but both monarchies responded to 
protests with reforms, while in Bahrain a crackdown on protesters led to a number of casualties, 
and Yemen and Syria plunged into multiyear deadly conflicts. 

Reacting to the Arab Spring, the Group of 8 (G8) countries launched a global initiative 
called the Deauville Partnership with Arab Countries in Transition at the Deauville summit on 
26–7 May 2011. One of its practical outcomes was the establishment of a novel financial inter
mediary fund – the Middle East and North Africa Transition Fund (MENA TF). 

In many respects this fund differs from other FIFs hosted by the World Bank.3 First, it is 
one of few FIFs launched to support Group of 7/8 (G7/G8)4 initiatives; second, it is the first 
fullscale financial intermediary fund established specifically to help countries affected by in
stability and armed conflicts; third, it is a rare example of a regional FIF; and fourth, as one of 
three already closed funds,5 a complete assessment of its activities is possible.

Thus, there are several reasons to examine the specifics of the World Bank Group’s FIFs 
as a multilateral instrument of channelling aid to politically unstable regions drawing on the 
example of this particular fund.

2 The volume of earmarked contributions channelled through the World Bank amounts to $3 billion year
ly, which makes it the largest channel of “multibilateral aid” among nonhumanitarian multilaterals [Barder 
et al., 2019, p. 5].

3 From this point onward this will refer to the World Bank in a narrow sense as the International Bank for 
Reconstruction and Development (IBRD) and the International Development Association (IDA).

4 Two others are the Pilot Auction Facility for Methane and Climate Change Mitigation (PAF) (estab
lished in 2015) and the Pandemic Emergency Financing Facility (PEF) (established in 2016).

5 Other examples include the European bank for Reconstruction and Development’s Southern and 
Eastern Mediterranean Trust Fund (EBSM), the African Programme for Onchocerciasis Control (APOC) and 
the Global Alliance for Vaccination and Immunization (GAVI).
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The research objective will be attained in several steps. First, based on an analysis of the 
World Bank’s official documents and the work of leading western scholars, the distinctive fea
tures of FIFs as a multilateral mechanism of international development assistance are laid out, 
as well as the benefits and risks of its use. These are illustrated with the example of the estab
lishment procedure, governance structure, and specifics of the MENA TF’s resource mobili
zation and allocation. To pinpoint the differences between financial intermediary funds and 
trust funds, the MENA TF is compared with the Middle East and North Africa MultiDonor 
Trust Fund (MENA MDTF), which was established nearly simultaneously in 2012 and resem
bles the MENA TF in terms of purpose and range of beneficiary countries. Due to the strong 
political component of the Deauville Partnership, special attention is paid to displaying the 
dissimilarities between the leading donor countries’ views on participation in the Fund. To that 
end, this analysis studies qualitative and quantitative data available in the minutes of the steer
ing committee (SC) meetings, its annual reports, and the independent fullscale evaluation of 
the MENA TF prepared in 2019 by Ecorys, one of the oldest European economic research and 
consulting companies. It also traces mentions of the MENA TF in the Deauville Partnership 
and G7/8 documents of various years. This methodology and selection of sources will produce 
the most rigorous results possible.

The Russian bibliography lacks studies devoted specifically to either intermediary or trust 
funds hosted by the World Bank Group. The first western studies on the subject appeared in 
the 2000s [e.g. Guder, 2007], but only in the last five to seven years has a distinctive research 
area emerged with several prolific authors, including Bernhard Reinsberg from the University 
of Cambridge (UK), Vera Eichenauer from ETH Zurich (Switzerland) and Stephen Knack 
from the World Bank. Working individually or in collaboration they have written more than ten 
research papers on the common features of trust funds [Reinsberg, 2017a, 2017b] and different 
aspects of the World Bank Group trust funds such as bureaucratic politics [Reinsberg, 2016a], 
the implications of multibi financing for multilateral agencies [Reinsberg, 2016b]; bilateral 
donors’ choice of multilateral funds [Reinsberg et al., 2017], and the specifics of aid alloca
tion [Eichenauer, Knack, 2015, 2016]. Also worth mentioning is the research conducted with 
the participation of Bernhard Reinsberg examining the participation of selected donors such 
as Germany [Herrmann et al., 2014], France [Eichenauer, Reinsberg, 2015] and Central and 
Eastern European countries [SzentIványi et al., 2019] in the World Bank trust funds. A number 
of interesting assessments of the benefits and drawbacks of trust funds have been published by 
other researchers [Barder et al., 2019; Wagner, 2014; Winters, Sridhar, 2017]. This study is the 
first devoted specifically to the FIFs designed to channel assistance to fragile states. 

Two other factors make this research highly relevant but are not related to the political 
dynamics in the Arab world, which remains volatile and at risk of experiencing severe crises. On 
the one hand, politically unstable states form a top priority group of aid recipients for achieving 
the sustainable development goals as, according to experts, around two thirds of people living 
below poverty line will live in such countries by year 2030. On the other hand, we have seen the 
beginning of a largescale reform of World Bank trust funds aimed at “improving their align
ment with the World Bank’s priorities and their integration with the World Bank’s strategy, 
planning, budgeting, and staffing processes” [World Bank, 2019a]. Finally, this study has a 
great practical significance in light of the active involvement of Russia, itself a contributor to the 
MENA TF, in different funds hosted by the World Bank and in providing assistance to fragile 
and conflictaffected states around the globe.
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Financial Intermediary Funds: Characteristic Features,  
Benefits and Drawbacks

The World Bank hosts two categories of funds established under its trusteeship – trust funds 
(TFs) and financial intermediary funds (FIFs). They have both commonalities and distinctive 
features.

The World Bank outlines three parameters common to both types of funds: first, donors 
can “pool funds and harmonize approaches to address specific development challenges”; sec
ond, the Bank serves as trustee; and third, both mechanisms “can underpin partnership pro
grams and financing mechanisms that support collective action around global public goods and 
other highly visible international commitments” [World Bank, 2019b, p. 6]. Both FIFs and TFs 
may focus on a single country or have a regional or (more often) global reach.

However, financial intermediary funds fundamentally differ from trust funds. In the case 
of a trust fund the Bank is responsible for disbursement and use of allocated funds while in 
the case of a FIF it only plays an intermediary role in transferring the funds from donors to 
implementation support agencies (ISAs) or to beneficiary recipient entities. FIF structures are 
established without conferring on the World Bank authority to make decisions.

Hypothetically the WB can perform three roles in a FIF:
1) Trustee – the Bank provides a set of agreed financial services involving receiving, hold
ing and investing contributed funds and transfers them when instructed by the FIF gov
erning body.
2) Secretariat – the Bank ensures the operational activities of a fund, manages paperwork, 
coordinates cooperation between stakeholders, and so on.
3) Implementation support agency (ISA)  – along with other international financial 
institutions (IFIs) the Bank can implement the projects financed through FIFs [Ibid.,  
p. 1]. When the FIF governing body chooses the Bank as an ISA the WB can allocate the 
financial resources from this FIF through IBRD or IDA trust funds [World Bank, 2020]. 
These roles are illustrated in Fig. 1. 
In addition, the World Bank may function as an independent evaluation office for a 

number of funds (for example, the Global Environment Facility (GEF) and the Least Devel
oped Countries Fund for Climate Change) [Ibid., p. 32]. Specific note should be made of the 
CGIAR, in which the World Bank is both a trustee and a donor. In some FIFs the Bank pro
vides capacity building assistance for local organizations in partner countries which implement 
development projects [World Bank, 2020]. 

The trustee function is a sine qua non for the functioning of all FIFs hosted by the World 
Bank. The Bank provides technical, financial and legal expertise including treasury services, 
managing donor contributions, accounting, development of financial management policy, in
ternal procedures, and control mechanisms. The Bank also organizes the exchange of informa
tion between the governing body, the secretariat and ISAs.

Other functions are optional. There are a number of global FIFs in which the WB executes 
only the trustee role (for example, the International Food Policy Research Institute (IFPRI), 
the International Finance Facility for Immunization (IFFI), and the Global Fund to Fight 
AIDS, Tuberculosis and Malaria), or both the trustee and ISA roles (for example, Green Cli
mate Fund (GCF)). However, the Bank mainly seeks to combine all three functions as, for 
example, in the Global Environmental Facility (GEF), the Global Partnership for Education 
(GPE), the Climate Investment Funds (CIF), and the Global Agriculture and Food Security 
Program (GAFSP) [World Bank, 2019b, p. 32].
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Fig. 1. Potential World Bank Roles in Financial Intermediary Funds

Note: CGIAR = Consultative Group for International Agricultural Research; IFC = International 
Finance Corporation; RDBs = Regional Development Banks.

Source: [World Bank, 2019b, p. 1].

FIFs often use innovative financing methods and have a f lexible governance structure 
which helps them quickly mobilize funds from different public and private sources. 

The World Bank practices two basic models of trusteeship in FIFs. Within the first model 
the Bank concludes a transfer agreement with implementing or supervising organizations and 
transfers funds to these agencies upon instruction from the governing body. The implement
ing or supervising agencies, in turn, disburse funds to beneficiary recipients. Under this model 
these agencies “appraise and supervise the implementation of projects and are responsible for 
monitoring and evaluation.” Within the second model the Bank transfers money directly to 
recipient entities upon instruction from a governing body which oversees and assumes legal 
responsibility for the effective use of funds [World Bank, 2020].

The processes of establishing a FIF and a trust fund are quite different. A new trust fund is 
often a ref lection of the mutual interest of donors and the World Bank, while the establishment 
of a FIF is promoted by donors, often following the launching of specialpurpose initiatives on 
international forums, such as G7/G8 or Group of 20 (G20) summits. However, when assessing 
donors’ proposals for launching a new mechanism, Bank staff need to be guided by its internal 
operational rules [World Bank, 2015c].

First, the donors and WB officials discuss the objectives and governance structure of a 
new financial mechanism; second, they work out a conception of the fund and send it to donors 
for approval. Third, they discuss it inside the Bank and with recipient countries. Finally, the 
Bank signs a trust fund agreement with donors [See Herrmann et al., 2014, pp. 14–5].
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An important aspect in establishing and executing a trust fund is the alignment of a given 
fund’s objectives with the priorities of the Bank and recipient countries. Prior to 2013, each 
intended trust fund had to meet following criteria in accordance with the operational rules:

1) consistency with the Bank’s purposes and mandate;
2) strategic relevance;
3) risk management and controls (related to conflict of interests or limitations on use of 
funds);
4) governance;
5) nationality restrictions on procurement (the Bank does not accept any contribution to 
a trust fund that imposes nationality restrictions on procurement);
6) operational efficiency and sustainability [World Bank, 2008, p. 1].
After 2013, these criteria disappeared from the regulatory documents for unknown rea
sons.
In cases where intended ways of financing the projects, governance arrangements or part

nerships seem to be too difficult or risky, the suggested concept of a new fund needs to be ap
proved by the Bank’s senior management or even by the board of governors. The latter should 
get involved in those cases involving allocation of funds to the new fund from the core Bank 
budget or from its revenue, providing aid to a nonmember country or to a country not in good 
standing with the Bank, and the choice of a new or a particularly important policy which, ac
cording to the management, requires a separate decision by the board of governors. Such a 
decision should be taken consensually [World Bank, 2015c].

After the concept is approved, the Bank and donors conclude official agreements. After 
receiving donor funds, the Bank announces a call for proposals, receives them and then adopts 
budgets for approved projects. At the later stages, the Bank concludes grant agreements directly 
with recipients or with ISAs and transfers the funds to contractors (or, in cases where the Bank 
functions as an ISA, transfers the funds internally from one account to another).

FIFs (just like trust funds) have undeniable advantages but their use poses risks for donors, 
recipients, the World Bank and other organizations (Table 1).

Table 1. Benefits and Risks of FIFs 

No Benefits Risks

1 Predictability of financing with additional 
large amounts of funds available on mid/
longterm basis

Aid fragmentation

2 Wellcoordinated decisionmaking process Complexity of achieving a strategic and operational 
coherence between FIF and ISA governing bodies

3 Collective implementation by several multi
lateral organizations

Multiplicity of roles of the WB and the correspondent 
conflict of interests (“The more roles the World Bank 
plays, the greater the potential confusion over the 
World Bank’s actual limited authority and responsibil
ity” [World Bank, 2019b, p. 8]) 

4 Scaling up assistance through pooling 
funds

“High propensity to evolve after initiation, requiring 
the World Bank to adapt to proposed changes which 
may significantly change the risk profile for the World 
Bank from what was anticipated at establishment of 
the FIF” [Ibid.]
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No Benefits Risks

5 Minimization of political, institutional and 
reputational risks for a donor

Increasing complexity of financial instruments portfo
lio and extended use of loans, bonds and guarantees in 
addition to grants

6 Comfortable political dialogue for donors 
with partner countries and with other 
donors (simultaneous upgrade in align
ment with national priorities of recipient 
countries)

Increasing dependence of aid allocation through the 
WB channels on strategic interests of donors contrib
uting to a fund [Wagner, 2014]; “‘bilateralization’ of 
multilateral aid” (See [Eichenauer, Knack, 2015])

7 Transaction cost reduction both for donors 
and recipients, which is especially impor
tant for countries with weak institutional 
potential

8 Opportunity to experiment and implement 
innovative ways of providing aid

9 Faster mobilization and allocation of donor 
funds6

Source: Compiled by the authors based on analysis of World Bank materials [2019b, pp. 1–3 in the 
Benefits column; pp. 1–8 in the Risks column)] and other relevant literature.

However, regardless of the risks involved, the volume of funds channelled through the 
World Bank’s FIFs keeps growing. Since the establishment of the first such mechanism in 1971 
it has amounted to more than $104 billion, $7 billion of which were contributed in FY 2019 
alone. The number of active FIFs has more than doubled over the last decade – from 12 at the 
end of FY 2008 to 27 at the end of FY 2019 [World Bank, 2019a]. The expansion of the FIFs is 
illustrated by the fact that 10 new funds were established in the fiveyear period between 2013 
and 2018, half of which were related to environment and health [World Bank, 2019b]. Facing a 
constant growth of funds transferred through the FIFs, the World Bank is trying to improve its 
relevant policies. The last product of this effort is the Financial Intermediary Fund Manage
ment Framework prepared by the Development Finance Vice Presidency, Trust Funds and 
Partner Relations Department (DFTPR) in June 2019 [World Bank, 2019b].

These characteristic features, benefits and drawbacks of FIFs are applicable to all such 
funds regardless of their thematic or geographic focus. But even a basic knowledge of the risks 
of aiding fragile states [Bartenev, 2018] suggests that a FIF is a convenient mechanism to chan
nel assistance to such beneficiaries. Factors such as transaction cost reduction, f lexibility, and 
faster allocation of donor funds can be of crucial importance in engagement with fragile and 
conflictaffected states given that traditional ways of aid allocation to these recipients are often 
associated with institutional and legal constraints.

When comparing the f lexibility of financial intermediary and trust funds and standard 
Bank procedures, one has to keep in mind that these funds’ resources are allocated without tak
ing into consideration the country policy and institutional assessment (CPIA) scoring, which is 
the main criterion for allocating funds from IBRD and IDA budgets. This is why trust funds and 
financial intermediary funds have served as an essential mechanism of channelling aid to fragile 
and lowincome countries [Wagner, 2014]. And, there are good reasons to assume that they will 
play this crucial role even after a revolutionary decision to double the volume of aid to fragile 
states (from $7 to $14 billion in just three years) in the 18th replenishment of IDA in 2018. 

6 Their transfer is executed faster than through the IBRD or IDA – primarily, because the board of gover
nors of the World Bank does not need to approve decisions of the TF and FIF governing bodies.
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However, the number of FIFs focused on providing assistance to politically unstable 
countries is fewer than the number of trust funds with the same focus. There are only a few 
of these funds in each of three general categories (singlecountry, regional and global mecha
nisms). Therefore, there is a significant valueadded from an indepth study of the Middle East 
and North Africa Transition Fund, which was established as a result of a tectonic shift in one of 
the most geoeconomically and geostrategically important and turbulent regions of the planet.

The Middle East and North Africa Transition Fund:  
From Idea to Implementation 

The establishment of the Middle East and North Africa Transition Fund (MENA TF) was a 
belated result of the G8 summit held in Deauville, France on 26–27 May 2011 and the launch 
of a global longterm international initiative called the Deauville Partnership with Arab Coun
tries in Transition. It was designed to support partnership countries undertaking economic and 
social reforms, particularly to create jobs and enshrine the fair rule of law, while ensuring that 
economic stability underpins the challenge of transition to stable democracies [G8, 2011]. It 
was focused on providing the technical assistance to ensure “transparency and accountable 
government” and “an economic framework for sustainable and inclusive growth.”

The partners planned to develop a programme catering to the needs of every partner coun
try. Egypt and Tunisia were the first participants of the Partnership and were promised more 
than $20 billion from the G8 countries through international financial institutions after devel
oping their reform programmes. Soon after, Jordan and Morocco joined the Partnership, and 
the volume of commitments for 2011–13 confirmed by the G8 finance ministers in Marseilles 
on 12 September 2011 increased to $28 billion. Libya was also invited to join the Partnership and 
was represented by the National Transitional Council which was emerging as victorious from 
the fight against Gaddafi loyalists.

These Arab countries partnered with actors in three categories: donors, including all G8 
members, key Middle Eastern providers of development assistance (Kuwait, Qatar, Saudi Ara
bia, UAE, Turkey) and the EU; international financial institutions, including 10 global and 
regional financial organizations (the World Bank, the International Financial Corporation, 
the International Monetary Fund (IMF), the African Development Bank, the Arab Monetary 
Fund, the Arab Fund for Economic and Social Development, the European Bank for Recon
struction and Development (EBRD), the European Investment Bank, the Islamic Develop
ment Bank, the Organization of the Petroleum Exporting Countries (OPEC) Fund for Interna
tional Development); and, international organizations such as the Organisation for Economic 
Cooperation and Development (OECD).

The Russian Federation played a very active role in the Deauville Partnership from the 
beginning. During the summit in Marseilles, Sergey Storchak, the deputy finance minister of 
Russia, emphasized the interest in providing educational aid to the MENA countries, training 
tech specialists and diplomats, improving the investment climate and expanding “an already 
working programme of assistance in strengthening public finances system and sharing experi
ence in creating an effective treasury system” [Ministry of Finance of the Russian Federation, 
2011].

The G8 declaration on 27 May 2011 initially focused on multilateral development banks, 
ref lecting a general trend of intensification of cooperation between the G8 and multilateral 
institutions [Larionova, Rakhmangulov, 2012]. It called on them “to deliver enhanced, front
loaded and coordinated support to Partnership Countries” [G8, 2011]. The World Bank was 
supposed to play a key role in supporting the initiative and it met this expectation by not only 
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granting large loans to the Arab Spring countries but also by managing multilateral mechanisms 
of providing technical assistance to the MENA countries on a grant basis. 

In March 2012, the strategy for the MENA region was presented to the board of directors, 
and nearly simultaneously the Middle East and North Africa MultiDonor Trust Fund (MENA 
MDTF) came into being. It was established by four OECD Development Assistance Commit
tee (DAC) members – the United Kingdom, Denmark, Norway and Finland – of which only 
the UK was a member of the Deauville Partnership. The Bank played a key role in establishing 
the MENA MDTF, which was planned to be a Bankexecuted fund with priorities aligned with 
the Bank’s regional strategy. The activities financed from the Bank’s budget were to “demon
strate clear linkages to relevant current and future Bankfunded operations and programs on the 
ground” [World Bank, 2015b, p. 16]. Apparently for that very reason, this fund was established 
without a specific risk assessment [Ibid., p. 17] or decision by the board of governors.

The situation with the MENA TF was totally different. In April 2012, during the G8 Camp 
David summit chaired by the U.S., the ministers of finance of the Deauville Partnership coun
tries approved the establishment of a new FIF for MENA countries. The fund was supposed to 
“complement other multilateral and bilateral initiatives by providing grants for technical coop
eration and knowledge exchange to help transition countries strengthen their governance and 
social and economic institutions and develop and implement homegrown and countryowned 
reforms” [G8, 2012]. The G8 countries were supposed to cooperate with regional aid provid
ers, the World Bank, and regional financial institutions, i.e. the InterAmerican Development 
Bank (IDB), in order to establish a new fund with an initial target of $250 million. It is worth 
mentioning that the G8 documents did not specify that the fund would be hosted by the World 
Bank, and this amount was not considered to be final.

France, Italy, Saudi Arabia, the United Kingdom, the United States, and the European 
Union were to agree upon the parameters of the fund and to engage other partners [Ibid.]. But 
by August 2012, the list of interested countries had expanded significantly. Ten donors, includ
ing six G8 members (except Germany and Italy) and all the Gulf countries taking part in the 
Deauville Partnership, indicated their interest in contributing to the fund. Russian participa
tion at this early stage is worth noting as Moscow clearly expressed its willingness to engage in 
the affairs of the MENA region not only with political and diplomatic toolkits but also with the 
instruments of development assistance.

The donors requested the World Bank’s assistance in establishing a new fund (preparing 
documentation, conducting preliminary consultations, and so on) seeking to launch it as quick
ly as possible during the WB/IMF annual meetings in October 2012 and to begin mobilization 
of funds and project implementation before the end of the same year [World Bank, 2012, p. 3]. 
The Bank was supposed to act as trustee, manager of the coordination unit (Secretariat) of the 
Fund, ISA in some projects (alongside other IFIs), and observer on the steering committee of 
the Fund.

The idea was supported by the World Bank’s two units – the MENA regional unit and the 
Concessional Finance and Global Partnerships general management unit – which presented 
the concept of the Fund to the board of directors of the WB in August 2012. This concept served 
as a basis for the agreement on the establishment of the Fund and is quite interesting in terms of 
the rationale for the Bank’s participation in a new mechanism and, most importantly, in terms 
of risk assessment. These arguments were outlined according to relevant operational rules guid
ing the establishment of new funds.

The main arguments for the Bank’s participation were the following:
1) A specific request from the Deauville Partnership member countries;
2) Alignment between the strategic focus of the Fund with the WB’s strategy for the 
MENA region presented to the board of directors in March 2012;
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3) Leveraging the Bank’s key strengths and capacities through multiple roles in the Fund; 
4) Effectiveness and f lexibility of the intermediary fund mechanism for mobilization of 
financial resources from multiple donors to support activities to be implemented by a 
range of IFIs, each using its own policies and procedures (which would help it to accom
modate full and equal participation of a broad range of IFIs compared to other trust fund 
structures) [World Bank, 2012, p. 3–4].
The description of risks to the Bank and the ways to mitigate them is even more inte resting.
The first risk was seen in a fragmentation of the aid architecture due to the creation of 

another mechanism. But the authors of the concept revealed their intent to visibly demonstrate 
the additionality of the Deauville Partnership, complementing other Bank activities in support 
of countryowned reforms in the Arab Spring countries and focusing on strengthening local 
capacity to implement projects [Ibid., p. 12]. 

The second risk was “the political dimension of the Deauville Partnership and potential 
Bank’s exposure to activities not aligned with its mandate, Articles or current policies.” But the 
concept developers declared that the Bank, like other members of the Deauville Partnership 
without political mandate, would focus solely on promoting sustainable growth, economic and 
social inclusion, economic governance, and so on. They stated as well that the shareholders 
understood that these themes would be of a high priority and the Bank “would not be engaging 
in the activities that fall outside the scope of its purposes.” If, in exceptional cases, the Bank saw 
a problem in transferring funds to an ISA, it could resign as trustee [Ibid.].

The third risk was a possibility that a set of operating policies developed by the steering 
committee (since the Bank lacked a decisionmaking authority) might contradict Bank poli
cies. But the concept developers postulated that all the Deauville Partnership countries are rep
resented in both the Bank’s board of directors and the MENA TF steering committee, which 
minimized the likelihood that the Committee would induce the Bank to violate its mandate. 
Further, the Bank would use other mechanisms through binding agreements with every donor 
country and ISAs and would be able to agree to any amendments in the regulations. It would 
have a right to decline to be an ISA for proposed activities conflicting with its own policies 
[Ibid., pp. 12–3].

The fourth risk arose from the multiplicity of the Bank’s roles. It was supposed to be bal
anced by the following factors. First, all responsibilities and accountabilities would be clearly 
articulated in the documents, and second, the Bank’s responsibilities for acting as a trustee, 
coordination unit manager and one of the ISAs would be distributed along different depart
ments (the MENA Regional Unit and the Concessional Finance and Global Partnerships 
Unit, which were supposed to collaboratively execute the function of an observer in the Fund’s 
board). Third, the Bank will not take any decisions on the selection of technical assistance 
proposals or decisions on funding allocation which will reduce probability of promoting its 
preferences through the coordination unit, and finally, the steering committee will include rep
resentatives from the IFI Coordination Platform Secretariat of the Deauville Partnership in 
order to avoid any conflict of interest [Ibid., p. 13]. 

Reviewing the list of risks provides a more nuanced picture of how World Bank FIFs func
tion. 

On the one hand, a glaringly obvious predominance of substantive questions over pro
cedural ones underlines the significance of political and strategic aspects in this type of fund, 
which were supposed to be reduced to minimum. When composing the “Request for Engage
ment by the World Bank” and presenting it to the Bank’s management, the relevant units were 
trying to align the fund’s objectives with regional and global priorities of the World Bank Group. 

On the other hand, the authors of the request clearly understood the highly politicized nature 
of the Fund, and their arguments about nonadmittance of “going beyond the Bank’s mandate” 
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did not seem convincing. The interest of the Bank in playing several roles in the Fund with such a 
clear political component could have at least three explanations. First, it fully corresponded with 
the process of politicization of the World Bank’s activities at the end of 1990s, which accelerated 
in the 2000s when the Bank adopted the “securitization of development” discourse [Solomatin, 
2016; 2018]. This trend culminated in the 2011 World Development Report [World Bank, 2011] 
exploring linkages between conflict, security and development. Second, the Bank had a clear 
interest in contributing to a politically significant initiative such as the Deauville Partnership and 
in strengthening its image as an organization better able to address global challenges than other 
multilateral institutions. And third, the importance of the personal interests of Bank officials 
should never be underestimated. For them, establishment of a new sufficiently large financial 
intermediary fund meant an influx of additional funds (indirect costs for executing the functions 
of the trustee and the Secretariat reached $4.3 million overall (2% of the contributed funds), not 
to mention expenses related to the Bank’s activities as an ISA) [MENA TF, 2018]; it also provided 
the possibility of promotion if the new mechanism achieves success. 

The establishment of the Fund was very swift; only one FIF was launched more quickly – 
the Haiti Reconstruction Fund, with only one beneficiary country and three ISAs involved 
[DAI, 2014]. At the same time, according to the independent fullscale of the MENA TF, the 
decision to establish the Fund was primarily political, and “its design was not preceded by a for
mal analysis of transition countries’ needs, priorities or of designated implementation partner 
capacities” [Puetz et al., 2019, p. 17].

The request for engagement was approved at the annual meetings of the IMF and the 
World Bank Group. On 29 October 2012 the steering committee approved the operations man
ual. This document provided details of the governance arrangement and operating principles 
chosen for the new mechanism [MENA TF, 2012]. These require a separate examination. 

Objectives, Scope and Governance Structure of the Fund

In the establishment documents the objective of the MENA TF was formulated as follows: “to 
improve the lives of citizens in transition countries, and to support the transformation currently 
underway in several countries in the region (the “Transition Countries”) by providing grants 
for technical cooperation to strengthen governance and public institutions, and foster sustain
able and inclusive economic growth by advancing countryled policy and institutional reforms” 
[Ibid.]. 

It was supposed that, thematically, the Fund would cover all three components of the 
Deauville Partnership (finance, trade and governance) and would be based on four pillars: in
vesting in sustainable growth; inclusive development and job creation; enhancing economic 
governance; and competitiveness and integration. The first three pillars were nearly identical 
to those of the World Bank MENA regional strategy ref lected in the MENA MDTF (Table 
2). Due to the initial connection of the MENA TF’s strategic priorities to political decisions 
made by the Deauville Partnership, these priorities were not revised despite significant changes 
in the region and in the recipient countries in 2013–14 – the overthrow of Mohammed Morsi 
in Egypt in 2013, an increased number of terrorist attacks in Tunisia and Egypt, a territorial 
expansion of the Islamic State of Iraq and Levant, a f light of refugees from Syria which caused 
a deterioration of the situation in Jordan and Lebanon, and, of course, a new escalation of vio
lence in Libya and Yemen in 2014.

The rigidity of the strategic priorities of the MENA TF contrasted significantly with the 
f lexibility of the MENA MDTF aligned with the Bank’s regional strategy [World Bank, 2015a]. 
The priorities of the latter changed radically in 2015 to better ref lect the situation on the ground 
[World Bank, 2015b].
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Table 2. MENA TF vs MENA MDTF

MENA TF MENA MDTF

Year of 
Establishment

2012 2012

Initial End 
Approval Date 

2015 2015

Real End 
Transfer Date 

2018 2021 (two windows: 2012–17 and 2018–21)

Objective To improve the lives of citizens in transition 
countries, and to support the transformation 
currently underway in several countries in 
the region (the “Transition Countries”) by 
providing grants for technical cooperation to 
strengthen governance and public institu
tions, and foster sustainable and inclusive 
economic growth by advancing countryled 
policy and institutional reforms

To provide catalytic donor support to 
countries in the region that are currently 
undergoing historic transition and reform 

Priorities 1) investing in sustainable growth
2) inclusive development and job creation
3) enhancing economic governance
4) competitiveness and integration

1) strengthening governance
2) increasing economic and social inclusion
3) creating jobs
4) accelerating sustainable growth (2012–
15)
1) renewing social contract
2) refugees and resilience
3) rehabilitation and reconstruction
4) regional cooperation (2015–20)

Founding 
Donors 

Ten countries (Canada, France, Japan, 
Kuwait, Qatar, the Russian Federation, 
Saudi Arabia, the United Arab Emirates, the 
United Kingdom, the United States)

Four countries (Denmark, Finland, Nor
way, United Kingdom)

Changes 
in the List of 
Donors

Joined:
Turkey (2013)
Denmark (2013)
Germany (2014)
Netherlands (2015)
Italy (2016)

Left: 
Denmark (2017)

Recipient 
Countries

Six recipients (Egypt, Jordan, Libya, Mo
rocco, Tunisia, Yemen)

Twelve recipients
(10 from 2012: Djibouti, Egypt, Iraq, Jor
dan, Lebanon, Libya, Palestinian territo
ries, Syria, Tunisia, Yemen
+ 2 from 2018: Algeria, Morocco)

Governance 
Arrangement

Steering committee
Coordination unit
Trustee 
Roster of experts

Program council
Program coordination unit
World Bank Technical Review Committee

Total 
Contributions

$242.4 million $15.5 million (FY 2012–16)
$8 million (FY 2017–19)

Number of 
Implemented 
Projects

90 45 (FY 2012–17)
28 (FY 2018–19)

Source: Compiled by the authors based on the MENA TF and the MENA MDTF materials.
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The MENA TF could only provide grants, and the group of founding members included 
10 countries – quite a high figure at that time, even for global funds. Other donors were free to 
join the mechanism pending a recommendation from the Deauville Partnership and approval 
by the steering committee (there were no additional decisions by external structures required 
for new donors to join the MENA MDTF). According to the standard Bank practices, donor 
contributions were pooled and donors could not earmark their funds or preference contribu
tions for specific projects or transition countries [MENA TF, 2012]. 

Initially, MENA TF provided assistance to six countries: Egypt, Jordan, Libya, Morocco, 
Tunisia and Yemen. Other MENA countries could also become recipients if approved by the 
Deauville Partnership and the steering committee [Ibid., p. 9] (for reference, the list of recipi
ents of funds from the MENA MDTF, not influenced by any external political decisions, was 
broader from the beginning and included 12 countries and territories, including even Djibouti). 
The projects were meant to be implemented by recipient countries in cooperation with ISAs 
and by ISAs in the case of parliamentary proposals and on occasion at the request of the transi
tion country.

Projects could be approved for three years after the date of the first project approval, and 
funds could be transferred for six years after that date.

The governance structure of the Fund was quite complicated and differed from standard 
models depicted above. It consisted of four elements: a steering committee (SC), a trustee, a 
coordination unit (CU) and an independent callable roster of experts (ROE).

The steering committee was the main decisionmaking body of the Fund. It included both 
members with decisionmaking authority and observers. Only representatives from donor and 
transition countries could be SC decisionmaking members. That applied to two selected co
chairs – one representing donor countries and the other representing transition countries7 (for 
reference, the MENA MDTF chair was reserved for the World Bank Group vice president for 
Middle East and North Africa, or designee).

Donor countries that signed a contribution agreement with the trustee and pledged at 
least $5 million would have a direct representation on the SC, and other countries could form 
a constituency with other donors and select one member to represent the constituency on the 
steering committee. Only donor countries or constituencies that actually contributed at least $5 
million would have the authority to approve proposals for projects or budgets.

Observer members of the SC could not participate in decisionmaking but were allowed 
to participate fully in all of the relevant discussions. The observer members could include a 
representative from the secretariat of the Deauville Partnership IFI Coordination Platform, a 
representative of the trustee, the executive secretary of the steering committee, and representa
tives of ISAs with project proposals being considered at the SC meeting in question. The chair 
of the steering committee could invite other observers (i.e. representatives of potential donors) 
to the meetings as deemed appropriate.

Decisions by the steering committee were supposed to be taken by consensus. Therefore, 
the SC did not have a right to change either the list of eligible transition countries or the duties 
of observer members [Ibid., p. 12]. The committee meetings were to be conducted facetoface 
(at least twice a year) and online if needed.

The World Bank served as a trustee for the Fund, received donor contributions, held them 
in trust and signed contribution agreements with all donor countries specifying the terms and 
conditions related to their contributions and the administration of these funds. The Bank also 
signed financial procedures agreements with all implementation support agencies. These agree
ments served as the basis for transferring funds on behalf of the steering committee. The World 

7 Tellingly, the initial request for engagement submitted in August 2012 envisaged only one chair.
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Bank did not have any responsibility to: review the appropriateness of the SC decisions; con
firm that ISA funds were used for intended purposes; implement, monitor, supervise, evaluate 
or provide quality assurance for projects; collect funds from ISAs and grantees; or handle any 
alleged misuse or misprocurement that may arise with respect to ISA funds. Moreover, the 
Bank could play the role of an ISA itself, and in such projects it could transfer funds directly to 
recipient countries on behalf of the SC [MENA TF, 2012, p. 16].

The coordination unit operated under World Bank management and applicable policies 
and procedures and was also accountable to the steering committee. The CU was established to 
support the work of the steering committee by serving as a liaison between the steering commit
tee, the trustee, the roster of experts and the ISAs. It comprised a small team of professional and 
administrative staff headed by a programme manager in the MENA regional unit of the World 
Bank. The coordination unit was responsible for receiving funding proposals from transition 
countries for the steering committee’s consideration, recommending to the steering commit
tee individuals to participate in the callable roster of experts, preparing the materials for SC 
meetings, communicating with recipient countries, keeping track of progress in fulfilling the 
objectives, preparing annual reports, and publishing information about the Fund’s activities on 
the website. The CU had the same limitations as the trustee – it did not have a right to provide 
donors information about the projects. Activities of the CU were financed from the administra
tive budget [Ibid., pp. 14–5]. 

The roster of experts provided the steering committee with independent technical advice 
on funding proposals and screened them based on the selection criteria. The ROE consisted 
of a network of experts independent of any institution involved in the Fund. The participants 
of this network were selected by the steering committee (based on a recommendation from the 
coordination unit in consultation with the ISAs) and had a high level of experience in domains 
relevant to the Fund’s objectives and the MENA region. The experts on the roster were hired 
and compensated through the CU for services rendered. The costs of the experts’ participation 
were borne by the budget allocated by the steering committee to the coordination unit, and their 
choice was based on the World Bank’s applicable guidelines for selection and employment of 
consultants [Ibid., pp. 15–6].

The IFIs and the OECD, as members of the Deauville Partnership, could participate in 
the Fund by signing a financial procedures agreement with the trustee. After that, they could be 
designated by government agencies or a parliament of a transition country as an ISA for funding 
proposals submitted to the steering committee. The funds were to be administered in accord
ance with the ISA’s applicable policies and procedures. They could as well help recipient coun
tries prepare proposals, cooperate with the coordination platform of the Deauville Partnership, 
institutions of a partner country, provide inputs into annual reports, and so on [Ibid., pp. 17–8].

Recipient entities could be represented by all levels of governments, judicial bodies, cen
tral banks, other state agencies and parliaments. The proposals approved for parliaments were 
ISAexecuted. Activities eligible for execution by a transition country included all recipient en
tities, with the exception of parliaments or when, on an exceptional basis, transition countries 
requested that specific projects or components of projects were executed by the ISAs. In the 
case where a project was executed by a recipient country, the latter would enter into a legal 
agreement with an ISA and abide by its policies and procedures [Ibid., p. 18]. 

The governance structure of the Fund received a high appraisal from Ecorys at the begin
ning of 2019, as 85% of donors, recipient countries and IFIs defined the governance structure 
of the Fund as effective or highly effective [Puetz et al., 2019, p. 56]. This applied also to SC 
activities, which provided a unique possibility for the western and nonwestern donors to com
municate with one another, and to the effectiveness of the CU and the role of the WB in the 
Fund’s activities. The evaluators did not find any evidence of conflict of interest despite the 
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fact that the number of projects executed by the World Bank as an ISA was disproportionately 
high (39% of all projects and 49% of total value). That was explained by the Bank’s verifiable 
competitive advantages and its rich experience in executing technical assistance projects [Puetz 
et al., 2019, p. 58].

But Ecorys noted that a “strategic ambiguity” had appeared because of lack of political 
involvement from the Deauville Partnership countries in the Fund’s activities. To a significant 
extent they only defined general parameters, the lists of eligible recipient countries and imple
menting support agencies, and a focus on technical assistance. But, for example, the proportion 
between supporting more inclusive and transparent forms of governance and economic reforms 
was not codified in the Fund’s documents [Ibid., p. 65]. Regardless of revolutionary changes in 
the region in 2014–15, the donor countries did not support the SC and the IFICP’s “proposal 
for revised strategic direction to better anticipate the emerging transition pathways in the differ
ent countries and to stimulate fundraising” [Ibid., p. 14]. 

The nonrevision of the strategy after political changes in transition countries ref lected 
the ambiguity of the Fund’s activities, which manifested itself also in the mobilization of funds 
and their distribution between donors, recipients, thematic and sectoral areas.

Specifics of Mobilization and Allocation of Funds

Normally the country chairing the G8/G7 would cochair the steering committee, although in 
2012 and 2014 the G8 format ceased to exist because of the events in Ukraine. As for recipient 
countries, the force majeure occurred in 2014 when Egypt had to continue its duties as cochair 
for a second year in a row because Libya could not perform this function, and Morocco was 
not ready to assume its responsibilities ahead of schedule. As a result, both conflictridden 
countries (Libya and Yemen) never assumed the role of cochair of the MENA TF steering 
committee (Table 3).

Table 3. MENA TF Steering Committee CoChairs, 2012–18

Year Co-Chair Representative  
From Donor Countries

Co-Chair Representative From 
Transition Countries

2012 (1st meeting) Canada Jordan

2013 United Kingdom Jordan

2014 Canada Egypt

2015 Germany Egypt

2016 Japan Morocco

2017 Italy Tunisia

2018 Canada Jordan

Source: Compiled by the authors based on MENA TF materials from 2012–18.

The cochairs representing the donor countries did not pay equal attention to the Fund, 
as illustrated by amounts of their contributions (Table 4). Every donor contributed at least $5 
million to become decisionmaking members.
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Table 4. Contributions to the MENA TF by Donor

No Donor Country Contribution, $ Millions 
in 2018

Share in total contributions, 
%

1 United Kingdom 51 21.0

2 United States 40 16.5

3 Saudi Arabia 25 10.3

4 Germany 23.4 9.6

5 Canada 19.8 8.2

6 Japan 16.3 6.7

7 France 15.3 6.3

8 Russian Federation 10 4.1

9 Kuwait 10 4.1

10 Denmark 6.3 2.6

11 Italy 5.4 2.2

12 Netherlands 5 2.1

13 Qatar 5 2.1

14 Turkey 5 2.1

15 UAE 5 2.1

  Total 242.4 100

  G8 members 181.2 74.7

  DAC members 182.5 75.3

  Non-DAC countries 60 24.7

Source: Compiled by the authors based on MENA TF materials, 2018.

Three quarters of all contributions to the Fund were from G8/G7 members. DAC and 
nonDAC donors provided funds in roughly the same proportion, which was much higher than 
the figure that measured a distribution of funds between these two groups of donors on a global 
scale. This difference is explained by a regional focus of the MENA TF and by the fact that 
all major nonwestern donors except China and India participated in it. The specifics of the 
distribution of funds can be understood more clearly if one looks at the list of top10 contribu
tors to all FIFs hosted by the World Bank (FY 2013–17) [World Bank, 2017, p. 172]. This list 
includes no nonwestern donors and several countries whose contributions to the MENA TF 
were largely symbolic – Sweden, Netherlands, Norway and Italy (Table 5).

A clear pattern can be observed: the donors paid greater attention to the Fund one year 
prior to, and during the year of, their tenure as chair in the G8/G7 and in the Deauville Part
nership, which meant extra responsibility for mobilizing the funds pledged earlier. 

As chair in 2012, the U. S. pledged $50 million to the Fund – more than any other country 
at the time. This trend was supported by the United Kingdom, which made the secondlargest 
pledge of 16 million pounds in 2012 on the eve of assuming the position as chair of the G8 
and pledged the same amount in 2013 after it formally assumed its responsibilities. Moreover, 
the United Kingdom put the success of the MENA TF at the heart of its tenure as chair of the 
Deauville Partnership [G8, 2013a], along with expansion of EBRD operations to the Southern 
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and Eastern Mediterranean (SEMED), support for improved access to capital markets, and 
promotion of trade and economic integration. Despite the fact that the Fund had just been 
launched, it was not mentioned either in a regular Comprehensive G8 Accountability Report 
[G8, 2013ab] or in the G8’s Lough Erne declaration [G8, 2013c].

Table 5. Top10 Contributors to the World Bank FIFs (FY 2013–17, Current Prices)

No Donor Country Total Contributions  
($ Billions)

Share in Total 
Contributions, %

1 United States 11.4 12.7

2 United Kingdom 6.3 7

3 Japan 2.9 3.2

4 Germany 2.8 3.1

5 France 2.3 2.6

6 Sweden 1.8 2

7 Canada 1.6 1.7

8 Netherlands 1.1 1.2

9 Norway 1.1 1.2

10 Italy 1.0 1.1

Total 89.7 35.8

Source: [World Bank, 2017, p. 172].

From January 2014, the chairs of the G8 (for the second time in history) and the Deauville 
Partnership passed to the Russian Federation. Moscow chose as its slogan “managing risks to 
achieve sustainable growth in a safer world.” Given that Russian authorities selected counter
terrorism and conflict management as priorities, they had every reason to focus specifically on 
the Deauville Partnership agenda and the MENA TF as key instruments. By that point, the 
Russian Federation had already pledged $10 million to the Fund [Government of the Russian 
Federation, 2012] and transferred the first tranche of $4 million in 2013 and the second in Feb
ruary 2014. Russia continued to participate in Deauville Partnership activities and to stress the 
importance of participation in the MENA TF despite the G7 countries’ decision of 3 March 
2014 to suspend their participation in the preparation of the scheduled G8 summit  in Sochi 
amid political crisis in Ukraine. But the Russian Federation promised to continue working in 
the MENA TF [ТАSS, 2014] and kept this promise. Despite the subsequent dissolution of the 
G8 format, Russian authorities provided the pledged amount to the Fund and clearly indicated 
both their interest in this mechanism and their intention to boost Russia’s reputation as a key 
partner of the MENA countries, ready to help them both bilaterally and multilaterally. Further
more, Russia became the only country that was not selected as the cochair for the MENA TF 
prior to the start of its tenure as G8 chair. Canada assumed these responsibilities according to 
the decision taken during the SC meeting in December 2013, long before the crisis in Ukraine 
had reached its culmination [MENA TF, 2013b]. No open source information could be found 
that sheds light on the reasons for such discrimination, but it is reasonable to assume that the 
Russian tenure as cochair in the MENA TF was blocked from the beginning by a number of 
western donors whose positions on key regional issues, primarily the war in Syria, were totally 
different from the Russian approach.
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Engaging new donors became a priority in 2014 for Canada and Egypt as cochairs of the 
Fund [MENA TF, 2014]. For example, the Canadian government tried to encourage other 
donors by contributing an additional CAD$5 million in the same manner as the British govern
ment had done in 2013. 

Compared to Canada, Germany paid much more attention to the Fund. It became the do
nor of the Fund in 2014 and pledged 9 million euros in December 2014 and 9.4 million euros in 
2015 after taking on the role of chair in the G7 and Deauville Partnership. Moreover, Germany 
successfully pushed a decision to extend the end of approval date by two years (until the end 
of 2017), tried to engage new countries in order to meet the initial target, and helped increase 
the quality of project implementation. It was while Germany was chair that the Fund was men
tioned not only in the final report on the G7 presidency [Federal Government of Germany, 
2015, p. 50] but also in the final leaders’ declaration, which stated: “We reconfirm our strong 
commitment to the people of the Middle East and Northern Africa (MENA). Given the cur
rent challenges in the region, we renew our commitment to the Deauville Partnership with Arab 
countries in transition… The Transition Fund remains an important instrument for supporting 
countryled reform. We endorse measures to further enhance the Fund’s effectiveness, future 
viability, and impact. We are committed to delivering on pledges made to date and welcome ad
ditional contributions to ensure the capitalization goal is met” [G7, 2015].

It is reasonable to suggest that the level of attention paid by Germany to the MENA TF 
and the Deauville Partnership, reinforced by its third contribution of 2 million euros in 2017, 
ref lected both imagebuilding concerns and an intention to take a responsible approach to key 
global challenges, characteristic of a country presiding in a large international format. Both the 
serious deterioration of the situation in the Middle East and the migration crisis, which affected 
Germany and induced it to activate its policies in the MENA region, might also have had an 
impact [Popova, 2019].

German activism is even more evident if compared to efforts by the countries chairing the 
G7 and the Deauville Partnership in 2016–17. Japan, located on the other side of the world 
from the MENA region, chaired the G7 after Germany and cochaired the steering committee 
of the Fund in 2016. As had its predecessors, Japan contributed an additional $4.3 million but 
did not mention the Fund either in the final report [G7, 2016] nor in the leaders’ declaration. 
Italy, a country with special concerns in the Southern Mediterranean, joined the list of MENA 
TF donors a year before it assumed the chairs of the G7 and the Deauville Partnership (follow
ing the German example) and contributed 5 million euros – just slightly above the minimum 
amount required to become a decisionmaking member. It also ensured the extension of the 
end of approval date by one extra year (until the end of 2018), which was mentioned specifically 
at the Deauville Partnership senior officials’ meeting in Rome in November 2017 [G7, , 2017]. 
However, the MENA TF was not mentioned in any document related to Italy’s tenure as chair 
of the G7. Finally, during Canada’s time as chair in 2018, the Fund was discussed in Deauville 
Partnership events, most likely because of its expiration [G7, 2018b], but it was not mentioned 
in other G7 documents [G7, 2018]. The dissimilarities in the attention paid to the Fund while 
chaired by different donor countries are depicted in Table 6.

Despite some local successes, the United Kingdom, Germany and Italy failed to change 
the situation with contributions to the Fund. Only two DAC members that did not take part in 
the establishment of the Fund in 2012 joined it later – Denmark (making its first and only con
tribution in 2013) and the Netherlands (making its first and only contribution in 2015, justified 
by a statement that “the Arab Spring is not dead” [MENA TF, 2015] and presumably a direct 
result of German pressure). As for nonwestern donors, only Turkey joined the Fund after its 
establishment (the first contribution was made in 2013, facilitated by the Islamic Development 
Bank [MENA TF, 2013a]). In February 2013, there were some attempts to involve Australia, 
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Malaysia, the European Union and Nordic countries in Rabat, but they did not bear any fruit. 
The United States suggested the addition of nongovernmental actors to the list of donors of 
the Fund, but this idea was not supported [Ibid.]. The Nordic countries’ reluctance to join the 
Fund might be explained by their participation in the MENA MDTF, although this was not a 
problem for Denmark, which contributed to both funds, while Norway took part in one of the 
SC meetings as an observer. Apparently, these countries’ distancing from the Fund had some
thing to do with the deterioration of the situation on the ground in the region.

Table 6.  References to the MENA TF in Documents of the Deauville Partnership Finance Ministers’ 
Meetings and G8/G7 Leaders’ Declarations and Final Reports, 2012–18

Year Chair of G8/G7/ 
Deauville Partnership

Deauville 
Partnership Finance 
Ministers’ Meeting

G8/G7 Final Report G8/G7 Leaders’ 
Declaration

2012 United States + – +

2013 United Kingdom + (April)

+ (October)

+ –

2014 Russian Federation/ Euro-
pean Union8 

–

2015 Germany + + +

2016 Japan + – –

2017 Italy + – –

2018 Canada + – –

Source: Compiled by the authors.

Nonetheless, the total number of MENA TF donors – 15 countries – is quite impressive 
for a fund with a strictly regional focus; this puts the MENA TF in 10th place, tied with the 
Special Climate Change Fund, on the list of the largest FIFs hosted by the World Bank [World 
Bank, 2019b, pp. 28–31]. The Fund is among the top 10 of the WB FIFs in terms of the number 
of participating ISAs, and its scale can be considered truly massive – this can be explained by 
the political significance of its agenda.

However, the Deauville Partnership’s members did not manage to fulfil all the obligations 
made in 2012. One reason was that the United States (which could have become the biggest 
donor of the Fund) refused in 2014 to deliver the pledged $50 million “due to the Transition 
Fund’s inability to reach full capitalization of $250 million for the overall fund” [MENA TF, 
2014, p. 5]. In the end, the U.S. did not transfer the pledged amount because of a change of 
administration in Washington [Puetz et al., 2019, p. 59]. Japan and France did not provide the 
pledged amount in full either.

All in all, an attempt to achieve the initial target ($250 million) for the MENA TF set 
during the Deauville Partnership meeting in 2016 did not change the situation. This volume 
remained unattainable as the final contributions amounted to $242.4 million [G7, 2016b].

An analysis of the dynamics of the contributions to the Fund shows a visible enthusiasm 
by donors in the early stages and a drastic slowdown in the following years, despite significant 
interest from recipient countries [G8, 2013, p. 25b]. Most funds were committed ($213.4 mil

8 Due to the suspension of the G8 format in March 2014. 
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lion) and disbursed ($177.7 million) by the end of 2014 [Puetz et al., 2019, p. 59]. Between 2015 
and 2018 the G7 members cochairing the Fund — Germany, Japan, Italy – contributed only 
$29 million, while the Netherlands contributed $5 million. 

The minutes of SC meetings indicate that this dynamic reflected a dramatic change in 
the regional situation. Recipient countries faced a larger number of challenges in their politi
cal transition than expected by the Deauville Partnership countries [Ibid., p. 11]. As a result, 
the level of readiness to implement significant reforms was very low, and prospects of political 
transition were very uncertain [Ibid., p. 30].

The changing regional situation could not but have an impact on the allocation of funds 
between the recipients and on the dynamics of financing selected projects. 

Starting from 2012, the SC of the MENA TF approved 90 projects, 17 of which were closed 
and 12 cancelled as of December 2018 [MENA TF, 2018, p. 5]. The “early birds” of the Arab 
Spring – Egypt and Tunisia – became the largest recipients of the MENA TF funds, account
ing for 25% of all approved disbursements, followed by Jordan and Morocco (Table 7). In this 
context the cochair played an important role. For example, in December 2012 in Amman the 
first approved project was “Reliable Quality Water for Jordan” in partnership with the EBRD.

At the same time, two countries affected by military conflicts – Yemen and Libya – ac
counted only for 15% of the allocated funds. The amount of financing depended on the stability 
of the political situation in a particular country: the largest projects were implemented in Jor
dan – one of the most stable transition countries – while the smallest amounts were disbursed 
to Yemen. The fact that Ecorys consultants had to evaluate the projects in Libya and Yemen 
remotely reveals that the situation in these countries did not favour the execution of the Fund’s 
projects at all [Puetz et al., 2019, p. 11].

Table 7. Disbursements of the MENA TF Funds by Recipient Country

No Recipient Country Funds 
Disbursed,  
$ Millions

Share  
in the Overall 

Volume, %

Number of 
Projects

Share  
in the Number  
of Projects, %

1 Egypt 52.8 24.5 18 20.0

2 Tunisia 50.6 23.5 21 23.3

3 Jordan 42.9 19.9 5 5.6

4 Morocco 39.8 18.5 16 17.8

5 Yemen 19.1 8.9 21 23.3

6 Libya 13.3 6.2 9 10.0

  Total 215.3 90

Source: [Puetz et al., 2019].

The cutbacks to MENA TF funding were accompanied by a reduction both in the number 
of approved projects – from 53 in 2012–14 to 37 in 2015–17 – and in the average project val
ue – from $3.2 million to $2.4 million [Ibid., p. 28]. Moreover, the steering committee “looked 
more critically at project choice, rationale and design,” and as a result, many of projects were 
rejected or only partially approved [Ibid., p. 28]. In the end, this likely ensured a sufficiently 
high effectiveness score – 41% of projects were rated as satisfactory, 51% as moderately satisfac
tory and only 8% were found moderately unsatisfactory [Ibid., p. 12]. The experts from Ecorys 
concluded that “the Fund has been able to contribute to the development of transition coun
tries through the provision of technical expertise and achieved catalytic effects” [Ibid., p. 11].
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Nonetheless, the distribution of projects between the main pillars demonstrated a clear 
imbalance in favour of economic governance, which became more visible in 2015–17 (Table 8).

Table 8. Distribution of the MENA TF Projects Between Four Main Pillars, %

Pillar The First Win-
dow(2012–14), %

The Second Window  
(2015–17), %

Overall, %

Economic Governance 28 59 41

Inclusive Development 28 22 26

Sustainable Growth 28 16 2

Competitiveness and Integration 15 3 10

Source: [Puetz et al., 2019].
 
The dynamics of the Fund’s projects by sector is even more representative (Table 9).

Table 9. Distribution of the MENA TF Funds by Sector, % of a Total Number of Projects

Sector The First Window 
(2012–14)

The Second Window 
(2015–17)

Overall  
(2012–17)

Governance 26 46 34

MSMEs/SMEs 21 5 14

Trade and Infrastructure 15 8 12

Social Safety Nets and Subsidy 
Reform

9 3 7

Investment and Business 9 14 11

Employment 9 14 11

Banking and Finance 9 11 10

Source: [Puetz et al., 2019, Annexes].

Finally, it is also important to display the dynamics of distribution of the projects between 
different subsectors within the governance sector (Table 10).

Table 10.  Distribution of the MENA TF Funds Allocated to the Governance Sector by Subsectors,  
% of a Total Number of Projects

Subsector The First Window 
(2012–14)

The Second Window 
(2015–17)

Overall  
(2012–17)

Parliamentary Reforms 7 29 19

Fighting Against Corruption 14 24 19

Municipal Reforms 7 12 10

Investment Policy and Busi
ness Environment

0 18 10

Infrastructure 14 6 10
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Subsector The First Window 
(2012–14)

The Second Window 
(2015–17)

Overall  
(2012–17)

Banking and Finance (Includ
ing Microcredits) 

21 0 10

Leadership 14 0 6

Judiciary Reform 14 0 6

Trade and Transport 0 6 3

Social Safety Nets and Subsidy 
Reform

0 6 3

Corporate Social Responsibil
ity

7 0 3

Source: [Puetz et al., 2019, Annexes].

Table 10 conclusively shows that, in the context of a slowdown in the political transition 
of most countries, the focus of the Fund shifted from economic governance to more politicized 
sectors such as parliamentary and municipal reforms and fighting corruption. This fact contra
dicted the initial plans of the MENA TF architects who considered economic governance to be 
a central theme and assessed the risk of the Bank exceeding its mandate on that basis. But in 
reality, politicization of the Fund occurred – a logical outcome given the political nature of the 
Deauville Partnership.

Conclusions and Recommendations

Hypothetically, the World Bank’s FIFs represent a convenient mechanism for supporting coun
tries experiencing a state of fragility for all parties involved. Donors get an opportunity to co
ordinate their efforts, to reduce transaction costs, to delegate risks to a trustee and to report the 
allocated funds as “bilateral aid” (in accordance with OECD reporting guidelines). The coun
tries experiencing a state of fragility, and in most cases struggling to obtain adequate amounts 
of financing from the IDA/IBRD budgets, receive additional grant financing – often in the 
form of muchneeded technical assistance. The World Bank, for its part, confirms its status as 
a core institution of global governance, receives additional funds, and gets an opportunity to 
perform the role of ISA. However, everything depends on political context, and the example 
of the MENA TF – the first fullscale, regional World Bank FIF focused on aiding countries 
experiencing fragility – conclusively proves it.

On the one hand, the MENA TF did not differ much from other funds of the same type. 
For example, the establishing process involved all of the standard procedures, from an external 
request by the Deauville Partnership members to its approval by the board of directors of the 
World Bank in full compliance with internal policies and regulations. The general parameters 
of the governance arrangement were also quite standard.

On the other hand, the operations of the MENA TF were strongly affected by challenges 
uncommon to the majority of FIFs, which normally focus on more politically neutral sectors 
such as health, food security and climate change. These challenges stemmed from the pre
dominance of political and strategic factors over a developmentalist logic both in the donors’ 
operations and in their cooperation with the Bank and, above all else, from the situation in the 
recipient countries.

On the donors’ side, the Deauville Partnership agreements clearly prevailed over opera
tional decisions related to the Fund’s activities (this was especially evident in comparison with 
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the MENA MDTF, in which the World Bank played a leading role and had significantly greater 
freedom of manoeuvre that allowed it to adapt more easily to changing realities). This is ex
plained apparently by both the structure of the Partnership and by the type of the Fund. The 
Deauville Partnership initially represented a conglomerate of actors that had not interacted as 
donors in such a format before. The interests of the key players diverged considerably after the 
establishment of the Fund because of the regional politics as well as factors outside the Arab 
world (a perfect example is the suspension of the G8 format as a result of the Ukrainian crisis). 
It comes as no surprise that a revision of strategic priorities in such a situation proved to be 
much more difficult than in the case of the MENA MDTF, which was executed by the Bank 
and was established by a group of likeminded donors. 

The recipient countries experienced drastic changes during the time the Fund was opera
tional. This curbed the initial enthusiasm of many donors and disrupted their plans to engage 
more countries or reach the initial target for contributions. In fact, interest in the Fund was 
maintained only by the countries chairing the G7 and the Deauville Partnership in a given year.

Changes in the situation “on the ground” resulted in the redistribution of funds between 
recipients and sectors, which led to the politicization of the MENA TF. Of course, this does 
not mean that the Fund’s activities were doomed to fail – on the contrary, the catalytic effect of 
supported activities can be evaluated positively. However, it is a safe bet to argue that the risks 
which materialized in the MENA TF operations could occur in other FIFs focused on fragile 
states and situations. Thus, an increase of the IDA funds allocated to this group of recipients is 
very welcome.

That said, to achieve the sustainable development goals and implement the ideas incor
porated in the World Bank Group Strategy for Fragility, Conflict and Violence (FCV) [World 
Bank Group, 2019] the key stakeholders should work at least in two directions.

First, they should thoroughly study the past experiences and pay greater attention to com
paring the efficiency and performance levels of different FIFs depending on the procedure of 
their establishment, governance structure, specifics of mobilization and allocation of funds.

Second, they should pay more attention to assessing political risks when launching new 
FIFs susceptible to possible negative developments not only within recipient countries but also 
in the international arena and in relations between donor countries.

This second aspect becomes even more important in the context of certain negative trends 
that have emerged over the past several years. There is a serious risk that the largest global do
nor – the United States – is losing interest in channelling funds through multilateral organiza
tions. Instead, the U.S. has been using unilateral restrictive measures (including extraterritorial 
ones) extensively toward both recipient and developing donor countries such as the Russian 
Federation, China and Iran.

In these conditions, it is highly important for the World Bank as a core institution of global 
governance to maintain interest in establishing new financial intermediary funds with as wide 
a spectrum of participants as possible (regardless of U.S. involvement). Only if the prepara
tory work for the establishment of such mechanisms includes a serious risk assessment and 
riskmitigation measures will these FIFs will be financially stable and able to effectively play a 
role in channelling aid to developing countries in general and to politically unstable regions in 
particular.
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Abstract
The advent of the new coronavirus hinders the fragile welfare of migrant workers. Those economic sectors with a large 
migrant workforce appear to be those hit hardest during the lockdown, resulting in surge in migrant unemployment 
and a plunge in the volume of remittances. This has become yet another factor putting pressure on the gross domestic 
product (GDP) growth, balance of payments, and budgets of countries that are net remittance recipients, while also 
triggering rising poverty levels. 

This paper evaluates the impact of the current pandemic (and respective economic downturn) on remittance 
inflows to recipient countries and tackles the potential contribution that international financial institutions could 
make to alleviate the adverse economic aftermath. In Central Asia and Southern Caucuses (except Azerbaijan) 
emergency financing granted by the International Monetary Fund (IMF) and the World Bank covers 9–20% of the 
overall size of the annual remittances received. This financial support could be rendered insufficient due to the sharp 
decrease in the volume of remittances, decline in tourism revenue, and weakening economic activity, while the poor 
quality of state institutions may hinder the efficient distribution of accumulated resources. 

In Europe, the IMF and the World Bank provided approximately $7.7 billion in financing to low- and middle-
income countries for such purposes as economic stabilization, support for population welfare, and financing of 
internal/external deficit, of which $5 billion is represented by the new Ukraine-IMF Stand-By Agreement. With the 
exception of Ukraine, Macedonia, and Bulgaria (the latter having received no loans/grants so far), the cover index 
for European remittance-recipients stands within a range of 2–18% over 2019 remittance inflows.

Therefore, it is most feasible that the current 2020 GDP growth forecasts made by the IMF, the World Bank, 
and local governments are inaccurate in the light of the insufficient financial support provided by international 
financial organizations. Additional pressure on the GDP figures might stem from further extension and/or toughening 
of the lockdown period, as well as from uncertainty regarding the revival of regular business activity and the timeline 
for resuming migrant remittances.

Key words: migration; remittances; macroeconomics; coronavirus; foreign aid; EAEU; Uzbekistan; Europe

For citation: Bondarenko K. (2020) The Impact of the COVID19 Pandemic: The Case of Remittance 
Recipient Countries. International Organisations Research Journal, vol. 15, no 3, pp. 109–128 (in English). 
DOI: 10.17323/1996784520200304

Introduction

The spread of the new coronavirus infection led to a global recession in 2020 [Grigoryev, Pav
lyushina, Muzychenko, 2020]. Significant discrepancies in the data coming from different 

1 The author would like to thank Dr. Leonid Grigoryev, Dr. Marina Larionova, Dr. Maksim Rudakov 
and the editors of “International Organisations Research Journal” for their comments, advice and support.
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countries regarding the COVID19 contamination statistics call into question data quality, thus 
making it possible that the actual spread of the disease is much broader [Duarte et al., 2020]. In 
May 2020, certain countries decided to ease lockdown measures. However, some countries and 
a number of U.S. states appear to have withdrawn measures too fast, leading to new outbreaks 
in June and July. It is therefore too early to make predictions regarding the passing of the peak 
of the pandemic.

There is a significant level of uncertainty regarding the impact of COVID19 on economic 
activity [Barro, Ursúa, Weng, 2020] since preliminary indications show that the global gross 
domestic product (GDP) may lose $2–4.1 trillion [Abiad et al., 2020; ADB, 2020a]. How
ever, the actual figures may be well above this level. International financial institutions (the 
International Monetary Fund (IMF), the World Bank) and other international organizations 
and funds [Vinokurov, Levenkov, Vasiliev, 2020] including the Eurasian Development Bank 
(EDB), the Asian Development Bank (ADB), the European Bank for Reconstruction and De
velopment (EBRD) and others allocate financial support to low and middleincome coun
tries. Nevertheless, this support can only curb an economic downturn temporarily. The closing 
of international borders and business lockdowns led to a deterioration of global supply chains 
and a decrease in global manufacturing and demand resulting in plummeting requirements for 
migrant labour [AdamsPrassl et al., 2020]. Rising unemployment is the most obvious global 
sign of this process [CCSA, 2020], accompanied by decline in real income [Kartseva, Kuznet
sova, 2020]. 

Labour migrants turned out to be the most vulnerable strata [Cohen, 2020], as their po
tential losses during recession are generally much higher compared with those of the endemic 
populations [Varshaver, 2020]. The current crisis may have a much more significant adverse im
pact on labour migrants (compared with 2008–09) given that the affected industries have high 
concentrations of migrant workers: tourism (accommodation business and ancillary services), 
public catering, wholesale and retail, transportation and logistics, construction and manufac
turing, as well as agriculture [Kartseva, Kuznetsova, 2020; UN, 2020]. Research conducted by 
the KNOMAD and the International Labour Organization (ILO) [2016] regarding the Russian 
market showed that at least 27% of migrants work in construction, 18% in retail and 7% in pub
lic catering. For highly qualified migrants the subdivisions are as follows: 35.4% in wholesale 
and retail, 12.4% in construction, 10.3% in municipal services, 7.4% in accommodation and 
hospitality and 7.8% in transportation, logistics and communication [Mukomel, 2020].

After the closing of borders and bans on international transportation [IOM, 2020] only 
a fraction of labour migrants moved to their home countries  – in most cases, when the la
bour exporting and importing countries had either a common border (Uzbekistan/Kazakhstan, 
Ukraine/Poland, Venezuela/Colombia [MMC, 2020]) or tailored charter f lights arranged with 
state support that allowed direct evacuation of migrants from the recipient country. Most labour 
migrants remained in the recipient country rather than be exposed to rising unemployment at 
home, while those who struggled to return (due to loss of job) were physically unable to do so.2 

The sharp decline in migrant f lows and bounding unemployment resulted in significant 
decrease in remittances starting from March 2020 (considering data available from the balance 
of payments and comments provided by the central banks of the labour exporting3 and labour 
importing4 countries). The World Bank preliminarily forecasts the decline in 2020 remittances 
to reach 19.9% yearoveryear (YoY) from the record of $714 billion in 2019 to $572 billion in 

2 Migrants waited months for f lights to return home. See A. Sokolov [2020].
3 For example, Ukraine and Uzbekistan.
4 For example, Russia.
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2020 (Table 1) which would have a negative impact on the macroeconomic performance of the 
recipient countries [Chepel, Bondarenko, 2015]. 

Countries with low and middle incomes may experience up to a 19.7% YoY decline in 
the volume of remittances, with the deepest decline forecasted for the European and Central 
Asian countries (27.5% YoY). These figures, however, may be subject to reconsideration due 
to uncertainty regarding the quantitative evaluation of COVID19’s impact on the economic 
recession. Among the key reasons for this are the cancellation of the tourist season in Europe, 
a much sharper decline in the economic activity in the European Union (EU) (which is critical 
for Ukraine and Moldova), an extension of the lockdown in Russia until the end of June (for 
Eurasian Economic Union (EAEU) countries [Grigoryev, Brilliantova, Pavlyushina, 2018], 
Uzbekistan and Tajikistan), as well as the reintroduction of lockdown measures in a number 
of countries in the region, including Kazakhstan (a net importer of migrants) and Uzbekistan 
(a net exporter of migrants).

Table 1. Subdivision of Remittances ($ Billions), 2009–21

Region 2009 2016 2017 2018 2019e 2020f 2021f

World, % YoY –5.1 –0.9 7.7% 8.0% 2.8% –19.9% 5.2%

World 437 597 643 694 714 572 602

Low and middleincome countries, 
including:

307 446 487 531 554 445 470

East Asia and Pacific 80 128 134 143 147 128 138

Europe and Central Asia* 36 46 55 61 65 47 49

Latin America and the Caribbean 55 73 81 89 96 77 82

MENA 33 51 57 58 59 47 48

Southern Asia 75 111 118 132 140 109 115

SubSaharan Africa 29 39 42 48 48 37 38

Notes. 2019e – estimate; 2020f, 2021f – forecast 

* World bank classification (2020) treats the following 21 countries as “low and middleincome”: 
Azerbaijan, Albania, Armenia, Belarus, Bulgaria, Bosnia and Herzegovina, Georgia, Kazakhstan, 
Kosovo, Kyrgystan, Macedonia, Moldova, Russia, Romania, Serbia, Turkey, Tadjikistan, Turkmenistan, 
Uzbekistan, Ukraine, Montenegro. 

Source: [World Bank, 2020a]. 

Turkmenistan is excluded from further analysis due to the absence of valid statistics re
garding the size of remittances and migration. Seventeen out of the remaining 20 countries are 
net remittance recipients, while only three are net senders (Fig. 1). 

The latter are: Turkey, an unprecedented case of transformation from net recipient into 
net sender in 2017; Kazakhstan, the only net sender of remittances in Central Asia; and Rus
sia, which acts as the key sender of remittances for Central Asian and Caucasian countries 
while ranking second as a remittance recipient among its low and middleincome peers (after 
Ukraine).
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Fig. 1. Senders and Recipients of Remittances, 2018

Note. *Bosnia and Herzegovina.

Source: [World Bank, 2020i].

It is evident that it will be only through direct support from international organizations 
(such as the World Bank, the IMF, the EBRD, the ADB and others) on top of the efforts of 
local governments that Central Asian and European countries can stem the negative effect from 
COVID19.5 

COVID-19 Pandemic and Recession in Russia

The bilateral remittance matrix [World Bank, 2019c] indicates that the overall volume of remit
tances sent to Armenia, Azerbaijan, Georgia, Kyrgyzstan, Tajikistan and Uzbekistan totalled 
$21.8 billion in 2018.

The COVID19 pandemic had a negative impact on both the internal and external sectors 
of the Russian economy, and by March 2020, producers’ economic activity had already started 
to weaken: for example, industrial production grew [Federal State Statistics Service of Russia, 
2020] only by 0.3% YoY in March 2020, while construction growth was capped by a negligible 
0.1% YoY. 

The lockdown introduced in Q2 2020 saw a decrease in the level of retail sales (–16.6% 
YoY) and industrial production (–8.5% YoY). Many migrants, previously employed in the re
tail, servicing, and some construction companies lost their jobs,6 while declines in disposable 
household income (by 0.2% YoY in the first quarter of 2020 and by 8.0% YoY in the second 

5 This study focuses on financial support from international organizations (the World Bank, the IMF, 
etc.) that aims to mitigate the consequences of the pandemic. Their other projects (e.g. in the field of agriculture 
and/or education) are not included in the research.

6 As per the Ministry of Internal Affairs, 33% of labour migrants work in retail and wholesale trade, 16% 
in the construction sector, 14% in transport, logistics and communications, and 15% in the accommodation 
and hospitality sphere. No data is available for the remaining numbers of migrants. 
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quarter) had a negative impact on the wellbeing of CIS+ national diasporas. The Bank of Rus
sia [2020] shows that the average size of a single crossborder remittance dropped from $413 (in 
Q2 2019) to $230 (in Q2 2020) that was aggravated by the devaluation of the Russian rouble in 
March 2020.

All of the above factors pushed the average annualized remittance size further down in 
Q2 2020 by 28.0% YoY in roubles and 35.7% YoY in dollars. Since many seasonally employed 
migrants this year are unable to work due to the extension of quarantine measures, further de
terioration by the end of 2020 is expected.

Central Asia

The size of remittances received by Kyrgyzstan (a member of the EAEU), Tajikistan and Uz
bekistan in 2019 totalled $8.9 billion (of which Russia, as sender, accounted for roughly $7 bil
lion). These Central Asian countries are characterized by relatively high economic growth rates; 
even during the period of the 2008–09 crisis GDP dynamics remained positive, largely due to 
the high influx of external remittances [O’Hara, Ivlevs, Gentile, 2009], which were the corner
stone of domestic consumption [Brownbridge, Canagarajah, 2010]. It is notable that during 
the 2009 crisis remittances decreased by 29% in annualized dollar terms, while during the 2015 
economic downturn in Russia it plummeted by 38% (Fig. 2). 
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Fig. 2.  Economic Growth (%, YoY) and the Size of Remittances (as % of GDP) Received  
by the Central Asian Countries

Source: [IMF, 2020a]. 

The situation is much different during the current COVID19 crisis: in combination, the 
massive lockdown, decrease in exports, economic recession, devaluation of the Russian rouble 
and massive unemployment among the migrant community may cause the overall remittance 
of migrants toward Kyrgyzstan, Uzbekistan and Tajikistan to drop 50% in 2020. The latter trend 
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might become a hefty factor (and much more important than initially assumed) with a negative 
impact on GDP dynamics and balance of payments in the Central Asian countries, resulting in 
rising poverty levels. 

Uzbekistan ranks first in the Сentral Asian region in terms of the absolute volumes of 
remittances received, with $4.2 billion in 2019 (7.5% of GDP), although this estimation may be 
conservative due to the poor quality of statistical data in the country [IMF, 2018]. For example, 
the Bank of Russia and the Central Bank of Kazakhstan report that the total size of private 
transfers from these two countries to Uzbekistan reached $4.5 billion (in nominal terms) in 
2019, thus testifying to the fact that the actual share of remittances in Uzbekistan’s GDP might 
end up being 10–15%,7 almost twice as much as officially stated. The growing volume of remit
tances was one of the key drivers for poverty reduction: in 2013, remittances to Uzbekistan rep
resented 7% of household income in the lower 40% of the income distribution strata and up to 
12% in the upper 60% [World Bank, 2019b], while in 2019 even the official data showed that the 
share of external remittances from labour migrants had climbed to 15% of household income 
[Ministry of Economic Development and Poverty Reduction of the Republic of Uzbekistan, 
2019; State Committee of the Republic of Uzbekistan on Statistics, n. d.]. 

The Central Bank of Uzbekistan [2020b] reported that the size of remittances decreased by 
only 6% YoY in January – June 2020 (including a 11.3% YoY drop in Q2 2020). The regulator 
expects the volume of remittances to fall by 30–5% as of 2020 yearend [CBU, 2020]. How
ever, this estimate may appear underrated due to the prolonged lockdown in Russia and the 
reintroduction of lockdown measures in Uzbekistan [Reuters, 2020] (including the closing of 
borders and mandatory isolation periods for all inbound passengers/visitors) which could lead 
to a sharper decrease in household consumption levels (middleclass in particular) and a rise 
of poverty. 

The IMF provided a $375 million8 soft loan to Uzbekistan, while the World Bank granted 
$38 million to strengthen the national healthcare system, an additional $57 million as target 
financing to support poor and most financially vulnerable parts of society suffering from the 
COVID19 outbreak [World Bank, 2020d], and approved a $200 million loan to mitigate the 
aftermath of the lockdown measures [World Bank, n. d.]. The Asian Development Bank (ABD) 
in its turn provided Uzbekistan with a grant [ADB, 2020b] to purchase medical equipment as 
well as reallocated $19.5 million out of the existing credit line for purchasing 800 artificial lung 
ventilation machines. 

Uzbekistan plans to borrow up to $3.1 billion (5.6% of GDP) to mitigate the consequences 
of the lockdown and to improve the national healthcare system [President of the Republic of 
Uzbekistan, 2020]. Nevertheless, the provided financing would be unlikely to lead to dramatic 
improvement of the current challenges faced by Uzbekistan due to its weak internal economic 
activity and the targeted nature of the external help. Thus, the IMF’s9 forecast for a 1.8% de
crease in Uzbekistan’s GDP might turn out to be overly optimistic.

Official figures indicate that the overall volume of remittances to Kyrgyzstan in 2019 
reached $2.4 billion, representing 28.9% of GDP [World Bank, 2019a]. The Central Bank of 
Kyrgyzstan [NBKR, 2020] reported that the size of remittances had dwindled by more than 
26% YoY in January – May 2020; that, accompanied by the decrease in proceeds from tourism, 

7 According to B. Tursunov, the head of the Agency for External Labor Migration at the Ministry of 
Employment and Labor Relations of Uzbekistan [Gazeta, 2019]. See also G. Turrisi [2020].

8 Hereinafter, unless otherwise stated, IMF [2020b].
9 Hereinafter, we use the IMF forecasts from World Economic Outlook in April, since the updated version 

in June did not include most of the countries under our research. IMF Regional Economic Outlook Update: 
Middle East and Central Asia (June) forecasts are aggregated (i.e., for oil and gas exporting countries in Central 
Asia). 
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may not only boost poverty levels but could also lead to widening the already quite large deficit 
of the balance of payments.

The country’s budget would also be deficitridden in 2020, being partially covered by a 
$40 million IMF tranche, the latter having provided two grants to Kyrgyzstan in March and 
May in the amount of $120.9 million and $121.1 million respectively. Backed by the Paris Club 
and G20, the country’s government requested a temporary moratorium on debt servicing with 
the intention to utilize freedup funds to finance the national healthcare system and mitigate 
consequences of COVID19. The World Bank [2020e] provided Kyrgyzstan with $12.15 mil
lion and an additional $9 million to mitigate the aftermath of the pandemic. The ADB will 
allocate a tranche of $120 million [ADB, 2020c] within the “Central Asia Regional Economic 
Cooperation” programme (CAREC), with 50% of the tranche being unrequited. Considering 
additional grants received from the EU, the German Society for International Cooperation 
(GIZ) and other donors, the size of financial support would reach $1 billion or 12% of GDP; 
that would be instrumental in stemming the size of the upcoming recession but will not prevent 
it from happening.

The volume of remittances directed to Tajikistan in 2019 reached $2.3 billion (or 28.7% of 
GDP), although the actual size might be much greater. In 2014–16, the volume of remittances 
from Russia plummeted from almost 44% of GDP in 2013 to 27% of GDP in 2016 due to reces
sion in Russia, and that became one of the key factors for the slowdown of Tajikistan economy. 
Nevertheless, for the last three years Tajikistan has seen rising economic growth figures driven 
by growing internal consumption supported by rising remittances and accelerated state spend
ing and investments [World Bank, 2019a]. 

A study conducted by the Scientific Research Institute of the National Bank of Tajikistan 
[Bakozoda, 2019] showed that as much as 70% of the population in the country has to rely on 
remittances from migrants. Hence the reduction of these remittances in 2020 will have a nega
tive impact on consumption levels and would most likely lead to an economic slowdown, a rise 
in poverty and, finally, might even become a factor of social and economic turmoil. 

The local government attempts to support disadvantaged groups by allocating additional 
budget funding, covered by the $189.5 million IMF credit line. Considering grants provided 
by the World Bank and the ABD, the total financial relief can be estimated at 2–3% of GDP.

Table 2.  COVID19 Emergency Financing by the IMF and the World Bank and Personal Remittances 
Received in Central Asia, $ Millions*

Country Total Financing, 2020 Remittances, 2019 Cover Ratio, %**

IMF World Bank

Uzbekistan 375 295 4 150 16.1

Kyrgyzstan 242 21 2 410 10.9

Tajikistan 190 11 2 298 8.7

Notes. * As of 31 July 2020, ** The cover ratio is the ratio between the volume of grants provided and 
the level of remittances, %.

Source: [IMF, 2020b; World Bank, 2020с; author’s estimates]. 

Grants provided by the IMF and the World Bank to the Central Asian countries covered 
9–16% of the overall size of remittances (Table 2), which might prove insufficient considering 
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the anticipated decline (by 30–50%) in the size of remittances in 2020.10 The second important 
issue is the inefficiency of the rule of law in Uzbekistan, Kyrgyzstan and Tajikistan that may 
result in the ineffective allocation of the granted financial resources.

Southern Caucasus 

Two out of three Transcaucasian countries – Georgia and Armenia – heavily depend on exter
nal remittances: for example, the share of remittances to GDP in 2019 was above 11% in both 
cases. 

The total volume of remittances sent to Georgia in 2019 reached $2.3 billion, while remit
tances to Georgian households fell by 5% YoY in January – June 2020 [NBG, 2020]. Though 
there was a rise in the volume of remittances in January – February 2020 vs January – February 
2019, their size dropped by 20% YoY in March – May. June saw another rebound with lock
down easing in developed countries (i.e. Italy, Greece, Germany and the U.S.) and an influx of 
“postponed” remittances that partially compensated for the drop in the spring. Nevertheless, 
the total volume of remittances from Russia continued sliding throughout 2020, aggravated 
by the recession. This accounts for the broadened geography of labour migration and a higher 
“diversification of origin” for remittances. Georgia has recently faced rising volumes of remit
tances from the EU (Italy and Greece) and the U.S., although Russia still ranks first as an 
immigration destination and source of international transfers (more than 32% as of June 2020) 
[Grigoryev et al., 2019]. The pandemic has had a negative impact on the key revenue compo
nents of Georgian GDP (export, largely agricultural, tourism and investments). However, the 
Georgian economy is distinguished from its neighbours due to the much higher importance of 
tourism: the slide in tourist revenue since July 2019 resulted in a monthly loss of $622 million 
(or 3% of GDP) [Ibid.], and the adverse effects of the current crisis will most likely worsen the 
situation. 

The IMF and the World Bank [2020f] provided Georgia with $375.6 million and 80 mil
lion euros, respectively, as financial aid to finance the current budget deficit. In addition, Geor
gia also received 150 million euros under the EU’s Eastern Partnership programme. Though 
the Georgian government expects to receive $1.5 billion (or 7.5% of GDP) in financial support 
from international organizations, these volumes might prove insufficient to prevent a recession, 
so the actual 2020 GDP drop may turn out to be higher than the 4% hurdle envisaged by the 
IMF.

The Armenian GDP is likely to drop by 1–2% YoY in 2020. The COVID19 pandemic 
had a negative impact on the construction and tourism sectors, as well as industrial manufac
turing (some of the segments were put to a halt). These issues, accompanied by the inability of 
labour migrants to reach destination countries, might lead to a surge in unemployment (which 
already is quite significant). The number of unemployed may surge by 40,000 people, with the 
unemployment rate accelerating from 17.7% to 19% [Arka News Agency, 2020]. However, con
sidering the fact that more than 200,000 Armenians used to travel to Russia as seasonal workers 
in the past years [Manasserian, 2019], the actual rise in unemployment might be much higher.

To neutralize the adverse effects of the pandemic, the IMF expanded the StandbyAr
rangement loan agreement signed in 2019 for Armenia by another $175 million, while the World 
Bank allocated $3 million [World Bank, 2020g]. 

The economy of Azerbaijan does not depend on remittances (the latter constituting roughly 
1.9% of the country’s GDP). However, per the IMF forecast, the Azerbaijani GDP might drop 

10 At the same time, some countries (see above) receive funding from other international organizations; 
however, most of these grants were at the discussion stage as of 31 July.
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to 2.2% YoY amid declining export revenues (triggered by low oil prices), falling tourism rev
enues and low investment growth. The above estimation did not take into account the OPEC+ 
deal under which Azerbaijan would need to cut its oil production by 23% in May – June and 
by 18% going forward until the 2020 yearend. A much sharper GDP drop might occur amid 
high dependence of the Azerbaijani economy on the oil and gas sector, which accounts for 7% 
of GDP and 86% of exports. 

Nevertheless, Azerbaijan remains the only country in the region that did not turn to the 
international organizations for financial support (Table 3).

Table 3.  COVID19 Emergency Financing by the IMF and the World Bank and Personal Remittances 
Received in the South Caucasus, $ Millions*

Country Total Financing, 2020 Remittances, 2019 Cover Ratio, %

IMF World Bank

Georgia 376 80 2 258 20.2

Armenia 175 3 1 528 11.6

Azerbaijan – – 1 077 –

Note. * As of 31 July 2020.

Source: [IMF, 2020b; World Bank, 2020с; author’s estimates]. 

The cover ratio for the IMF and the World bank (without taking into account grants pro
vided by other international financial organizations11) stands at more than 20% for Georgia and 
almost 12% for Armenia. To finance budget spending (roughly 4.3% of GDP) Azerbaijan uses 
its own financial reserves, which remain high (the State Oil Fund’s assets and Central Bank 
reserves stood in total at 100% of GDP as of 1 July 2020), notwithstanding the necessity to sup
port the national currency. 

Eastern and South-Eastern Europe

The 11 European countries12 of the current sampling accounted for 61% of the total volume of 
remittances received in 2019 ($39.4 billion, of which $29.5 billion goes to Ukraine, Romania, 
Serbia and Bulgaria). 

Ukraine has ranked first as the receiver of remittances in nominal terms for the last five 
years, with $15.8 billion in transfers in 2019 alone [World Bank, 2020].13 The continuous growth 
in the number of labour migrants leaving Ukraine results in the rising importance of remit
tances to the national economy: the share of transfers more than doubled from 5.5% in 2014 to 
11.3% in 2019 (Fig. 3).

Following the COVID19 lockdown this year at least 10% of labour migrants have already 
returned to Ukraine; that immediately led to decreasing annualized volumes of remittances. With 

11 Taking into account the planned volume of external borrowings this year, this ratio in Georgia exceeds 
66%.

12 European countries include: Albania, Belarus, Bosnia and Herzegovina, Bulgaria, Kosovo, Moldova, 
Montenegro, North Macedonia, Romania, Serbia and Ukraine.

13 According to the Central Bank of Ukraine, the volume of cash transfers amounted to $12.0 billion in 
2019. The differences in estimates are due to variations in methodology.
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the lockdown in Russia (a key importer of Ukrainian labour migrants14), the U.S. and the EU, the 
nonfeasibility of seasonal migration, and anticipation of slow recovery of demand for labour due 
to the Ushaped or even Ljshaped [Grigoryev, Pavlyushina, Muzychenko, 2020] nature of the 
recession, the volume of remittances slumped by 9.5% YoY in January – June 2020, with figures 
not turning positive before the yearend. As a result, the global pandemic may cause remittances 
to decrease by $2–3 billion in 2020; that would cost the Ukrainian economy at least 2% of GDP. 
Consumption accounts for roughly 70% of the Ukrainian GDP so the lockdown measures and 
drop in transfers may lead to a GDP slump of higher than 7.7%, which is the current IMF forecast.
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Fig. 3. Remittance Inflows in Ukraine, 2000–20 

Source: [World Bank, 2020i; author’s estimates].

The national economy of Moldova is destined to take a significant blow from the pan
demic notwithstanding the fact that the share of remittances has dropped by 50% during the last 
14 years (from 34% in 2006 to 15.9% in 2019). Moldova’s internal consumption and economic 
growth still heavily depend on remittances [Ito, 2017]. Kosovo might experience a similar situ
ation: the share of remittances to GDP there was 15.2% in 2019.

Three other European countries (Romania, Bulgaria and Belarus) account for $11 billion 
worth of remittances; however their dependence on the latter remains low as they represent only 
2–3% of GDP. The EU countries and the U.S. represent the largest senders of remittances to 
Romania and Bulgaria, with Russia being the key source of transfers for Belarus. Thus, the de
cline in remittances would not play a significant role in their economic development, unlike in 
Ukraine, Moldova and Kosovo. The downturn in Romania, Bulgaria and Belarus would largely 
be triggered by internal factors, such as a drop in consumption (which is acute even in Belarus, 
although the government decided to avoid lockdown measures) and a decrease in investments.

The Balkan countries (Montenegro, Serbia, Albania, Kosovo, Macedonia, and Bosnia 
and Herzegovina) are characterized by the crucial role that remittances play not only in GDP 
growth, but also in balance of payments (Fig. 4).

In 2019 Montenegro ranked first among the countries with a low or mediumdevelop
ment level in terms of the share of remittance in GDP at 26.4% ($1.4 billion). The volume of 
transfers exceeded its 2018 numbers by 2.3 times, which is (most likely) due to methodological 
adjustments introduced after the IMF completed its 2019 Article IV consultation with Monte

14 According to the bilateral remittance matrix [World Bank, 2019c].
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negro and advised a revision of the methodology for recording data on remittances given high 
levels of cash inflows [IMF, 2019]. 

While Montenegro has largely overcome data quality issues, Macedonia still has much to 
do in this field. Official data shows that the level of remittances in 2019 reached 2.5% of GDP. 
However, the actual figure would reach as high as 13.6% should one adjust the official data with 
private transfers received by the citizens from unofficial sources [World Bank, 2020b].

–50
–40
–30
–20
–10

0
10
20
30

%
 G

D
P Albania

–50
–40
–30
–20
–10

0
10
20
30

%
 G

D
P Kosovo

–50
–40
–30
–20
–10

0
10
20
30

%
 G

D
P Montenegro

–50
–40
–30
–20
–10

0
10
20
30

%
 G

D
P Serbia

Current Account Balance, % GDP                                       Personal Remittances, % GDP

20
07

20
08

20
09

20
10

20
11

20
12

20
13

20
14

20
15

20
16

20
17

20
18

20
19

20
07

20
08

20
09

20
10

20
11

20
12

20
13

20
14

20
15

20
16

20
17

20
18

20
19

20
07

20
08

20
09

20
10

20
11

20
12

20
13

20
14

20
15

20
16

20
17

20
18

20
19

20
07

20
08

20
09

20
10

20
11

20
12

20
13

20
14

20
15

20
16

20
17

20
18

20
19

Fig. 4.  Current Account Balance and the Volume of Remittances Received in Several Countries  
of the Balkan Peninsula, % GDP
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Both Serbia and Bosnia and Herzegovina have high shares of remittances in GDP: pre
liminary 2019 data indicates that the figures are at 7.9% and 10.4% respectively. In these two 
countries the decrease in the volume of remittances due to the lockdown may become a decisive 
factor for a GDP drop, aggravated by a decline in revenues from tourism, transport and logistics 
as well as slowdowns in exports and investments [Ralev, 2020].

All Balkan countries are characterized by high current account deficits (Fig. 4), which 
would most likely widen amid the slowdown of key exportoriented sectors – tourism, man
ufacturing and mining. Those were the direct foreign investments and remittances that sup
ported national economies in the region during previous crises. However, taking into account 
peculiarities of the current recession, the volume of remittances might decrease considerably 
due to the rise in global unemployment and the respective decline in the real income of labour 
migrants and representatives of national diasporas overseas.
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The influx of foreign investments may also come under pressure so that the affected coun
tries would be forced to tap the national financial reserves to cover their external deficits [World 
Bank, 2020b] or to increase international borrowing (Table 4).

Тable 4.  COVID19 Emergency Financing by the IMF and the World Bank and Personal Remittances 
Received in Europe, $ Millions*

Country Total Financing, 2020 Remittances, 2019 Cover Ratio, * %

IMF World Bank

Albania 191 – 1,455 13.1

Belarus – 90** 1,419 18.2

Bulgaria –  2,316 –

Bosnia and Herzegovina 361 36 2,192 18.1

Kosovo 57 50 1,249 8.5

Macedonia 192 90** 317 91.5

Moldova 235 53** 1,909 15.3

Romania – 400** 7,235 6.5

Serbia – 100 4,163 2.4

Ukraine 5,000 *** 530 15,814 35.0

Montenegro 84 – 1,376 6.1

Notes. * As of 31 July 2020, ** Euro Millions.

*** 18month StandByArrangement. The IMF transferred to Ukraine $2.1 billion in June 2020. 

Source: [IMF, 2020b; World Bank, 2020с; author’s estimates].

As of 21 May 2020, the IMF provided low and middleincome countries in Europe with 
grants and loans of $6.1 billion, while the World Bank’s contribution was around $1.6 billion. 
The extremely high cover ratio in Macedonia (91.5%) only testifies to the presence of signifi
cant distortions in statistical data on remittances; the actual size of remittances might be five 
times higher than recorded officially.15 

Ukraine also has a quite high cover ratio – 35% – as it ranks first as a receiver of remit
tances among the European countries in caption. The IMF approved the 18month $5 billion 
standbyarrangement (SBA) programme for Ukraine after the Ukrainian Parliament passed a 
new law on improving specific banking regulation mechanisms [IMF, 2020c]. The SBA would 
cover the current account and budget deficits of Ukraine. The World Bank in its turn granted 
$215 million and $135 million in two tranches under the “Serving People, Improving Health 
Project” [World Bank, 2020h], which is aimed at modernization of the national health system. 
The EU may provide Ukraine with additional 1.2 billion euros (on top of the 0.5 billion euros 
already provided) under the memorandum of understanding. This financial support should be 
sufficient to help the Ukrainian economy overcome this year’s difficulties, though the increase 
in the mediumterm debt level remains an important issue to tackle, as its overall external debt 

15 Taking into account unofficial data, grants and loans from the IMF and the World Bank cover about 
17% of remittance inflows.
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(state and stateguaranteed) exceeded $85 billion as of 30 June 2020 [Ministry of Finance of 
Ukraine, n. d.].

Though Albania, Bosnia and Herzegovina, Belarus and Moldova have cover ratios be
tween 13–18%, while Montenegro, Romania and Kosovo have between 6% and 9%, this might 
turn out to be insufficient to prevent GDP decline in 2020.

Bulgaria remains the only country in the region that so far has not received any financial 
support from the IMF or the World Bank, as it is the EU that acts as the sole source of financial 
aid used to cover internal and external deficits. The Bulgarian government shifted funds direct
ed from the EU on education, transport infrastructure, and environment protection toward the 
European regional development fund for the sake of providing support to the economy, small 
and mediumenterprises, as well as the European social fund to support the unemployed. 

Conclusion

The current global recession caused by the COVID19 pandemic will have a more negative 
impact on the economies of the European and Central Asian countries with low and middle 
incomes compared with the 2008–09 crisis due to, inter alia, plummeting remittances. This will 
become one of the key factors to affect GDP dynamics and the current accounts of the remit
tancerecipient countries, leading even to a rise in poverty in some of them (such as Tajikistan, 
where remittances account for one fifth of household income). GDP dynamics forecasts made 
by the international financial organizations and national governments may be overly optimistic 
should the crisis continue unabated and/or the second wave of the COVID19 pandemic leads 
to new lockdowns. The situation will be drastic in the Central Asian countries, Montenegro, 
Moldova, Kosovo and Ukraine, where the share of remittances in GDP is significant – this 
would require additional support for national economies and the most vulnerable population 
stratum (including unemployed labour migrants and their families). 

Though financial aid provided by the IMF, the World Bank and other international finan
cial institutions to Central Asian and South Caucasian countries to overcome the COVID19 
aftermath remains strong (for instance, the cover ratio in Georgia stands at 20%), its efficiency 
might be hindered by the weak quality of local institutions. Not all European countries received 
financial support from the IMF and the World Bank, while those that are in receipt of such sup
port may still require additional funding to stimulate consumption and rectify lockdown losses. 

It is most probable that the world will not be able to immediately return to “normal life” 
after the removal of lockdowns, so the focus of further research studies will shift from macro to 
micro level factors such as unemployment of labour migrants, recurring migration, and the role 
of migrant networks in supporting the wellbeing of national diasporas abroad. The longterm 
emphasis should be made on broadening the geography of labour migration and changing the 
structure of migrant f lows (such as feminization and rejuvenation). However, these questions 
remain outside the area of the current study and will be pursued in further research.
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Introduction

According to the Eurasian Economic Union (EAEU) Treaty, the members are obliged to har
monize their financial markets legislation by 2025, with the subsequent creation of a suprana
tional body to regulate them [EAEU, 2018]. 

Economic integration theories traditionally view a common financial market as one of 
the final stages of interstate cooperation, preceding full economic and political union. Deep 
convergence of the three main markets (banking, insurance and securities) which ensure func
tioning of the financial sector implies implementing a common macroeconomic policy based 
on concerted actions and compliance with common criteria.

The EAEU, which was created in 2015, is currently embarking on a revised, more sustain
able development path, which requires deeper financial integration. In 2018, under Russia’s 
presidency of the EAEU, systemic liberalization of the financial market took place, combined 
with streamlining the regulatory and legal environment and strengthening the regulatory role of 
the Eurasian Economic Commission (EEC).

Coordination of actions to create a common, highly secure financial market remained one 
of the Russian presidency’s priorities. In his address to the heads of the EAEU members the 
president of the Russian Federation (RF) emphasized the importance of continuing the course 
toward convergence of the members’ monetary and financial policies to establish a common 
financial market in the future. The head of state also paid particular attention to increasing trust 
in the banking system and protecting the public and the countries from actions related to money 
laundering and financing of terrorism [President of Russia, 2018a].

Integration of financial markets can provide a number of key advantages for all EAEU 
countries such as increasing the effectiveness of monetary policies, the economies’ resilience to 
external shocks, and the financial markets’ overall efficiency and competitiveness. According 
to expert assessments, Russia, as the largest EAEU economy, benefits from the implementa
tion of closer integration scenarios in the three main sectors of the financial services market: 
banking, insurance and exchange. In general, their development will lead to increased mutual 
investments in the EAEU, which is fully consistent with the national economic development 
goals set by the president, including the goal of “increasing the accumulated mutual invest
ments in the EAEU one and a half times” [President of Russia, 2018b]. This target is based on 
EAEU members’ statistics and the results of summarizing studies conducted over the past two 
years. Economic indicators show that the EAEU is more stable and dynamic than the whole 
Commonwealth of Independent States (CIS) region, and in 2016–17 mutual direct investments 
within the Union grew twice as fast as those in the CIS [Kuznetsov, 2017]. Successful integra
tion of the Union’s financial markets will also contribute to achieving the goals of the Russian 
economy set in nationallevel strategic planning documents, that is, increasing Russian exports 
of financial and insurance services in the scope of the major national “International Coopera
tion and Export” project.

Integration processes in the EAEU are unbalanced and, due to objective economic rea
sons, have an obvious leader [Butorina, 2016]. Russia accounts for almost 85% of the Union’s 
gross domestic product (GDP). Under these circumstances a “natural” integration strategy 
may look tempting, which would allow Russia, as the most powerful EAEU economic actor, 
to adjust the processes to suit itself, focusing exclusively on implementing the priority national 
economy goals. However, such a straightforward approach would threaten to destroy the rather 
fragile balance of national interests and obligations in the Union. Rather, a longerterm ap
proach with an emphasis on multilateral actions could contribute to the success of the Eurasian 
project, which would provide benefits from integration, including in the financial area, to all 
EAEU members, individually and collectively alike.
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Legal and Regulatory Architecture

The financial sector is an economic area with a high integration potential. According to the Su
preme Eurasian Economic Council (SEEC) these are “spheres where integration measures and 
actions will contribute to implementation and/or increase of their economic potential, and/or 
create significant positive multiplier effects for other spheres of the member states’ economies” 
[EEC, 2015].

The EAEU Treaty (the RF’s Ministry of Economic Development played an important 
role in the preparation of its functional part) is aimed at deepening integration by creating com
mon and single markets, in particular, financial markets. Article 103 of the Treaty provides that 
by 2025 the members will harmonize their financial market legislation. The Treaty also defines 
the concept of a “common financial market” (Appendix No. 17: Financial Services Protocol), 
based on criteria such as harmonized requirements for regulation and supervision of financial 
markets; mutual recognition of licenses; provision of financial services throughout the EAEU 
without the need to establish additional legal entities; and administrative cooperation of rel
evant regulatory bodies, including information sharing [EAEU, 2018a].

Importantly, the EAEU Treaty takes into account a number of significant and objective 
characteristics of the Eurasian integration processes, namely the fact that they unfold asyn
chronously and on multiple levels. Depending on the members’ readiness for a specific level 
of economic integration, they pursue three types of policies: common policy (deep level of 
integration), harmonized policy (less deep), or coordinated policy (the lowest level of integra
tion). Analysis of the legal framework and the completed work indicates that integration of the 
Union’s financial markets is at the stage of transition from coordinated to harmonized policy.

Taking into account the difference in EAEU members’ economic potentials and the 
specifics of national legislation, harmonization is implemented in a “soft” mode which al
lows financial markets to adapt to a supranational regulatory regime at different rates. Over 
the past three years, certain steps have been taken to put in place a unified regulatory and 
legal architecture. In 2016, the EEC Council approved a draft agreement on coordinated 
approaches to regulating foreign exchange rules and implementing liberalization measures, 
aimed at eliminating restrictions on foreign exchange transactions carried out by residents, 
harmonizing legislation on foreign exchange regulation, creating conditions for making pay
ments and settling accounts in a smooth and simple way, and allowing for free movement 
of capital in the Union’s common customs territory. One of the key documents ensuring 
progress in this area is the Concept of Creating a Common EAEU Financial Market [EAEU, 
2019]. In December 2016, heads of the Union member states instructed their governments 
and central/national banks to develop, jointly with the EEC, a draft concept. This funda
mental document defines the goals, objectives and key areas of creating a common financial 
market, specifying the stages of, and measures for, their implementation, the legal basis for 
its operations, procedures for information exchanges and administrative cooperation of fi
nancial market regulators, and the rights and responsibilities of the supranational regulatory 
body for the common EAEU financial market. In 2017, two years after the EAEU Treaty was 
signed, the parties confirmed their commitment to create a common financial market in the 
banking and insurance sectors and the securities segment by 2025. In October 2019, the Con
cept was approved by the Supreme Eurasian Economic Council.

September 2018 can be considered as the starting point of the next stage in the integration 
of financial markets, when heads of the national banks of EAEU members signed the Agree
ment on Harmonizing Financial Legislation. The document aimed at promoting progress in 
creating a common financial market, mutual recognition of licenses to operate in all finan
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cial services sectors, and nondiscriminatory mutual access to the member countries’ financial 
markets. The Agreement sets directions and defines procedures for harmonizing the EAEU 
states’ legislation in the banking, insurance and securities sectors in line with international 
principles, standards, and best crossboundary practices. Not only was the experience of the 
European Union (EU) and the Association of Southeast Asian Nations (ASEAN) taken into 
account when the Agreement was prepared, but also the relevant standards of leading interna
tional organizations, primarily the Organisation for Economic Cooperation and Development 
(OECD) and the United Nations (UN). The document provides for preparing a plan to har
monize the member states’ legislation, which in effect will serve as a roadmap for converging 
national norms and requirements in the financial sphere. It should be noted that the signing of 
the Agreement creates preconditions for establishing a supranational regulatory body by 2025.

During Russia’s EAEU presidency, the EEC departments jointly with national regulators 
and experts continued to work on a number of international agreements on creating a common 
financial market in the legal framework of the Union. For instance, work is under way on a draft 
agreement on cooperation to share credit history information that would ensure that residents 
of member states have access to credit products throughout the Union and reduce credit risks 
for banks.

The Declaration on Further Development of Integration Processes in the Eurasian Eco
nomic Union adopted in December 2018 names a common financial market as an important 
tool for maximizing efficiency of the EAEU single market and fully implementing its potential 
for businesses and consumers [EAEU, 2018b]. Summing up the results of the meeting, the Rus
sian president and SEEC chair, Vladimir Putin, named closer coordination of monetary and fi
nancial policies among the most important integration objectives [President of Russia, 2018c].

The main EAEU regulatory and legal acts governing the financial sector, and their legal 
status are presented in Table 1.

Table 1. EAEU Regulatory and Legal Acts Governing Financial Markets

Legal Act Main Provisions Status

Concept of Creating  
a Common EAEU Financial 
Market

Sets goals, objectives and key directions for creating a 
common financial market, specifying the stages and 
steps to be taken, the legal basis for its operations, 
procedures for sharing information and administrative 
cooperation of financial market regulators, and the 
rights and responsibilities of the supranational body 
regulating the EAEU common financial market

Valid

Agreement on Harmonizing 
Member States’ Financial 
Legislation

Sets the areas and procedures for harmonizing EAEU 
member states’ legislation on the banking, insurance, 
and securities sectors in line with international 
principles and standards or best international financial 
market regulation practices

Valid

Agreement on Sharing Financial 
Information, Including 
Confidential One, to Facilitate 
Free Movement of Capital in 
Financial Markets

Aimed at facilitating international exchanges of 
confidential information. Sets information sharing 
procedures for financial market regulators and for use 
of this information to strengthen financial markets’ 
integration.

Valid

Plan to Harmonize the EAEU 
Member States’ Financial 
Legislation

A “roadmap” to harmonize the EAEU member states’ 
financial market legislation

Valid



INTERNATIONAL ORGANISATIONS RESEARCH JOURNAL. Vol. 15. No 3 (2020)

70INTERNATIONAL ORGANISATIONS RESEARCH JOURNAL. 2020. Vol. 15. No 3. P. 129–152

Legal Act Main Provisions Status

Agreement to Develop 
Coordinated Approaches to 
Regulating Foreign Exchange 
Rules and Implementing 
Liberalization Measures

Specifies currency operations for which EAEU 
countries do not apply currency restrictions and 
violations for which the parties to the agreement will 
apply administrative and criminal liability. Allows 
opening of accounts (make deposits) in foreign and 
national currencies without restrictions

Being agreed

Agreement on Admitting Brokers 
and Dealers of One EAEU 
Member State to Exchanges 
(Trading Sites) of Other Member 
States

Regulates brokers’ and dealers’ access to the EAEU 
member states’ national exchanges without additional 
registration (licensing)

Being agreed

Agreement on Sharing 
Information to Prevent 
Legalization (Laundering)  
of Proceeds of Criminal Activities 
and Financing of Terrorism 
When Moving Cash and/or Other 
Means of Payment Across the 
EAEU Customs Border

Sets procedures for the member states’ information 
sharing to prevent movement of cash across EAEU 
borders to finance terrorism and/or launder proceeds 
of criminal activities.

Being developed

Agreement to Develop  
a Unified Information Disclosure 
System on Securities Issuers 
and Intermediaries Operating in 
the Common EAEU Financial 
Market

Provides for creation of a platform to facilitate 
development of the common financial market 
infrastructure, including technology platforms

Being developed

Project to Create a Payment 
System and Facilitate Making 
Mutual Payments on the EAEU 
Territory

Creates a common payment environment, promotes 
mutual lending and financing in national currencies

Being developed

Agreement on Mutual 
Recognition of Securities and 
Other Financial Instruments in 
the EAEU Member States

Aims to facilitate the creation of a common organized 
securities market on EAEU territory

Being developed

Agreement on the EAEU 
Member States’ Cooperation to 
Share Credit History Information

Provides for setting up a mechanism for member 
states’ interaction which will ensure their residents’ 
access to credit facilities and resources throughout 
the EAEU, to promote crossboundary lending and 
more effective risk management when banks lend to 
borrowers from member states.

Being developed

Agreement on Conducting Audits 
on the EAEU Territory

Sets legal parameters for a single auditing services 
market in the EAEU

Being developed

De-Dollarization Prospects

Increasing the share of settlements in mutual currencies within the EAEU and dedollarization 
of the EAEU economy is an important goal for Russia in the context of sanctionsrelated re
strictions. The Russian government’s updated strategic approaches view reducing dependence 
on the dollar not as an instrument for isolating the country but as an attempt to build a multipo
lar global financial market architecture. In fact, the intention is to leave the framework of the 
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proAmerican financial system which has emerged in the last quarter of the previous century 
and which now limits trade and the economic sovereignty of most countries in the world.

Dedollarization is closely related to another important aspect of Russia’s economic in
terests, that is, reducing dependence on the SWIFT interbank financial telecommunications 
system and on the rankings by foreign rating agencies. Also, close integration of EAEU finan
cial markets based on national currencies strengthens the “external contour” of financial and 
economic security and increases control over speculative transactions in financial markets. If 
the situation develops favourably, the socalled “externalities’ effect” emerges, increasing avail
ability of credit and investment resources, including to small and medium businesses. The Rus
sian president also spoke about the need for a more active involvement of small and medium
sized businesses in integration initiatives [President of Russia, 2018a].

A certain degree of success can be noted in this area. According to the EEC, the share 
of settlements in dollars made within the EAEU in 2017 amounted to 18%. Moreover, some 
experts state (perhaps prematurely) that the objective of abandoning the dollar in mutual settle
ments within the EAEU has effectively been accomplished [Bimanov, 2018].

Infrastructure platforms play an important role in these processes, whose architecture is 
developed by the Eurasian Development Bank (EDB), an international financial institution 
with a 43% share of Russian capital in its investment portfolio. According to Andrei Belyaninov, 
chair of the bank’s board, “we have conducted a thorough analysis to design a settlement and 
clearing system in line with our strategy. Currently the EDB is connected to the EAEU national 
systems. The Bank has accounts in all of the Union countries’ central banks, owns a technology 
for clearing in national currencies, became a “market maker” in these countries, and is actively 
present in their exchanges. An important feature of the EDB’s currency clearing system is the 
ability to use it for settlements in national currencies, bypassing SWIFT and without the need 
to convert into dollars.”1

He adds that promoting settlements in national currencies requires setting up a Eura
sian financial telecommunication system, using the EDB’s potential as a socalled “regulatory 
sandbox” [EDB, 2018]. This concept refers to a legal environment for experimentation and 
modelling, where a provisional regulatory framework can be created. This makes it possible to 
share experience and best practices, strengthen cooperation between regulators and innovators, 
and reduce the risks associated with pilot projects.

The EDB plans also include developing tools for hedging currency risks, attracting liquid
ity in local currencies to fund project activities, contributing to increased volume and liquidity 
of local currency transactions on the exchanges in the Bank’s member countries, and develop
ing lending programmes for financial institutions in local currencies [EDB, n. d.].

It should be noted that individual EAEU countries are also taking active steps to overcome 
dollar dependence at the national level. The financial and economic departments of the Rus
sian government are discussing incentives and mechanisms to encourage companies to use na
tional currencies for their foreign trade operations. In early 2019, the National Bank of Belarus 
presented new measures to dedollarize the economy which required changes in the civil and 
banking codes. At the same time, cooperation in the financial and banking sphere is strength
ening. Several leading Russian banks are present in Kazakhstan. By the end of 2018, almost 
70% of RussianKazakh foreign trade and other financial transactions were carried out in na
tional currencies [Embassy of the Russian Federation to the Republic of Kazakhstan, 2018].

1 See: https://npsrv.ru/stati/vystuplenieandreyabelyaninovapredsedatelyapravleniyaevraziyskogo
bankarazvitiyanaxiiiegegodnoymegdunarodnoykonferenciievraziyskayaekonomicheskayaintegraciya/
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Common Currency Dilemmas

The experience of various international integration associations indicates that full monetary 
union is the final stage of integration, which is quite difficult to achieve. The tools and mecha
nisms for finding a common supranational monetary policy denominator are diverse.

The theory of optimum currency areas, developed in the early 1960s by the Canadian 
economist Robert Mundell [1961], is well known in economic science. It describes the benefits 
countries as members of integration associations receive from introducing a common currency. 
The generally accepted necessary prerequisites include deep economic integration; a high level 
of business cycles’ synchronization; a high degree of financial markets integration; highly de
veloped financial sectors; highly mobile production factors; similar inflation rates; and low 
volatility of actual exchange rates. At the current level of integration in the EAEU most of these 
indicators have not yet been achieved, and the prospect of introducing a common currency 
does not seem to be realistic, at the very least in the medium term. As the experience of Euro
pean and PanAsian integration shows, a common currency makes no economic sense without 
a developed system of monetary and financial guarantees, adequately developed stock markets, 
increased mutual trade, and generally harmonized monetary policies.

Experts note that creating a currency union deprives countries of the possibility to adjust 
the exchange rate as a tool for alleviating negative consequences of asymmetric shocks. At the 
time representatives of the neoKeynesian school criticized Mundell’s theory exactly for this.

A prerequisite for creating a currency union should be having certain properties that would 
make it possible at the very least to receive some compensation for the loss of this tool, which in 
classical political economy is associated with national sovereignty. So far, this uneasy dilemma 
has been resolved only in the framework of European integration. However, during the deep 
public debt crisis of 2012–13, the European monetary system encountered serious trials, the 
consequences of which persist.

It must be borne in mind that EAEU members’ fears regarding the creation of a curren
cy union were caused, inter alia, by external economic reasons, namely the abovementioned 
monetary architecture crisis in the eurozone. The Union countries’ elites also have political 
concerns. As Timur Suleimenov, the Kazakh minister of national economy, said: “I believe 
the national currency is a symbol of our sovereignty, almost the same as the anthem, f lag, and 
emblem. We must protect, nurture, and preserve it in every possible way. Any other quasi or 
proxycurrencies and suchlike should not be allowed” [Rhythm of Eurasia, 2018]. Such rheto
ric partially explains the rather categorical statements on this topic coming from the suprana
tional level – the EEC executives [Sputnik Armenia, 2018].

Calculations show that at this stage Russia would benefit from the potential introduction 
of a common currency, but to a lesser extent than other countries [Vinokurov, Demidenko, 
Korshunov, 2017]. Therefore, at the current phase of integration it would make more sense to 
pursue a strategy aimed at obtaining various benefits from coordinating monetary policies. For 
instance, reducing business costs would produce a positive effect on prosperity and an overall 
systemic effect increasing the EAEU’s stability.

Choosing the most suitable of them, taking into account the international economic situ
ation and the interests of partners in Eurasian integration, is Russia’s main objective for the 
near future. At the same time the Russian rouble has the highest potential among EAEU cur
rencies to become the common regional unit of account, an object of investments, and used 
for accumulating gold and foreign exchange reserves, compared with the Belarusian rouble and 
the Kazakh tenge. However, the rouble’s prospects to become the common currency or unit 
of account for the Union countries remain limited. This is primarily due to the volatility of 
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the rouble exchange rate, the international oil prices, and the economic growth in the issuing 
country [Zharikov, 2018].

Important Specifics: Differentiation of Financial Market Segments

It is important to consider the current situation in the sectors of EAEU countries’ financial 
markets and highlight some of their specific features. First, the high differentiation of develop
ment levels and growth rates of various financial market segments should be noted (Tables 1, 2 
and 3). The gap is growing between Kazakhstan and Russia on the one hand, and the remaining 
countries on the other.

There is a significant differentiation between development levels of EAEU economies and 
their financial market segments (banking, insurance and stocks), such as the differences in the 
banking sector as ref lected in Table 1 which shows the dynamics of lending to individuals and 
legal entities. In EAEU countries the highest growth of lending to individuals is noted in Arme
nia and Russia, while in Kazakhstan, Belarus and Kyrgyzstan it is less significant. The amount 
of loans to legal entities grows at the highest rates in Belarus, Russia and Armenia, and less 
quickly in Kyrgyzstan and Kazakhstan (Table 2).

Table 2.  Growth of Loans to Individuals and Legal Entities in 2016–18,  
$ Millions and Share of GDP, %

Country 2016 2017 2018

$ Millions % of GDP $ Millions % of GDP $ Millions % of GDP

Loans to Individuals

Armenia 2,120.9 20.1 2,344.2 20.3 2,973.7 23.9

Belarus 1,748.4 3.7 3,258.6 6 4,223.3 7.1

Kazakhstan 6,489 4.7 9,987.4 6.1 12,663.2 7.4

Kyrgyzstan 168.9 2.5 208.8 2.8 263.3 3.3

Russia 107,784.6 8.4 158,291.9 10 199,164.2 12

Loans to Legal Entities

Armenia 3,416.7 32.4 3,774 32.7 3,996.6 32.2

Belarus 22,551.9 47.5 29,478.5 53.9 33,966.6 57

Kazakhstan 22,257.8 16.2 23,199.8 14.2 26,789.9 15.7

Kyrgyzstan 1,203.4 17.7 1,330.1 17.6 1,388.6 17.2

Russia 531,870.5 41.4 659,199.5 41.8 719,377.7 43.3

Source: [EEC, 2019a].

Significant differentiation also remains in the insurance market. This is revealed by the 
following indicators: number of insurance organizations, amount of insurance premiums and 
amount of insurance payments (Table 3). By the beginning of 2019, a total of 268 insurance or
ganizations operated in the EAEU, 199 of them in Russia. Indeed, the Russian insurance mar
ket significantly exceeds those of the other EAEU countries, individually and combined. The 
amount of insurance premiums paid in Russia was 13 times higher than the combined amount 
for the rest of the EAEU, while the amount of insurance payments was 15 times higher. In 2019, 
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in Armenia and Belarus the amount of insurance payments made by insurers accounted for 
about a half of the amount of insurance premiums, while in Russia it was about a third, and in 
Kazakhstan and Kyrgyzstan about 18% and 8%, respectively. To compare, in developed coun
tries this indicator’s value is approximately 70–80%.

Table 3. Number of Insurance Organizations, Amount of Insurance Premiums and Payments

Country Number of Insurance 
Organizations

Insurance Premiums  
($ Millions)

Insurance Payments  
($ Millions)

2016 2017 2018 2016 2017 2018 2016 2017 2018

Armenia 7 7 7 69 73 86 30 37 47

Belarus 23 22 16 494 554 590 269 277 304

Kazakhstan 32 32 29 944 1,018 1,116 242 224 205

Kyrgyzstan 19 19 17 10 10 51 1 1 0,41

Russia 256 226 199 17,671 21,923 23,656 7,561 8,738 8,354

1 As of 1 July 2017.

Source: [EEC, 2019a].

Differences between EAEU countries are also evident in the stock market: there is sig
nificant variation in the key indicator values such as liquidity, issuers, attraction of new capital, 
and so on. The highest liquidity (trading volume) in the stock market was noted in Russia and 
Kazakhstan with 267.9% and 51.3% of GDP, respectively. In recent years, with the adoption 
of amendments to protect investors under British law, a significant growth of the Kazakh stock 
market was noted, from 91.3% of GDP in 2016 to 267.9% in 2018 – much higher than in the rest 
of the EAEU. Even Russia, whose volume of exchange trading is almost twice as much as the 
Kazakh value in terms of the share of GDP, shows values five times lower (the capitalization of 
the Russian market is 45% of GDP).

Accordingly, a widening gap between these countries can be noted. This imbalance can 
be levelled by creating a common stock market infrastructure for EAEU states. Their regula
tory documents state that a common financial market is planned by 2025 with a supranational 
regulatory body established in Almaty [EAEU, 2018c, Art. 103, Para. 2]. Such a significant 
aspect of financial integration as the harmonization of national financial market legislation 
(in line with British law, as in Kazakhstan) makes it possible to avoid numerous obstacles that 
arise in the process of capital movements and the creation of common financial markets. This 
would open access to each other’s markets without the need to obtain national licenses, cre
ate suitable conditions for circulation of financial instruments, eliminate currency restrictions 
(to overcome the shortage of financial resources in the EAEU countries by promoting capital 
turnover between them), and deal with many other problems. There are successful examples, 
but they are rare. For instance, the Freedom Finance brokerage company actively operates in 
EAEU markets and allows individuals in these countries to take part in initial public offerings 
(IPOs) in the U.S. market.

How can this situation be improved? Creating a single exchange environment through 
unification of national stock exchanges does not seem to make sense, but creating a unified 
electronic trading system and a unified marketplace (as a first step) with the ability to remotely 
access a variety of financial instruments (such as deposits, bonds and shares) for individuals and 
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attract capital from companies (peertopeer, persontobusiness, crowdfunding platforms, 
underwriting of bonds and shares) seems to be very realistic. Taking steps to improve the quan
titative and qualitative development parameters of the financial sector by increasing the number 
of participants in stock exchange transactions and the volume of financial instruments’ circula
tion is important. Also, issuer companies’ accounting and audit systems should be standardized 
to ensure availability and transparency of these innovative regulation and control systems.

Table 4. Growth of Stock Exchange Trading in 2016–18

Country 2016 2017 2018

$ Millions % of GDP $ Millions % of GDP $ Millions % of GDP

Armenia 114 1.1 165 1.4 169 1.8

Belarus 4,814 10.1 4,103 7.5 6,372 12.9

Kazakhstan 125,369 91.3 236,840 145.3 362,128 267.9

Kyrgyzstan 143 2.1 67 0.9 58 0.9

Russia 357,164 27.7 607,092 38.5 650,300 51.3

Sources: [Blokhina, 2019; EAEU, 2019b].

Risks and Limitations

Harmonization of national legislation on regulating financial markets is affected by a multitude 
of factors, both endogenous and exogenous. The former includes the degree of transparency 
national legislation, the volatility of national financial markets, the degree of dollarization of 
the economy, and highly diverse investment and financial opportunities. The level of innova
tion in financial policy becomes particularly important, including the availability of personnel 
and the technical capability required to apply financial technologies. Internal economic insta
bility can bring the emerging growth of mutual investments to a halt. Researchers emphasize 
the EAEU countries’ inherent desire to increase their domestic investment potential, mainly 
through national savings. However, the domestic longterm lending system does not promote 
development of entrepreneurship and perpetuates the inertial development trend established in 
the mid1990s [Perskaya, Eskindarov, 2016, pp. 277–8].

Among the external factors, worthy of note are level of integration with foreign partners 
(specific countries, organizations, financial institutions), financial and commodity market 
growth rates (particularly important for Russia and Kazakhstan), steadily declining growth 
of developed economies (the OECD countries and the leading AsiaPacific states), potential 
transformation of global economic influence centres, and the uncertain direction of the global 
economy’s overall development. Also, persisting regional geopolitical tensions (the Ukrainian 
crisis) remain external strategic risk factors.

Along with the risks of a strategic nature, there are certain tacticallevel issues and “grey 
areas” hindering integration in the financial sector. One of the remaining barriers is the limited 
access of the citizens of the EAEU to financial and credit facilities in the country of temporary 
residence. To solve these problems, the EEC is working on granting EAEU workers who have 
longterm (over a year) employment contracts the right to temporary or permanent residence in 
the country of employment. The work on this issue is under way at the level of relevant depart
ments and in the EEC Advisory Committee on Migration Policy.
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A number of appreciable restrictions remain in the banking sector (for more on this topic, 
see E.B. Stardubtseva and O.M. Markova [2017]). The principle of recognizing the national 
banking licenses of EAEU states throughout the Union has not been adopted. This hinders 
fullf ledged banking operations, in particular expanding the range of services. Also, EAEU 
countries still have banking licensing systems that are not valid in the supranational legal envi
ronment, while the requirements for the minimum authorized capital significantly differ. There 
is no system (either statistical or legal) for early detection of problem banks and toxic assets long 
before a crisis manifests itself in the relevant financial parameters and negative financial market 
dynamics. This is closely related to the general level of the financial system’s security, which 
was one of the priorities of Russia’s EAEU presidency. The level of current risks also depends 
on the possibilities for, and limits of, adapting credit institutions to new requirements of regula
tors and to external challenges. Experts also emphasize the difference in approaches to defining 
credit institution types. In particular, legislation varies across countries regarding the concepts 
of “banks,” “credit organizations” (Russia), and “secondtier banks” (Kazakhstan). In Ar
menia, Belarus and Kazakhstan banks are not classified as credit organizations. In Armenia, 
credit organizations are “nonbank financial organizations,” while Belarus uses the concept of 
“nonbank financial and credit organizations,” and Kazakhstan does not use the concept of 
“credit organization” at all. In Russia banks are credit organizations, while in Kyrgyzstan they 
are “financial and credit institutions” [Ibid.].

Risks and restrictions associated with EAEU financial integration are interrelated. An as
sessment of the prospects and limitations of the dedollarization process provides a good indi
cation. A recent study by the Eurasian Development Bank is of interest. It identified, through 
opinion polls and expert interviews, the main risk factors of using national EAEU currencies 
for mutual settlements. In particular, respondents in five countries of the Union named the 
following five main risks: high currency risks (58% of the respondents), current business prac
tices (51%), lack of economic incentives (44.5%), countries’ fear of losing currency sovereignty 
(42%), and the western countries’ antiRussian sanctions (39.5%). Experts also name the fol
lowing factors that hinder the use of national currencies for international settlements: low ca
pacity of financial markets; low liquidity, large spreads (difference in prices for various assets 
in the exchange); lack of segments transaction costs that could be reduced; market volatility; 
domination of the Russian financial market in the EAEU; and structural imbalances in the 
financial sector [Danilov et al., 2018].

A powerful geoeconomic trend in recent years deserves a special note: the growth of Chi
nese exports into EAEU countries. To maintain its positions in Eurasia, Russia needs deeper 
integration at the level of mutual trade relations and use of the rouble for mutual settlements 
within the region (which can contribute to the currency’s internationalization on a larger scale 
and improve its international standing) [Zharikov, 2018, p. 62]. If this strategy fails, the EAEU 
may face “yuanization:” the threat of the de facto dominance of the Chinese currency in the 
region. An additional risk factor is that China is actively establishing bilateral credit lines with 
EAEU members, creating a monetary and financial framework for the One Belt, One Road 
global economic initiative. Swap agreements2 are in place between the People’s Bank of China 
and EAEU central banks (except Armenia). Therefore, to strengthen the rouble’s position in 
the EAEU, similar roublebased agreements must be concluded between the Union members’ 
central banks, combined with improving the supranational macroeconomic policy on target
ing inflation. As the Russian researcher M.V. Zharikov rightly notes, further depreciation of 

2 These are international agreements typically covering national banks’ operations. They are implemented 
on the basis of a system of bilateral government guarantees for provision of the required foreign exchange funds 
(with an obligation to pay back) to carry out interventions in order to adjust national currencies’ exchange rates.
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the rouble will accelerate the penetration of the Chinese yuan into the markets of the EAEU 
member states, while the absence of diversified domestic production in Russia will strengthen 
China’s (and therefore the yuan’s) positions in these markets. According to Zharikov, in the 
current situation Russia should urgently abandon its import substitution strategy and shift the 
focus to exports [Zharikov, 2018, p. 70].

It can be concluded that trying to balance supranational regulation and national inter
ests in the area of banking integration turns out to be a rather difficult task. On the one hand, 
analysis of problems and the actual experience of reconciling various interests show that reach
ing a compromise without setting up a supranational financial mega regulator body would be 
impossible. On the other hand, such a structure cannot be created without closely coordinating 
financial policies. This is one reason why the active role of the EEC, its working groups, and 
the Advisory Council on Financial Markets in integrating the financial sector on a number of 
issues does not have the support of national authorities. The optimal mechanism for making 
and implementing relevant decisions has not yet been designed.

Prospects and Effects of Integration

The abovementioned risks and limitations associated with creating a supranational financial 
environment should not be overestimated. Further convergence in this area is almost inevitable, 
but its rate and intensity will depend on the commitment of political elites and major institu
tional players. Plus, the objective factor of Russian leadership can smooth over the most acute 
phases in the conflicts of interest, as has repeatedly happened earlier in most integration areas. 
To borrow a phrase from Andrew Moravcsik, professor at Princeton University, successful in
tegration is always “a sequence of rational choices made by national leaders.” This statement, 
which was meant to describe European integration, is fully applicable to Eurasian integration 
processes as well.

Free movement of capital in a single economic environment has a multiplier effect on 
the development of three other integration freedoms (people, goods and services). Deepening 
financial integration can have a powerful systemic effect and help achieve several interrelated 
goals: provide a new impetus to Eurasian integration, overcome the relative stagnation caused 
by the exhaustion of the natural integration effects of the EAEU’s “startup stage” (2015–17), 
improve the quality of the common internal market, promote domestic economic growth (in
ter alia due to increased mutual investments), and strengthen the Union’s role in the global 
economy.

Also, further integration in this area would allow EAEU countries to reduce some of the 
external risks and dependence on the global financial situation, which is subject to negative 
distortions due to speculative and unilateral actions. An important factor of maintaining eco
nomic growth amid the antiRussian sanctions is enhanced effects of investments in a common 
market, that is, lower costs of borrowing. The latter is particularly important for the Union’s 
smaller economies and for the development of small and mediumsized businesses generally.

The expected effects of harmonizing the legislation and practices in the financial sector in
clude emergence of a competitive and transparent monetary environment, leading to increased 
overall financial security. It should be emphasized that the prospect of creating a common fi
nancial market will contribute to the fight against illegal export of capital and deoffshorization 
of all of the “integration five” economies.

Another positive effect can be created by a closer integration of the exchange environment. 
Involving a large number of participants in national currency trading at the Moscow Exchange 
(one of the major segments of the financial market) and promoting trading in currency pairs 



INTERNATIONAL ORGANISATIONS RESEARCH JOURNAL. Vol. 15. No 3 (2020)

78INTERNATIONAL ORGANISATIONS RESEARCH JOURNAL. 2020. Vol. 15. No 3. P. 129–152

will make the market more dynamic and promote demand. According to some researchers, a 
common foreign exchange market covering all EAEU countries and, more broadly, the CIS 
could have a macro regional economic stabilization effect on the adjacent integration environ
ments [Shuvalov et al., 2017, pp. 270–2].

Efforts to create a common financial market will be effective only if a single marketplace 
is put in place, along with a stepbystep creation of a single electronic exchange system cover
ing all EAEU countries. As a result, the city of Almaty will be able to increase its trade turnover 
as a regional financial centre and become more attractive to foreign investors, especially from 
Asian. Unlike national financial centres, a regional centre should be oriented toward foreign 
players and be more open, so over time Almaty can merge the national stock exchanges. For
eign capital will play the main role in the development of such a centre, so special attention 
should be paid to designing more advanced international regulation systems, especially in areas 
such as monetary policy, and creating favourable conditions for operations and development of 
the financial centre’s participants.

Finally, successful integration of financial markets will improve the position of Russia and 
its Eurasian integration partners in a number of international rankings important for external 
investors (such as the Global Competitiveness Report, Doing Business, Economic Freedom 
of the World and the Index of Economic Freedom) that measure the ease of doing business, 
investment attractiveness, predictability of economic environment and, ultimately, countries’ 
financial wellbeing.

Taken together, the above factors contribute to increased predictability and stability of 
the EAEU’s supranational economic environment and strengthen its international competi
tiveness. The success of the integration association as a global player will be shared by all five 
countries, bringing economic and political dividends to its participants.

Recommendations for the EAEU and Russia

This analysis makes it possible to identify the following recommendations for the EAEU and 
the Russian Federation on strengthening integration cooperation to create a common financial 
market. As has been already noted, in the vast majority of cases their interests objectively co
incide. Nevertheless, a list of priority measures can be presented at the supranational (for the 
EAEU) and national (for Russia) levels.

For the EAEU, it would be advisable to approve two key macroeconomic policy measures. 
All members should adopt inflation targeting practices in order to achieve similar inflation 
targets (no more than 4%). The gradual convergence of national economies noted in recent 
years speaks in favour of such a programme. Regarding harmonization of monetary policies, 
all EAEU states are recommended to make the transition to a f loating exchange rate regime. 
Also, the Union’s central (national) banks should coordinate the dynamics of operations in the 
foreign exchange market to prevent countries from pursuing separate financial policies as hap
pened in 2014–15.

Regarding institutional innovations, there is a need to establish a supranational EAEU 
financial market regulator in Almaty, with the power not only to supervise compliance with 
relevant national legislation but also to issue and revoke licenses for operating in financial ser
vices markets. Making sure that this process remains transparent and objective is fundamentally 
important.

The issue of putting in place a unified regional payment system for the EAEU requires 
an indepth study (concept  roadmap  agreement). This could also lead to reduced banking 
commissions and adoption of the “national treatment” regime for transferring funds between 
Union countries.
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At the supranational level, it is important to start developing a common antioffshore 
strategy to prevent the f light of financial capital to lowtax jurisdictions. Russia and Kazakh
stan provide good examples in this area, actively participating in the OECDdeveloped and 
Group of 20 (G20)endorsed BEPS plan (Base Erosion and Profit Shifting) aimed at combat
ing tax base erosion. Russia and Kazakhstan can become “conductors” of best OECD anti
offshore practices into the Union’s supranational legal environment. In addition, Russia, as a 
G20 member (where monitoring offshore activities of financial capital is seen as an important 
objective), could represent EAEU interests at the highest levels of global regulation. These pro
posals closely match the priorities of Russia’s approaches to the financial integration of the Un
ion – stepping up the fight against financial pyramids, money laundering, financing extremism 
and strengthening the financial market’s overall security. However, effective cooperation in this 
area requires adopting a common definition of unfair financial practices, since certain discrep
ancies remain [Viperson, 2017].

The persistently unfavourable external situation, and the aggravation of confrontation in
creases the urgency of setting up a Eurasian ranking agency to provide impartial (including po
litically unmotivated) assessments of the advances and risks of Eurasian economic integration.

Continuing the expertbased feasibility study of introducing a monetary accounting unit 
for regional settlements at the level of the five EAEU countries (the socalled “Eurasian ECU”), 
similar to the European Economic Community,3 seems to be a promising area. In this regard, 
in economic integration theories the concept of “monetary union” remains controversial and 
is interpreted in different ways. Researchers of postSoviet integration processes recently have 
been paying attention to “soft formats” of currency interaction. In order to improve the condi
tions for integration of financial markets, analyzing the possibility of introducing a regional 
currency unit for mutual settlements (the Eurasian ECU), as the European Economic Com
munity did in 1979–98, seems to be a worthy objective. The EAEU accounting unit, partially 
backed by national gold and foreign exchange reserves, can be an effective means of economic 
stabilization, contribute to development of crossborder settlement systems, and provide clear 
information about the relative competitiveness of the Union’s exports. At the same time, the 
threats to the member countries’ economic sovereignty will be significantly reduced, since the 
Eurasian ECU can be used in parallel with national currencies in a noncompetitive mode. 
Methodologically, when the project is designed not only the ECU experience should be con
sidered but also the use of the “convertible rouble” in the Council for Mutual Economic Assis
tance (CMEA) in 1964–90, and the “clearing rouble” used in settlements between the USSR 
and Finland in the 1970s. Also, the precedent of introducing the Asian currency unit (ACU) 
by the ASEAN+3 countries (the ASEAN members, Japan, Korea, and China) should be thor
oughly considered in comparative studies of integration associations. The ACU is a common 
currency basket calculated as a weighted average of the exchange rates of thirteen Asian cur
rencies against the dollar and the euro. According to the project authors (experts at the Asian 
Development Bank and the Japanese Hitotsubashi University), it can be used not only as an 
accounting unit but also in regional trade and financial transactions.

The expert assessment of the feasibility of setting up the Eurasian System of Central Banks 
(ESCB) instead of a single supranational regulator, which should be created by 2025 according 
to the EAEU Treaty, is worthy of consideration. It might comprise six financial institutions: five 
national central banks and the Eurasian Central Bank. Such an approach, previously applied 
in the European Economic Community, could reduce disagreements in the EAEU which are 
likely to arise at the decisive stage of financial integration in the mid2020s. When this project’s 

3 This idea was originally proposed by the EDB analysts. For more on this topic see M. Demidenko et 
al. [2017].
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feasibility is evaluated, not only the European, but also Asian experience should be taken into 
account, in particular the wellknown Chiang Mai Initiative (CMI) in the scope of which ASE
AN countries agreed to exchange information on shortterm capital movements to enable early 
detection of crisis symptoms. In 2007, this system became multilateral. The Russian researcher 
A. Baikov points out that it provided opportunities for pooling funds allocated by each country 
in the framework of 16 bilateral agreements signed in the ASEAN+3 format into a single foun
dation, from which countries could borrow currency in the event of destabilization of financial 
markets. In practice, it looked like the prototype of the Asian monetary fund proposed by Japan 
in 1998. The CMI’s ultimate goal was to create a multilateral monetary and financial coordina
tion and regulation system based on a central reserve fund [Baykov, 2012, p. 139]. Initiatives of 
this kind are especially relevant in the context of the previously mentioned EAEU banking se
curity issue and the need to develop a “toxic assets” insurance system for financial institutions.

Developing digital economyrelated initiatives may constitute a separate area of work, 
in particular distributed ledger technologies (blockchain). Their relevance is rapidly growing, 
along with investors’ interest. Today experts are increasingly focusing on blockchain’s potential 
benefits, which range from mitigating capital management risks to effectively combating money 
laundering, in particular illegally moving funds to lowtax jurisdictions. It is fundamentally 
important to understand that blockchain can be potentially integrated with promising tech
nologies expected to emerge in the near future, collectively referred to by experts as Industry 
4.0. In particular, they include proliferation of new business models based on digital platform 
technologies, crowdfunding, sharing economy, computer modelling, the Internet of Things, 
and biomedical technologies. Expert analysis of the prospects for application blockchain and 
“smart contracts” in the context of financial integration also must be stepped up. Regarding 
labour migrants’ money transfers to their home countries, developing payment systems (self
supporting networks for depositing and withdrawing funds) that can operate without integrating 
with banks seems to have good prospects. In 2018 the EEC prepared and presented a glossary of 
blockchain economy terms (mainly based on the Belarusian experience and the National De
cree No. 8 “On Digital Economy Development”) and outlined the approaches to coordinating 
Union countries’ relevant policies. However, the rate of cooperation in this area, especially in 
the external contour, is not yet very high. Cooperation of the EEC experts with international 
organizations, primarily the OECD which develops advanced regulations in this area, is in or
der. The prospects for using blockchain to share tax information and access banking services, 
especially in the field of cashless payments (clearing) and currency regulation in general, should 
be assessed as soon as possible.

As for the prospects of creating a supranational cryptocurrency market, the contours of a 
supranational regulation system aimed at optimizing the benefits/risks balance should be out
lined straight away. Obviously, in the event that the national regulators relax their requirements, 
the market will grow explosively. This will lead to increased crossborder crypto asset turnover 
and significantly complicate assessment of financial interdependence factors, which may have 
implications for the Union’s financial stability. To reduce the risks and eliminate side effects in 
this financial integration segment, the EEC needs to cooperate with international organizations 
that have developed best regulatory practices in this area: the IMF, the World Bank, the OECD, 
and the G20 Financial Stability Council.

The EEC’s information policy requires improvement: it would undoubtedly benefit from 
setting up an internet portal affiliated with its official website to allow legal entities and individ
uals in the EAEU to obtain easily comprehensible information about the conditions, specific 
features and opportunities for working in the financial markets of the five countries.

For Russia, it is important to continue the course toward reducing dollarization of the 
national economy and to take further steps to promote mutual settlements in EAEU national 
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currencies. Given the growing importance of the security factor, control over illegal financial 
transactions should be tightened by adopting relevant legislation at the EAEU level and expand
ing the powers of the Commission. Also, there is a need to step up cooperation with CIS and 
EAEU financial institutions such as the Interstate Bank, the Economic Development Board, 
and the Eurasian Fund for Stabilization and Development. Creating a single financial market
place (initially possibly only for the Russian Federation, with the other EAEU countries joining 
it subsequently) also seems to be important.

Regarding application of blockchain technologies, Russia should take into account the 
successful experience of Belarus, which is currently the competency centre in this area. Russia’s 
efforts should be increased in two spheres: developing a Masterchain blockchain platform (in 
the scope of this project the Russian Central Bank has joined forces with other EAEU banks), 
and improving the legislation: completing the development and passing of the draft law “On 
Digital Financial Assets” and not limiting Russian companies’ access to the global cryptocap
ital market in the meantime [Kommersant, 2018]. It is also important to assess the existing risks 
and use blockchain technologies in the most secure formats to increase the Russian public’s 
trust in the banking system as a whole.

Also important is to assess the opportunities to cancel/reduce commissions for money 
transfers between EAEU states, an initiative that should come from Russia. Though at first 
glance such a proposal seems to be of an imageimprovement nature and would result in certain 
losses for the Russian budget, it can provide a powerful integration impetus at the final stage of 
creating the Unionwide labour market.
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Introduction

Electronic commerce, or “ecommerce,” provides freedom for customers to browse through 
products and services on the Internet and then buy those without leaving their homes or offices, 
thus increasing access and convenience. Through online sales, ecommerce businesses have 
been able to scale efficiently and capture new customers hitherto unreachable – both in domes
tic and foreign markets. Online business is bound to replace some traditional retail business; it 
is also anticipated that it will capture new sales and customers. Some estimates anticipate global 
ecommerce will add $1.3 to $2.1 trillion to international trade by 2030, boosting global trade in 
manufactured goods by 6% to 10% [Fefer, 2019].

The COVID19 pandemic has further opened the horizon for ecommerce in the past few 
months. As country after country goes through different phases of lockdown and imposes often 
severe economic and social restrictions, online purchase of important household items, food 
and healthcare products, and online financial transactions have provided a huge spur to global 
ecommerce.

In the initial days of ecommerce, it was expected to be an equalizer allowing smaller 
enterprises to find new customers and markets. However, the reality has largely been different. 
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Wide and lopsided digital divides exist in the global digital and ecommerce space within and 
across the countries. The pandemic has further exposed and sharpened these divides.

One of the major contentions in the international digital world has been the issue of data 
localization. Technologically advanced countries, and the digital and ecommerce multina
tional behemoths located in those countries, fiercely oppose data localization. The main rea
son for opposition is cited as trade barrier, though actually it is the possibility of escalation in 
operating costs. 

However, until now, countries that provide large consumer markets to multinational e
commerce entities generally have not benefited reciprocally from the f lourishing ecommerce 
business in terms of employment, technological development or other longterm value addi
tions to the economy. Further, data breaches in these multinational digital companies have 
revealed the unsafe and insecure nature of data management and storage. In the absence of data 
localization norms, zero redressal or compensation is received by affected consumers. Data 
breaches seriously compromise the personal and financial data of individual consumers. How
ever, if such breaches occur often, consumers do not even know the extent of the ill effects on 
their personal and financial safety.

The data safety and other security concerns around digital data for developing countries 
are often not highlighted as the international digital ecosystem revolves around the two largest 
economies, the U.S. and China. The missing developing country perspective amid the cacoph
ony of worldwide noise about digital technology is the principal theme of this article.

This article explores the issue of data localization by capturing all relevant debates and dis
cussion around it. First, it traces the evolution of ecommerce in the new millennium and de
scribes the current state of affairs in global ecommerce. Then it plunges deeper into the issues 
related to data management, storage, and ownership, followed by a discussion of the data safety 
and security concerns of developing countries in a rapidly changing digital world. This article 
also considers the drastic changes that have occurred in the digital world due to the rapid spread 
of COVID19 and concludes by making a strong case for data localization in host countries.

Global Trade in E-Commerce

The positive impact of ecommerce is supposed to fall on firms, prices and productivity. It 
was expected to open new avenues for companies to examine and reinvent their supply chain 
strategies. The Internet and its various applications, in a way, bolstered efficiency in supply 
chain operations and management. Information and communication technology (ICT) enables 
firms to locate sources of inputs and markets for output. It also reduces the cost of collecting 
and processing information about the prices and input characteristics of different goods and 
services. ICT also enables companies to easily integrate and control remote operations without 
incurring prohibitive costs. Thus, the separation of activities in production processes to entities 
in lowcost destinations enables firms to both lower prices and increase overall productivity 
[ECLAC, 2002].

However, the expectation of lowered product prices, when empirically tested, produced 
mixed results even during the initial days of ecommerce in the late 1990s. Some of the very ear
ly studies found prices of certain products to be higher than what traditional retailers charged, 
but another study found prices for books and CDs on average to be 10% cheaper in the United 
States. Estimation of price elasticities of demand also evoked different results – some suggest
ing low elasticity, some high [Brynjolfsson, Smith, 2000; Degeratu, Rangaswamy, Wu, 2000; 
Goolsbee, 1998]. This implies that the evidence of positive linkage between ecommerce and 
price/productivity has been inconclusive.
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Even at the beginning of the new millennium, it was clear that global diffusion of Internet 
and allied technology would result in an explosion of ecommerce, particularly businessto
business (B2B) ecommerce. This was also expected in the free movement of goods, services, 
capital, technology and people across borders. As ecommerce volume grows further, business
toconsumer (B2C) ecommerce is likely to grow in the future [Kshetri, Dholakia, 2002]. 

The f lourishing of international trade through ecommerce also depends on the nature of 
the product. Media products, such as text, film, computer software, or even books can be trad
ed internationally with reasonable profit margins for producers and relatively lower prices for 
consumers. But there will always be goods that will not have those advantages for producers and 
consumers if delivery has to be made internationally – particularly where transportation costs 
play a major role. Services trade, on the other hand, is immensely benefiting from ecommerce. 
Many previously nontradeable services, such as research and development, computing, inven
tory management, and quality control are now tradeable. International crossborder trade on a 
variety of hitherto nontradeable services in financial, legal, telecom and software areas are now 
undertaken by electronic means [ECLAC, 2002].

However, these were all expectations at the beginning of the millennium. A study con
ducted at the end of the first decade of the millennium found that trade and employment gains 
were likely to be concentrated in the developed countries in the short run, and the developing 
countries were expected to catch up in the long run. Despite the increase in volume of interna
tional trade in ecommerce, jobs in the sector were expected to be simultaneously created and 
destroyed in both developed and developing world [Terzi, 2011].

By 2019, the digital world was characterized by a huge gap between the underconnected 
and the hyperdigitalized countries. While in the least developed countries (LDCs) one in five 
people uses the Internet, four out of every five people in developed countries do so. This is the 
extent of the digital divide. The economic geography of the digital economy is practically now 
centred around one developed and one developing country – the United States and China. 
These two countries hold 75% of all patents related to blockchain technologies and more than 
75% of the world market for public cloud computing; together they account for 50% of global 
spending on Internet of Things (IoT) [UNCTAD, 2019]. They also account for 90% of mar
ket capitalization value of the world’s 70 largest digital platforms, while Europe’s share is 4%, 
Africa and Latin America’s share together is a mere 1%. Seven “super platforms” (Microsoft, 
Apple, Amazon, Google, Facebook, Tencent and Alibaba) together account for two thirds of 
the total market value [Ibid.]. So, practically there is no race, only two countries are competing 
with each other in digital market capture and ecommerce trade.

The combined value of the digital platform companies with a market capitalization of 
more than $100 million was estimated to be more than $7 trillion in 2017. That is 67% higher 
than the value in 2015. There are quite a few reasons behind the rapid rise of these digital giants. 
First, there is a network effect (more the users, more the value); second, the ability of these 
platforms to extract, control and analyze data, and then use those analyses for their benefits; 
third, the ability of these platforms to quickly diversify their services increases the user costs 
of switching to an alternate service provider. Most importantly, global digital platforms have 
increasingly consolidated their positions by taking over other digital platforms and services, as 
when Microsoft acquired LinkedIn or Facebook acquired WhatsApp and Instagram. This gives 
these bigger companies additional market share advantage. Alphabet (the holding company of 
Google) and Microsoft also invested in telecom equipment companies Motorola and Nokia 
[Ibid.].

By a textbook definition, these market consolidations lead to monopoly or oligopoly mar
ket powers. In simple terms, bigger digital giants can outprice and outcompete any potential 
competitor and finally drive them away from the market. For example, Facebook can keep 
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WhatsApp as a free chat app but can mine its data to produce precisely targeted advertisements 
in Facebook (not saying here that Facebook is exactly doing that). This will reduce the chances 
of success of many potential competitor chat apps in different countries. In future, if the com
pany acquires stakes in ecommerce retail companies worldwide (which Facebook is actually 
doing), then this kind of data mining advantage may kill a lot of competition instantly.

Contrary to initial expectations, ecommerce or digital retailing has not yet created bene
fits for smaller operators in a big way, neither has it resulted in any sizeable gain for ecommerce 
in developing countries. The yawning gap between the underconnected and hyperdigitalized 
countries has grown bigger and bigger and unless addressed it is likely to result in a huge world
wide digital inequality.

Technology, contrary to popular notions, by itself is not an equalizer in market mecha
nisms. It results in monopoly and oligopoly power in no time (as we are seeing now), unless the 
government intervenes with policies to spread technological benefits equally across the society. 
Possession and control of data will hold the key to future monopoly and/or oligopoly powers 
in ecommerce and digital platforms. Data is the new form of digital and ecommerce capital. 
Those who own the personal and private data of millions  – or billions  – of users will have 
an immense advantage in this race to create new monopolist or oligopolist digital behemoths 
worldwide.

Therefore, the storing or localization of data is not just another nationalistic issue pro
posed by a few countries; rather this is an issue related to the creation of fair and just interna
tional digital and ecommerce markets as well. If regulatory interventions are not made, then 
ownership of data may also lead to breaches of the security and safety of any country and its 
citizens.

The Current State of Affairs in Global E-Commerce

Measuring the size of ecommerce sales is a big challenge. Nonavailability of data is ano
ther hurdle. More governments across the world are now collecting information, but most do 
not publish official statistics. The United Nations Conference on Trade and Development 
(UNCTAD) has updated its methodology to estimate the sizes of ecommerce across countries 
and came out with its global ecommerce report for the year 2018 recently.1

According to UNCTAD [2020], 1.45 billion people made purchases online in 2018 (Fig. 1). 
That is one fourth of the world’s population in the age bracket of 15 years and older. The growth 
rate is 9% higher compared to 2018. The number of online shoppers is the largest in China at 
610 million. The majority of these shoppers buy from domestic suppliers, but the number of 
crossborder purchases are steadily increasing. Around 330 million shoppers purchased across 
borders in 2018, which means a little more than one in five online shoppers made crossborder 
purchases. The share of crossborder online shoppers in total was 17% in 2016, and it increased 
to 23% in 2018. These are all rapidly growing figures.

Global ecommerce growth is predominantly driven by B2B sales. Total global value of 
both B2B and B2C sales was almost $26 trillion in 2018 – higher than any individual country’s 
GDP. This is an increase of 8% from 2017 and accounts for 30% of global output. The United 
States remains the largest ecommerce market, followed by Japan and China (Table 1). The 
value of B2B ecommerce was $21 trillion or 83% of total global ecommerce, clearly establish
ing the fact that this segment is the current engine of ecommerce growth.

1 Due to changes in its methodology and country revisions to their 2017 data, 2018 UNCTAD estimates 
are not exactly comparable with earlier estimates.
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Source: [UNCTAD, 2020].

The B2C segment totalled $4.4 trillion in 2018, rising 16% over 2017. While the U.S. is the 
undisputed leader in the B2B segment, China leads the B2C segment, followed by the U.S. and 
the UK. Interestingly, China’s own B2C segment is much larger than its B2B segment. In other 
words, China is selling more to individual consumers than to businesses in its own markets and 
other countries. So, any future growth in the B2C segment is expected to benefit the country.

Table 1. ECommerce Sales of Top Ten Economies in 2018

Total E-Comm 
sales, $ Billions

Share of Total 
E-Comm Sales 

in GDP, %

B2B E-Comm 
Sales,  

$ Billions

Share of B2B  
E-comm Sales  

in Total E-Comm, %

B2C E-Comm 
Sales,  

$ Billions

U.S. 8,640 42 7,542 87 1,098

Japan 3,280 66 3,117 95 163

China 2,304 17 943 41 1,361

Korea 1,364 84 1,263 93 102

UK 918 32 652 71 266

France 807 29 687 85 121

Germany 722 18 620 86 101

Italy 394 19 362 92 32

Australia 348 24 326 94 21

Spain 333 23 261 78 72

Top 10 19,110 35 15,772 83 3,338

World 25,648 30 21,258 83 4,390

Note. Figures in shades are UNCTAD estimates.

Source: [UNCTAD, 2020].
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A clear global trend is emerging in the B2C segment – developing and transition econo
mies mainly drive the sales. These economies cover approximately half of the B2C sales of the 
top 20 economies. The U.S., however, contributes significantly here also (Table 2). The engage
ment of Internet users in online purchases varies significantly among these top 20 economies. 
While in the United Kingdom 87% of Internet users shopped online in 2018, the number of 
online purchasers as a percent of total Internet users has been much lower in Thailand (14%) 
and India (11%).

Table 2. B2C ECommerce Sales of Top 20 Economies, 2018

B2C E-Comm 
Sales, $ Billions

Share of B2C  
E-Comm Sales  

in GDP, %

Online Shop-
pers, Millions

Online Shoppers  
(as % of Internet 

Users)

China 1,361 10.0 610 73

U.S. 1,091 5.3 189 80

UK 266 9.3 41 87

Japan 163 3.3 49 49

France 109 3.9 36 75

Korea 102 6.3 27 60

Germany 101 2.6 54 82

Spain 72 5.1 21 62

Canada 44 2.6 24 84

Hong Kong 38 10.4 2 38

Italy 32 1.6 18 47

Netherlands 28 3.1 12 84

Thailand 27 5.3 5 14

Mexico 26 2.1 24 33

Ireland 22 5.7 2 70

Australia 21 1.5 12 73

Russia 20 1.2 30 34

Malaysia 19 6.0 15 53

India 17 0.6 27 11

Brazil 15 0.8 39 34

Top 20 3,574 5.3 1,193 55

Note. Data for some economies are from supplyside surveys that include overseas sales (exports) but 
not overseas purchases. Data for other economies are from demandside surveys that include purchases 
by consumers from overseas (imports) but not foreign sales by companies. Hence the data is not directly 
comparable and should therefore be interpreted carefully.

Source: [UNCTAD, 2020].

The locations of the top 20 companies driving B2C ecommerce reveal the power equa
tion in ecommerce more clearly. Most of these companies are based in China and the U.S.  
(Table 3). These top 10 companies generated almost $2 trillion in gross merchandise value 
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(GMV )2 in 2018. In terms of GMV, Alibaba outcompeted Amazon in 2018. While Alibaba had 
a GMV of $866 billion, Amazon had a GMV of $277 billion. In terms of revenue, though, 
JD.com and Amazon were way ahead of Alibaba. It is likely that capturing market share by 
lower pricing remains the motto of Alibaba. That intention is quite clear if one looks at the mar
gin percentage of these companies. While the margins for JD.com and Amazon are 27.6% and 
21.4%, respectively, Alibaba’s margin in contrast is a mere 4.7%.

Table 3. Top 10 B2C ECommerce Companies by GMV, 2018

Company Based In Industry B2C Revenue, 
$ Millions

GMV,  
$ Millions

Margin, %

Alibaba China Ecommerce 40,383 865,634 4.7

Amazon U.S. Ecommerce 59,372 277,000 21.4

JD.com China Ecommerce 69,834 253,463 27.6

Expedia U.S. Internet media & services 11,223 99,727 11.3

eBay U.S. Ecommerce 10,746 94,580 11.4

Booking Holdings U.S. Internet media & services 14,527 92,731 15.7

Meituan Dianping China Internet media & services 9,589 77,933 12.7

Uber U.S. Internet media & services 11,270 49,799 22.6

Shopify Canada Internet media & services 1,073 41,103 2.6

Rakuten Japan Ecommerce 3,740 30,836 12.1

Top 10 232,028 1,882,806 12.3

Note. GMV = Gross Merchandise Volume/Value, Margin = B2C revenue as a share of GMV.

Source: [UNCTAD, 2020].

Crossborder B2C ecommerce sales totalled $404 billion in 2018, clocking a 7% increase 
over 2017, if sales of top 10 economies by merchandise exports are considered (Table 4). The 
average of crossborder sales is estimated to be around 10% of total B2C ecommerce sales. 
A major exception is Hong Kong, where it amounted to 94%, although the majority of Hong 
Kong’s B2C ecommerce sales are reexports to mainland China.

Table 4. Top 10 Merchandise Exporters in CrossBorder B2C ECommerce Sales, 2018

Cross-Border B2C 
E-Comm Sales,  

$ Billions

Share of Cross-Border B2C 
E-Comm Sales  

in Merchandise Exports, %

Share of Cross-Border B2C 
Sales in Total B2C  
E-Comm Sales, %

China 100 4.0 7.3

U.S. 85 5.1 7.8

UK 40 8.2 15.0

Hong Kong 35 6.2 94.3

Japan 21 2.9 13.1

2 Gross merchandise volume or value is the total value of merchandise sold over a given period of time 
through an ecommerce website. It is a measure of growth of a business.
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Cross-Border B2C 
E-Comm Sales,  

$ Billions

Share of Cross-Border B2C 
E-Comm Sales  

in Merchandise Exports, %

Share of Cross-Border B2C 
Sales in Total B2C  
E-Comm Sales, %

Germany 15 1.0 14.9

France 12 2.0 10.6

Italy 4 0.8 13.9

Korea 3 0.5 3.2

Netherlands 1 0.2 4.4

Top 10 317 3.2 9.6

World 404 2.1 9.2

Source: [UNCTAD, 2020].

Korea and the Netherlands are exceptions on the lower side – their crossborder B2C sales 
in total B2C ecommerce sales are quite low. This implies that their domestic B2C sales are 
hugely more significant than the crossborder ones.

Ownership, Management and Governance of Digital Data

Within international business operations, even earlier data used to be generated. The advent of 
the Internet and subsequent explosion of Internetrelated social media apps and digital plat
forms have now transformed the pace of data generation. Data is now generated at an unprec
edented pace. The greater the proliferation of devices, services and sensors in the economy and 
society, the faster the rate of growth in the volume of data generated will be.

As the digital economy and social interactions are shaped at this unprecedented pace, data 
will increasingly become a valuable and critical resource in international trade and business. All 
data is not valuable, much raw data is not usable either. But, as digital data now can be globally 
used, reused, copied, moved and processed cheaply without any depreciation (data can have 
infinite shelf life) at very fast speeds, data will drive economies of scale and scope in future 
[OECD, 2019a].

Here, the important point to note is that data is also not uniform. Not all data contains 
personal information of people. There are different types of data, and the personal content in
grained in those different categories of data vary accordingly. Global value chain and engineer
ing machinetomachine (M2M) data contains relatively less personal information. On the other 
hand, social media, public services, ecommerce, or even electronic personal communications, 
like emails, hold much more personal content (Table 5). An argument can always be made from 
this personal content classification that apart from global value chain and engineering M2M data, 
all other data should be ideally brought under data localization norms for safety and privacy.

Data is extremely valuable and critical when it is processed and used to improve social and 
economic activities, business products, organizational methods and markets. Therefore, own
ership of useful data will determine market control, monopoly/oligopoly power, and economic 
leverage over competitors. If placed or leaked in the wrong hands, data can also become an 
instrument to commit fraud, crime and terror. So, the ownership and control of data is crucial 
in many ways.

As mentioned previously, the current global digital economy revolves around the U.S. and 
China. If one looks at the major data breaches in the 21st century, quite naturally almost all of 
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those occurred in these two countries (Table 6). The U.S. experienced the greatest number of 
large data breaches in the new millennium. In the absence of any global regulatory and legal 
redressal mechanism, this is why ownership, storage and control of digital data is such an im
portant issue for the future of the digital world.

Table 5. An Indicative Approximate Assessment of Personal Content in Different Types of Data

Type of Data Personal Content  
(on a Scale of 1 to 10)

Business to Business (B2B)

GVC data 2

Engineering (M2M) 4

IoT (M2M) 5

Financial/human resources 7

Business to Consumer (B2C)

Media 7

Consumer 9

Services (e.g. health, financial) 9

Government to Citizen (G2C)

Services (e.g. health, tax, identity, social protection) 10

IoT (e.g. metro, CCTV) 10

Citizen to Citizen (C2C)

Social media 10

Communications (e.g. email, messages, voices) 10

Note. GVC = Global Value Chain, M2M = machinetomachine, IoT = Internet of Things,  
CCTV = Closed Circuit Television.

Scale of personal content from 1 to 10, where 1 is low personal content and 10 is high personal 
content.

Source: [OECD, 2019a].

Current trade and production activities are critically dependent on moving, storing and 
using crossborder digital data. The f low of data facilitates the world’s production process 
through global value chains and international market reach. Data has become a tradeable asset 
and a key component for automation in trade facilitation. Going by some recent estimations, 
crossborder data f lows contribute around $2.8 trillion to global economic activity, which is 
3.5% of global output [Manyika et al., 2016].

Like most other economic resources, data is not equally distributed. The geographical 
concentration of storage is once again around two dominant countries – the U.S. and China. 
Concentration is visible at the sector or firm level as well, with some companies holding far 
more volumes of data than others. Thus, data savvy firms and two dominant countries naturally 
hold comparative future advantage in international digital trade and business. These entities will 
also have an unfair advantage in blocking the future entry of new competitors – both at country 
and firm levels [OECD, 2019b].
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Table 6. The 15 Biggest Data Breaches of the 21st Century

Company Location  
of Headquarters

Month/Year Impact

Adobe U.S. October 2013 153 million user records

Adult Friend Finder U.S. October 2016 412.2 million accounts

Canva Australia May 2019 137 million user accounts

eBay U.S. May 2014 145 million users

Equifax U.S. July 2017 147.9 million consumers

Dubsmash U.S. December 2018 162 million user accounts

Heartland Payments 
System

U.S. March 2008 134 million credit cards exposed

LinkedIn U.S. 2012 & 2016 165 million user accounts

Marriott International U.S. 2014–18 500 million customers

My Fitness Pal U.S. February 2018 150 million user accounts

MySpace U.S. 2013 360 million user accounts

NetEase China October 2015 235 million user accounts

Sina Weibo China March 2020 538 million accounts

Yahoo U.S. 2013–14 3 billion user accounts

Zynga U.S. September 2019 218 million user accounts

Source: [Swinhoe, 2020].

Primarily due to this reason, data localization is important and the policy positions taken 
by quite a few developing countries, including India, in favour of data localization and local 
data storage assume considerable significance.

However, as data is getting churned out digitally at an astonishing pace, the perceived seri
ousness of data concerns is still largely evolving. There is no comprehensive legal digital frame
work at the global level that can deal with social, economic, security and safety issues related 
to data. Currently, different legal frameworks are used to deal with datarelated problems. For 
example, copyright and related rights are considered for issues of data ownership, while privacy 
protection laws govern personal data.

The undefined and f luid nature of digital data in its genesis, generation, transformation 
and dissemination prevents the formation of any clarity in the global digital ecosystem’s safety 
and security. As a result, each side involved in any data dispute tries to fiercely protect its inter
est while a universal framework remains as elusive as ever.

Data Safety and Concerns of Developing Countries

The debate around ownership, control, and management of global digital data, particularly 
emanating from the proliferation of ecommerce across borders, confronts three new realities. 
First, the principal custodians of digital data – the U.S. and China – fall well short of their du
ties to prevent data breaches and thereby to protect the economic and civil rights of individual 
consumers in developing countries. These custodians also failed to generate local value by cre
ating enough jobs and spurring innovations in these base countries [Saran, Gupta, 2019]. 
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Second, the custodians have failed to provide any legal and economic redressal to de
veloping country consumers following these data breaches. Local jurisdictions, even if f lawed 
and underdeveloped, probably would have a better chance of redressal for these developing 
country consumers [Saran, Gupta, 2019]. Foreign legal frameworks, at the storage base of this 
data, completely ignore the material and privacy loss incurred by these consumers due to data 
breaches. There is a lack of digital redressal frameworks, but countries concerned about data 
security can always establish them. On the other hand, internationally there is no real incentive 
for the big players or the dominant digital countries to erect a multilateral governing frame
work – simply because those will escalate the costs of production and providing services.

Since most cloud providers back up data across multiple sites, if any individual’s data is on 
the cloud she will never exactly know where her data is stored. In 2011, of the top 10 data storage 
centres nine were located in the U.S. and one in Ireland [Kar, 2011]. China’s recent digital surge 
implies similar data storage in that country. In terms of transparency, the individual consumer 
or user practically never knows where her data is.

Third, the current lopsided concentration of data storage in two countries prevents the 
international market for data from determining the accurate valuations of storage. For example, 
if India (or other countries) makes an entry in this data storage market riding on a global data 
localization convention, then prices of data storing are likely to plummet. India has previously 
shown that potential during episodes such as the Y2K problem and the business process out
sourcing phenomena. India’s ability to provide digital services at a fraction of the cost of that in 
the West fundamentally altered these digital markets [Saran, Gupta, 2019].

In various documents, it is often said that under existing WTO/GATS (World Trade Or
ganization/General Agreement on Trade in Services) rules and commitments with respect to 
data localization measures, there is no provision that can prevent members of the WTO from 
regulating trade in services in a “reasonable, objective and impartial manner” to protect in
dividual country’s interests. However, these rules also say that Mode 13 does not require the 
supplier’s presence or operation in foreign country, and GATS commitments cover all means 
of supplying services. Interpretation of these provisions at multilateral levels boils down to the 
conclusion that data localization violates the tenets of free trade in services [Crosby, 2016].

The GATS also lacks clarity while defining “services,” though services need to be identi
fied and classified for the operation of the agreement. As a result, no WTO member is obligated 
to use any particular classification system for the scheduling of specific commitments on mar
ket access and national treatment [Weber, Baisch, 2013; Zhang, 2015]. This further complicates 
the creation of a multilateral framework on data privacy and security.

Different states employ various restrictions on crossborder data f lows with different ob
jectives, targeting all or specific types of data. In spite of repeated calls for the creation of a mul
tilateral framework to ease the f low of data across borders the deadlock at the WTO on this data 
issue remains [Sen, 2018]. Cybersecurity and privacy concerns are predominant reasons for 
countries to create these data restrictions. The real reason for these data restrictions, however, 
lies in the existing gaps between trade law and Internet governance [Mishra, 2020]. 

Many governments are now open to the idea of data localization, particularly of sensitive 
data related to national interests, after the series of intelligence report disclosures, including the 
Edward Snowden episode [Hill, 2014]. However, there is a clearcut distinction between this 
ethical angle and business data localization.

After years of negotiations, the European Union (EU) passed the General Data Protec
tion Regulation (GPDR) to resolve most of these data safety related problems. However, regu

3 Mode 1 trade in services (also known as “crossborder” trade in services) includes the crossborder f low 
of data as required to produce, distribute, market, sell and deliver services internationally.
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lators, business and relevant people in the EU since then are grappling with the difficult task 
of establishing an allencompassing legal regulatory regime. There are visible gaps between the 
legislation and the enforcement. New issues have cropped up regarding the transparency and 
control of data generated by cloud computing. The job of creating a larger framework to provide 
data security and safety has proven to be easier to draft than to implement [Hon et al., 2016; 
Ryan, Falvey, Merchant, 2013; Zarsky, 2017].

There are inconsistencies in the GDPR’s formulation as well. For example, the framework 
stipulates that the end user’s consent should be valid, freely given, specific, informed and active. 
But, questions about the lack of enforceability remains. A recent 2020 study has shown that the 
top five big tech companies – Google, Amazon, Facebook, Apple and Microsoft – use dark 
patterns4 in their consent obtaining mechanism. That can nullify the objective of GDPR and 
compromise individual consumers, as the redressal mechanism is largely absent across coun
tries [Human, Cech, 2020].

Though some digital companies begin operations by using local storage apps and facilities, 
later most of them shift toward cloud storage. For example, music app Spotify started with local 
storage but later shifted to Google cloud for storing data. Though Google has servers in multi
ple locations across the world, data locality of the services is governed by the terms of service, 
which are decided by the company itself. For any unique security and/or compliance need the 
customer has to deal with the Google service team only. Needless to say, if there is a conflict or 
dissatisfaction the consumer has nowhere else to go.

In India, the debate around data localization started when the Reserve Bank of India 
(RBI) in its April 2018 notification stipulated that “all system providers shall ensure that the 
entire data relating to payments systems operated by them are stored in a system only in India” 
[Raghavan, 2019]. However, India is not the only country to show a policy tilt toward data 
localization. Most importantly, the digital challenger to the U.S., China, has strict data locali
zation norms. Countries like Russia, Indonesia, Nigeria and Vietnam have also implemented 
tough rules around data localization [Loufield, Vashisht, 2020].

There are other countries that have their own reservations against erecting an international 
framework around ecommerce in the WTO and other plurilateral deals, without taking into 
consideration the concerns of developing countries. An “ecommerce for development agenda” 
is synonymous to “another trade liberalization agenda” for them. Any attempt to form new 
rules on ecommerce has to create relief for these developing countries. 

The ecommerce rules envisaged in WTO proposal drafts or in the provisions of the Com
prehensive and Progressive Agreement for TransPacific Partnership (CPTPP),5 these coun
tries fear, would further marginalize the poor economies. A new set of rules for ecommerce 
has been proposed, discussed and negotiated at the WTO level, in spite of many developing 
countries opposing it. The aim was to have a consensus draft by mid2020. In a way, groups 
of developed countries pushed for it. Developing countries, however, felt that the draft rules 
would only smooth the way for big tech multinationals [TJM, 2020]. 

4 A dark pattern is defined as a user interface that is carefully crafted to trick users into giving consent 
for buying or indulging in unintended and involuntary products and services. In other words, a dark pattern 
compels the user to do something which she otherwise would not do.

5 This was originally slated to be the TransPacific Partnership (TPP), but the withdrawal of the U.S. 
from the negotiations resulted in the signing of the CPTPP without America. This is a trade agreement between 
Australia, Brunei, Canada, Chile, Japan, Malaysia, Mexico, New Zealand, Peru, Singapore and Vietnam. This 
plurilateral treaty came into effect on 30 December 2018. The original TPP provisions on ecommerce have 
been maintained in the CPTPP. In this paragraph the provisions of the CPTPP, therefore, mean those original 
provisions in TPP – on which the group of African countries opined.
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A group of African countries (at the 2017 WTO Ministerial Conference) aptly summarized 
its position in a submitted written document,6 saying, “The narrative is that multilateral rules 
on ecommerce will leapfrog development through the power of MSMEs (medium, small and 
micro enterprises). Yet, the proposed typology of rules (at WTO)… is that MSMEs… are the 
least likely to be able to effectively compete with multinational corporations, who have become 
global digital leaders, and have decimated smaller companies and who have benefitted from 
digital industrial policies such as subsidies, R&D subsidies, development of, and access to, 
and ownership of technologies, economies of scale, governmentsponsored infrastructures, tax 
benefits etc.” [WTO, 2017].

Given the absolutely lopsided composition of the ecommerce global ecosystem, around 
two countries with the largest GDPs in the world, these concerns cannot in any way be branded 
as baseless. One of these deep concerns is the issue of data storage, of which data localization 
can be an effective global solution. Unfortunately for the big players and the leading digital 
countries localization is a potential barrier to growth. It is perceived to create impediments by 
adding costs to online selling to customers abroad [Fefer, 2019].

However, the developed countries’ position is best articulated in the CPTPP’s Chapter 14 
on ecommerce which states in Paragraph 2 of Article 14.13: “No Party shall require a covered 
person to use or locate computing facilities in that Party’s territory as a condition for conduct
ing business in that territory.” Paragraph 3 further adds: “Nothing in this Article shall prevent 
a Party from adopting or maintaining measures inconsistent with the paragraph 2 to achieve 
a legitimate public policy objective, provided that the measure: (a) is not applied in a man
ner which could constitute a means of arbitrary or unjustifiable discrimination or a disguised 
restrictions on trade; and (b) does not impose restrictions on the use or location of computing 
facilities greater than are required to achieve the objective” [NZFT, 2018].

The shorthand of this legal text is that any country under this plurilateral agreement will 
not be able to direct any multinational digital and ecommerce company to store data on the 
home country’s soil. As mentioned before, this not only jeopardizes the redressal in case of a 
data breach, but also takes the most critical component or input of the digital economy and e
commerce – that is, data – away from the host country. So, the host country will provide the 
consumer market for the digital players but will be unable to use that most valuable input of the 
digital business for its own benefit.

The Pandemic and Global E-Commerce

Like any other economic and business activity, global ecommerce is presently experiencing 
upheavals due to the COVID19 pandemic. The WTO has published an information note about 
current developments in ecommerce in the following key spheres [WTO, 2020].

• Widespread implementation of lockdowns, social distancing and other related meas
ures to contain the pandemic has resulted in spurts in online shopping, social media use, 
Internet telephony and teleconferencing, and streaming of videos and films.
• There have been subsequent spikes in both B2C and B2B ecommerce sales. A rise in 
B2C volume is particularly noticeable in online sales of medical supplies, household es
sentials and food products.
• Demand has gone up for Internet and mobile data services, resulting in a rush to aug
ment network capacity and spectrum by network operators and governments everywhere. 
However, online service components of industries like tourism have plummeted.

6 This document was previously circulated as JOB/GC/144 dated 20 October 2017 at the WTO. The 
subsequent statement (from which the quotation is made) is without prejudice to the position of one member.
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• Though ecommerce for goods and services is experiencing a rise in demand, on the 
supply side there are sporadic disruptions. That poses the principal challenge to ecom
merce for the time being. Other challenges include price gouging (increase in prices to 
unreasonably higher levels) for specific products, product safety concerns, deceptive prac
tices, cybersecurity concerns, the need for higher bandwidth, and other sectoral develop
mental concerns.
• The pandemic has underlined the requirement to bridge the digital divide – both with
in and across countries. Contrary to the claims and expectations of the digitally devel
oped block (as mentioned earlier), smaller producers, sellers and consumers in developing 
countries and LDCs failed to participate in fulfilling the additional demand created by the 
pandemic. In other words, bigger players are reaping most of the benefits from this surge 
in ecommerce demands the world over. 
• Though governments and the private sector tried their best to augment capacity to en
sure smooth ecommerce transactions and facilitate digital transactions, in places the ef
forts have been inadequate to cope up with the challenges.
• Though the WTO report hopes for international cooperation and further development 
of international policies for online purchases and supply, the reality is just the opposite. 
Already the world is experiencing conflicts appearing at all levels, including trade, busi
ness and political spheres.
This pandemic has exposed the fault lines existing in the dominant economic and business 

model that most of the countries in the world are following. Existing inequalities and divides 
have further sharpened during this pandemic. While the poor and vulnerable suffer the most in 
every country due to lockdown and other restrictive measures, the rich and the powerful remain 
relatively unscathed.

While this onceinalifetime crisis provided new opportunities for large multinational 
digital and ecommerce players, smaller producers do not seem to be reaping much benefit. 
In the coming months and probably many years, digital operations will not be optional but 
mandatory to survive. Widespread digitization of operations will be costly and is likely to hit 
the smaller firms badly. The pandemic has strongly affected 55% of businesses, according to a 
recent survey. While nearly two thirds of micro and small firms said that the crisis strongly de
teriorated their business operations, 40% of the larger companies reported such consequences. 
More alarmingly, one fifth of the small and mediumenterprises reported a risk of permanently 
shutting down in another three months if the pandemic continues unabated [ITC, 2020]. If the 
pandemic continues in some form or the other in the next year, definitely rich multinationals 
will get richer, and many small and medium digital ecommerce firms will be wiped out.

As bigger ecommerce players go from strength to strength, there will be greater clamour 
against data localization. Large players and technologically developed countries (where most 
of the ecommerce multinationals are located) are likely to underplay the perils of data security 
and safety. The basic problem of not having data localization – a huge gap in redressal and 
compensation in case of a data breach – will remain unresolved. The battle for a fair market
driven global consumer space will also remain totally lopsided, in favour of the economic North 
and gigantic ecommerce behemoths. That is not a desirable and equitable future of global 
digital development, at all.

Conclusion

Data is the new powerful form of capital in a digital world. The ownership of data is going to 
shape the future ecosystem of digital business and ecommerce. Not storing data locally pro
vides an undue advantage to the bigger players in the market. The ownership of digital technol
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ogy and subsequent ownership of digital data is very lopsided, as both these are concentrated 
around the U.S. and China. This creates an undue advantage for these countries and the digital 
multinationals originated there. 

This undue data advantage is also likely to be a weapon in the hands of these huge digital 
firms to create barriers for new entrants. That will, as a result, give rise to monopoly and even 
oligopoly powers. It is not desirable for future pricing trends and fair competitive market op
erations. On top of these, data safety issues of consumers in developing countries are largely 
ignored and are not discussed in any forum. Repeated data breaches and resultant material, 
financial and privacy losses of consumers and users are not considered at all. In the absence 
of any international digital regulatory and legal framework, consumers in developing countries 
and LDCs remain at the mercy of the big digital multinationals.

Storing data locally can be an effective way to tackle these problems. Data localization can 
bring the data storage market prices down considerably, which will be beneficial for society. It 
can also inject sufficient incentive to spur technological innovations in the data storage system. 
If workable templates of data safety and privacy frameworks can be built locally, then consum
ers’ rights will also be protected. Data localization, in addition, has the potential to positively 
contribute to the creation of quality jobs and effective redressal of data leakage related damages 
in the developing countries and LDCs. 

There is an absence of data governance locally in most countries. However, erecting a lo
cal data governance framework is easier than creating an international one. Data localization 
has the potential to be the first step toward establishing robust local governance structures, ac
cording to the unique and specific needs and objectives of the host country.

The COVID19 pandemic has considerably sharpened the existing conflicts in the ecom
merce ecosystem. However, treating this crisis as an opportunity and advocating for digital data 
safety and security by means of data localization should be the ideal strategy to adopt for the 
developing and emerging economies. The future equitable gains in digital trade and develop
ment will automatically follow.
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What is Explanatory Nationalism?

While the explanatory nationalist bias is often discussed in the literature, there are various theo
retical traditions with different explanatory emphases. For example, International Relations 
(IR) scholars have discussed the caveats of the nationalist bias over several decades [Adam
son, 2016; Brenner, 1999; 2001; Heiskanen, 2019; Kessler, 2012], although the impact of these 
critical insights on the mainstream neorealist and neoliberal IR scholarship has been limited. 
Mainstream theories of international relations not only narrow their focus to the interaction of 
states, but they also assume the states to be fairly contained, treating the state and society almost 
as synonyms [Chernilo, 2010; Walker 1993; 2010].

The nationalist approach also provides a starting point in theory of justice, as the domain 
of justice has typically been contained to the political community: distributive justice “presup



INTERNATIONAL ORGANISATIONS RESEARCH JOURNAL. Vol. 15. No 3 (2020)

102INTERNATIONAL ORGANISATIONS RESEARCH JOURNAL. 2020. Vol. 15. No 3. P. 176–201

poses a bounded world” [Walzer, 1983, p. 31]. Global justice is then typically conceptualized 
from this perspective, most famously in John Rawls’ theorizing in which “peoples” are treated 
almost as if they were individuals acting within a “society of peoples” [Rawls, 2001]. As theories 
of justice and international relations are key theoretical backgrounds for analyzing global prob
lems, such problems are often explained in nationalist terms.

The dependency school, critical international political economy literature and cosmo
politan IR theory, for their part, have adopted markedly nonnationalist approaches [Barnet, 
Müller, 1974; Beardsworth, 2011; Strange, 1970]. Dependency theorists argue that structural 
economic imbalances sustain poverty and other social ills in lowincome countries: develop
ment in the Global North is enabled by underdevelopment in the Global South. This results 
from capital’s geographical accumulation and the division of labour in global trade, which re
sults in the economic periphery’s deteriorating terms of trade relative to the economic core 
[Baran, 1962; dos Santos, 1970; Frank, 1966; Hopkins, Wallerstein, 1977; Koos, Keulman, 
2019; Prebisch, 1950]. Contemporary cosmopolitan theory focuses on the global community, 
and on interdependence more generally. Authors such as Charles Beitz [1979], KokChor Tan 
[2004] and Thomas Pogge [1998; 2002] have argued that the political and economic world or
der contributes in many ways to the social condition of lowincome countries.1

Belonging to the (loosely defined) category of cosmopolitan theorists, Pogge coined 
the inf luential concept of “explanatory nationalism,” referring to the tendency to empha
size domestic factors and downplay extradomestic factors when explaining problems such 
as extreme poverty [Pogge, 2002; 2001]. Explanatory nationalism comes close to the broader 
notion of “methodological nationalism” [Beck, 2007; Chernilo 2010; 2011], a “framework 
that seeks to explain national patterns and trends by reference to national factors” [Gore, 
1993, p. 78]. This definition implies that sufficient explanations can be drawn from analyzing 
domestic factors in the design of questions, theoretical formulations and hypotheses; being 
particularly attentive to the domestic component of complex problems; constructing theo
retical starting points with concepts referring exclusively to intra state matters; and systemati
cally ignoring the role of factors external to the country. In general, the design of theories and 
methodologies takes for granted the state, its sovereignty and the powers of its government 
[Roche, 1992, pp. 184–5]. 

Especially in IR studies, there is a habit of grounding methodological nationalism on a 
substantialist ontology, which means that as entities, states are seen as preceding their interac
tion, only to be set into motion later [Jackson, Nexon, 1999]. According to authors who have 
criticized this dominant tendency, states should not be seen as having an ontological priority to 
relations; rather, connections between states “are the basis upon which the nationstate exists 
at all” [Giddens, 1987, pp. 263–4]: for instance, the very idea of territorial sovereignty was born 
out of the exploitative relations of Europeans with other nations [Anievas, Nişancıoğlu, 2015]. 
Methodological nationalism not only incites disproportionate attention to states’ internal pro
cesses, but it also leads to a situation where outcomes of deep interdependencies are treated as 
“external shocks” [Jackson, Nexon, 1999].

This nationalistic approach is visible both in theoretical and empirical research, as these 
inform and strengthen one another: theory informs problem formulation, and the aspects of 
empirical results that appear to confirm the theory often get highlighted in interpretation. These 
phenomena can be illustrated by focusing on the interplay between institutional theory and the 

1 Naturally, not all theorists have sought to adopt either position in a strict manner. Some political phi
losophers, especially in the early 2000s, sought balance between the approaches [Tan, 2004; Haydar, 2005; Satz 
2005].
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idea of governance as ranking. This angle also expands analysis to the field of economics. The 
developments in mainstream IR have been greatly influenced by various economicsrelated ap
proaches, from statistical analysis to game theory – as well as institutional theory [de Mesquita, 
Smith, 2012; Koos, Keulman, 2019].

Institutional theory aims to explain social and economic progress (and the lack of them) 
by the quality of national institutions. Institutions are seen to create mutual trust and foster a fu
ture perspective among people by clarifying and enforcing the norms of the society [Acemoglu, 
Robinson 2012; de Soto, 2000; North, 1990]. The institutional school argues that institutions 
“provide dependable property rights, manage conflict, maintain law and order, and align eco
nomic incentives with social costs and benefits” [Rodrik, 2003, p. 10]. Furthermore, they are 
“the rules of the game in a society or, more formally, are the humanly devised constraints that 
shape human interaction” [North, 1990, p. 3].2 While institutional malfunction is sometimes 
seen also as an outcome of historical external factors such as colonialism [Acemoglu, Robinson, 
2012], institutional theorists broadly find that domestic institutions provide sufficient explana
tions for social and economic progress in all countries.

The idea of performance as success in country rankings has recently gained popularity in 
organizing empirical data [Rotberg, 2018, p. 35]. Performance indicators ranking individual 
countries or public actors’ achievements of given objectives [Bhuta, Malito, Umbach, 2018, 
p. 7] are routinely used to attract attention to the relative performance of countries in a given 
policy area [Kelley, Simmons, 2014, p. 4; Mügge, 2016]. While this can be done for various 
purposes and with different intentions, rankings enforce an idea of countries as separate en
tities with different degrees of success in performance within given policy fields [Andrews, 
2008; Broome, Quirk, 2015; Carroll, Jarvis, 2015; Kelley, Simmons, 2014; Thomas 2010].3 
Often such indicators are developed in cooperation between academics and international or
ganizations.4

The former is a broad theoretical approach with significant power in explanation, while 
the latter is a method of organizing information on global issues. Neither of the approaches 
can be empirically refuted, nor is there anything empirically incorrect about them. They are 
merely perspectives for organizing and interpreting empirical information. Therefore, the limits 
of epistemology must be appreciated when choosing such approaches.

Explanation, Epistemology and Organizations

The critique of explanatory nationalism has been largely confined to the sphere of epistemol
ogy. Consequently, the problem of finding the adequate mode of explanation is seen as a chal
lenge that should be resolved by epistemologically accurate arguments, for example by locating 
the most relevant causally contributing factors. Pogge [2002] implies that the task of philoso
phers is to put forward better arguments; ideally, the conflict between explanatory nationalism 
and explanatory cosmopolitanism could then be resolved on the level of mere argumentation.  
 

2 See also D. Landes [1998], D. Acemoglu, S. Johnson and J. Robinson [2002], and D. Rodrik, A. Sub
ramanian and F. Trebbi [2004]. 

3 One demonstration of the current power of indicators is how they attract public attention to policy is
sues. For example, the introduction of the United Nations Development Programme’s (UNDP) Human De
velopment Index facilitated the transformation from the 1980s structural adjustment programme era to a more 
pluralistic policy debate that also paid attention to human development [Stein, 2008, p. 23].

4 As one example, the influential Corruption Perception Index was developed together with Transparency 
International and University of Passau [de Maria, 2008].
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Explanation can then be seen as a matter of locating accurate causal chains [Brady, 2011], which 
can be analyzed, for example, by identifying counterfactual scenarios [Fearon, 2011]. The one 
exception recognized in Pogge’s account is his idea that explanatory nationalism is morally 
comforting to the residents of the Global North.5

Yet, taking a conclusive position on different types of explanations for complex phenomena 
is often demanding. This difficulty is particularly acute in attempts to explain global problems. 
Finding a consensus over the most accurate explanation is highly unlikely. Rather, competing 
theories with different approaches can be simultaneously convincing within their theoretical 
frameworks. These frameworks include concepts, methodologies, ontologies and assumptions 
about the nature of social reality. Approaches like country rankings are not misguided in the 
sense of being refutable. Rather, they take as given the concepts and ontological approaches that 
guide the organizing of data.

Furthermore, explanatory models tend to be somewhat selfreinforcing, as already 
T.S.  Kuhn [2012] noted in his analysis of scientific paradigms. Observations are necessarily 
theoryladen and their interpretation often enforces the underlying theory, at least in the 
absence of major anomalies. Generally, differences in theories lead people to “see different 
things, make different interpretations of the way things are, and support different courses of 
action concerning what is to be done” [Rein, Schön, 1993, p. 147]. For instance, explanations 
based on the market ontology tend to seek remedies to identified problems from imperfections 
in the functioning of markets (for an example, see A. Morgan [2020]).

Instead of eventually identifying the superior framework for explanation, the choice 
between nationalist and globalist explanations is affected by extrascientific factors such as 
convention, individual preferences, and, ultimately, the broader political atmosphere. This 
does not mean that a politically powerful government could enforce any particular explanation 
to social problems. But, in certain political and institutional settings, some explanations 
become naturalized as dominant rationalities, referring to “the way problems are named and 
made understandable, attached to morality, and organised into spheres of knowledge” [Miller, 
Rose, 2008]. 

These remarks point to the need to analyze explanatory nationalism more broadly than in 
the confines of the epistemological framework. The role of explanations should be seen also as 
outcomes of longlasting cultural and political developments, struggles and institutionalization, 
influenced by the interference of various policyrelated and academic forms of knowledge 
production and transference. These processes can be conscious and deliberate, but they can 
also impose cultural and political ideas that have become naturalized in the current moment of 
time.

The neoGramscian school has become known for its analyses of the political aspects 
of social scientific knowledge production [Cox, 1983; Gill, Law, 1989; Morton, 2007]. Neo
Gramscian analysis revolves around the contents of a broadbased consent, or “the common 
sense,” as expressions of hegemony. “Common sense” refers to the ideas that become accepted 
as natural and objective by mediating collective agency embedded in social practices [Rupert, 
2003]. While such common sense is open to multiple interpretations, it nevertheless lays the 
ground for political explanation, thus determining explanatory hegemony. NeoGramscians 
analyze social reality as a constant struggle between ideas to achieve and maintain the status 
of common sense. The politics of dominance is then not merely a process of imposing power 

5 The moral comfort arises from the fact that nationalist explanations enable citizens in the Global 
North to see themselves as assisting the global poor, rather than contributing to harming them. This dynamic is 
strengthened by the ways in which explanatory nationalism systematically downplays the role of these harmful 
contributions [Pogge, 2002].
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in the formal sense but also engaging in a cultural struggle to impose and continuously defend 
given ideas as “how the world works” [Kashwan, Maclean, GarcíaLópez, 2019]. An often
cited recent example of such politics of dominance is the neoliberal turn in the 1980s, which 
became a turning point in dominance within the world of ideas, rather than only within formal 
politics [Owusu, 2003; Plehwe, 2007].

The struggle over hegemony is not limited to the sphere of ideas but involves a constant 
and complex interplay between explanations and organizations that develop and convey these 
explanations. Not only are political organizations informed by dominant explanatory tendencies, 
but explanatory tendencies are exacerbated by organizational practices and preferences. These 
organizational practices and preferences, in turn, become aligned with the dominant modes of 
explanation. Thereby, it is difficult to analyze the relations between explanations and politics 
in strictly causal terms (A causes B). The organizationally embedded common sense becomes 
selfreinforcing the same way as scientific paradigms do. Further, the mere existence of an 
organization can uphold an explanatory idea and broadly function against challenges to this 
common sense [Hale, Held, Young, 2013]. Therefore, attention must be paid to the ways in 
which ideas diffuse between research agendas on the one hand and the functioning, priorities and 
missions of organizations on the other [Ban, Gallagher, 2015]. Moreover, within international 
organizations, the dominant epistemic communities typically share common conceptions 
and modes of thinking about how the world works [Finnemore, Sikkink, 1998; Haas, 1992; 
Henriksen, Seabrooke, 2015]. This tendency is further strengthened by the transnational 
policy professionals’ role as mediators and arbitrators of ideas, as they work in multiple roles in 
academia as well as in nongovernmental and intergovernmental organizations [Bueger, 2014; 
Seabrooke, Wigan, 2016]. 

Generally, organizations produce ideas that align with their mandates and underlying path 
dependencies [Miller, Rose, 2008]. This dynamic is particularly visible in international politics, 
where organizations are often created in order to identify and respond to certain problems. This 
means that the very structure and mission of the organization reflects particular ideas about 
the sphere of explanation. The habit of following given explanatory tendencies further extends 
to the broader organizational constellation: while bodies with various approaches can exist, 
ones based on a hegemonic explanatory can sideline others in the daily practices of knowledge 
production and policymaking. Naturally, these organizations also need resources and political 
support, which are often associated with hegemonic positions.

Below, how explanatory nationalism works is analyzed from the theoretical perspective 
outlined above. To emphasize the significance of extraepistemological factors, the object of 
analysis is called “the politics of explanatory nationalism.” The object of analysis is a single 
exemplary case: the international turn from addressing the societal and political impact of 
multinational enterprises (MNEs) in the Global South to the good governance agenda in the 
1970s–80s. How explanatory nationalism shaped the United Nations’ (UN) approaches to 
MNEs is analyzed, demonstrating how explanatory nationalist and global tendencies change 
within organizations. This shift of approach within the international community was critical for 
the policy shift toward corporate responsibility, anticorruption and good governance agendas. 
Therefore, it can be seen as a critical case study that exemplifies the potential impact of similar 
major shifts in other policy fields.

Data is generated from official documents related to events that were important in 
reconstructing historical narratives. The main research material consists of various documents 
and reports issued by the UN Centre on Transnational Corporations (UNCTC). The reports 
were fetched from the website archive.org, given that the UNCTC’s website is no longer 
operational. Other documents produced by the UN have also been used. This data is combined 
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with an extensive literature review on the history of relevant UN bodies. The UNCTC published 
altogether 265 documents [Hamdani, Ruffing, 2015]. The material published on the internet 
is not comprehensive, but the most important reports and their supplementary materials were 
available and are included in the research material. Utilizing process tracing [Collier, 2011], 
the research material allowed the construction of a historical narrative of the key moments and 
elements in the rise and demise of the MNE agenda. The narrative is constructed especially 
around organizational turning points but pays attention also to the emergence of rationalities, 
launching events or “sparks,” and possible contestation to rationalities and institutional 
priorities.

The emergence of the regulation of MNEs (transnational agents) on the UN policy 
agenda is analyzed first, showing how this agenda became institutionalized, how it became 
ideologically contested and how it was finally dissolved. This demonstrates how the good 
governance and anticorruption agendas (as nationalist explanations) emerged as alternative 
explanatory frameworks. It also shows how parts of the existing criticism were successfully 
incorporated into this agenda, as the corporate responsibility agenda adopted a twisted version 
of explanatory cosmopolitanism. The purpose is to show how hegemonies were constructed 
both culturally and organizationally and how hegemonies resisted, or failed to resist, external 
criticism. This involves identifying key turning points and conditions for the institutionalization 
of given explanatory tendencies: a systematic categorization will be presented in the conclusions.

Emergence of the Agenda on MNEs and Power

The political and societal influence of MNEs emerged on the UN agenda by the 1970s, as deci
sion makers began to grasp the impact of the rise of MNEs’ power relative to the power of gov
ernments. In addition to the lack of policylevel attention, MNEs had been undertheorized, as 
most social sciences (including IR) had generally neglected their role [Strange, 1970; Ylönen, 
2018]. The powers of MNEs were particularly visible when negotiating on prospective invest
ments, as they began to expect perks (such as tax breaks); the MNEs also often have the upper 
hand over poorly resourced tax authorities, which enables them to shift their profits abroad with 
little or no taxes paid [Swank, 2016].

Yet the emergence of MNEs on the political agenda hardly resulted from a sudden 
realization of their impact. The ground was prepared by the increased global prominence of the 
broader development agenda, which pushed the UN to address the relationship between MNEs 
and developing countries in various resolutions in the early 1970s. This agenda was influenced 
by the developmentalist aspirations that had manifested in the UN’s Economic Commission 
for Latin America and the Caribbean, as well as in other fora [Ylönen, 2018]. Yet the major 
spark to unleash the MNErelated agenda was a bribery scandal involving a major American 
multinational enterprise, ITT, which began to unravel in 1972. The case involved bribes that 
the company had offered to the Nixon administration to keep Salvador Allende out of power 
in Chile. The resulting public outrage provoked a series of U.S. Senate subcommittee hearings 
on not only the ITT incident but on a range of other issues related to American MNEs. As an 
example, critics accused Nestlé of dressing its salespeople to look like doctors and nurses to 
boost the sales of their breast milk substitutes [Moran, 2009, p. 92].

The policylevel and public attention was further bolstered by influential literature 
on MNEs, especially Jacques ServanSchreiber’s [1968] Le Defi Americain (The American 
Challenge), Kari PolanyiLevitt’s [2002, orig. 1970] Silent Surrender, and The Global Reach 
by Richard Barnet and Ronald Müller [1974]. These works addressed the potential threats 
of MNEs generally, in addition to specific themes such as the taxavoiding opportunities of 
large MNEs. The subsequent policy developments contributed to the establishment of an 
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organizational structure that relied on a highly internationalist conception of development and 
its counterforces. Within the UN, the July 1972 meeting of the Economic and Social Council 
(ECOSOC) turned out to be of particular importance, with Juan Somavía from Chile calling for 
a highlevel expert commission to study MNE operations in developing countries [Katzarova, 
2019]. According to the resolution, “the international community has yet to formulate a positive 
policy and establish effective machinery for dealing with the issues raised by the activities of 
these corporations.”

The Group of Eminent Persons consisted of members from the public sector, public and 
private enterprises and the academy. Observers were invited from different UN agencies, the 
World Bank, and the International Monetary Fund (IMF). Raúl Prebisch, who has often been 
called the “Latin American Keynes” [Caldentey, Vernengo, 2015], contributed to the group’s 
efforts as a consultant [Sagafinejad, Dunning, Perlmutter, 2008, p. 47]. The farreaching 
outcome report, entitled Multinational Corporations in World Development, was finalized 
in 1973. Among other things, the report highlighted a need for international regulation that 
would address MNEs’ impact on the Global South. In addition, the report called for creating 
an international code of conduct, establishing an information centre within the UN to study 
MNEs, and setting up an international registry of MNEs [Chance, 1978; Rahman, 1998,  
p. 599].

The report was discussed in a hearing attended by several prominent corporate executives, 
government officials and academics. In conclusion, the UN decided to form the Commission 
of Transnational Corporations, which oversaw the UNCTC. The commission began operating 
as an autonomous UN centre in 1975. It was tasked to serve as the focal point on MNErelated 
issues within the UN, to draft a code of conduct and, if possible, also a general agreement on 
MNEs, and to undertake research and policy projects and to give policy advice [Chance 1978]. 
The centre was also tasked to provide support to the commission (and ultimately to ECOSOC), 
to develop an information system on MNEs’ activities, to organize technical cooperation, and 
to conduct research on various economic, legal, political and social aspects of MNEs [Sagafi
nejad, Dunning, Perlmutter, 2008, p. 92].

K. Hamdani and L. Ruffing [2015, p. 15] argue that the performance of the UNCTC 
rested on four pillars. First, even though the centre was a part of the UN secretariat, its 
executive directors were highly independent: as one example of this independent mindset, the 
first executive director, Klaus Sahlgren, managed to negotiate an institutional arrangement 
where he reported directly to the UN’s secretarygeneral. Second, recruitment decisions 
put strong emphasis on talent. Recruitment of worldclass expertise in technical matters for 
shorter periods was prioritized over longerterm contracts with less prominent experts. Third, 
the centre recruited the best expertise in its substance areas internationally with shortterm 
contracts. Fourth, voluntary contributions from members enabled fast responses to government 
requests for information and advice [Hamdani, Ruffing, 2015, p. 15].

The unfinished draft version of the document from 1983 illustrates the farreaching nature 
of UNCTC’s analyses [Commission on Transnational Corporations, 1996]. Among other 
things, the draft document stated that MNEs should “carry on their activities in conformity 
with the development policies, objectives and priorities set out by the Governments of the 
countries in which they operate,” as well as in accordance with relevant intergovernmental 
agreements [Ibid., p. 153]. In addition, MNEs were supposed to respect the human rights 
and fundamental freedoms of the host countries, including nondiscrimination policies. 
Importantly, the corporations were also expected to refrain from interfering in both internal 
affairs of host countries, as well as in intergovernmental negotiations [Ibid., pp. 154–5]. 
The draft code of conduct also included an ambitious agenda on tackling tax avoidance and 
artificial profit shifting. Among other things, the document specified that MNEs should “not 
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use pricing policies that are not based on relevant market prices, or, in absence of such prices, 
the arm’s length principle, which have the effect of modifying the tax base on which their 
entities are assessed or of evading exchange control measures” [Commission on Transnational 
Corporations, 1996, p. 157]. 

Finally, the draft code of conduct included a highly ambitious section on the disclosure of 
information, demanding, for example, a “full and comprehensible information on the structure, 
policies, activities and operations of the transnational corporation as a whole” on both financial 
and nonfinancial items. This information should be broken down by geographical area or 
countrybycountry level regarding activities of the MNE’s main entities, operating results, 
sales, significant new investments and number of employees [Ibid., p. 162]. The document also 
included requirements for cooperation in transfer of technology to host countries, as well as on 
consumer and environmental protection.6

To sum up, the emergence of the MNE agenda was facilitated by a given intellectual 
atmosphere and political mood (the dominant “common sense”), logical policy outcomes within 
the UN’s organizational functioning, and an unleashing event. Explanatory cosmopolitanism 
guided the analysis of the underlying problems that sustained underdevelopment, as well as its 
remedies. The institutionalization of the dominant common sense was supported by the broadly 
accepted vantage point: namely, that MNEs can overpower states. This notion guided the 
definition of underlying problems that directed the UNCTC’s work. Further, the UNCTC was 
equipped with sufficient organizational power (e.g. direct reporting) and prestige. This increased 
the role not only of the UNCTC’s agenda specifically but also the general tendency to explain 
problems by reference to multinational factors – in line with explanatory cosmopolitanism.

The Turn to Corporate Responsibility and Anti-Corruption Efforts

The aforementioned organizational and epistemological setting collapsed by the 1980s. The 
ambitious MNE agenda gave way to an agenda that focused on good governance, drawing at
tention away from the possible negative impact of MNEs and foreign investments and focusing 
on malfunctioning institutions and petty corruption within poor countries. The background 
conditions that facilitated this turn included the general shift of political mood around the 
world, spearheaded by the election of Margaret Thatcher in Britain and Ronald Reagan in the 
United States. This was part of a broader development in the 1980s, where various regulatory 
initiatives became victims of the broader intellectual revolution of the time.

The Latin American debt crisis of 1982 was the spark that unleashed the change within 
the UN system. The Reagan government reacted to the debt crisis with institutional reform: its 
main goal was to turn the World Bank and the IMF into instruments for imposing structural 
adjustment programmes on indebted countries. This move was justified by a creative use of 
the body of economics literature on “rent seeking” by politicians and civil servants [Krueger, 
1974; Stein, 2008], which paved ground for broader suspicion of civil servants and governments. 
Structural adjustment programmes played a key role in a shift of attitudes toward foreign 
enterprises in the Global South, as many countries started to experiment with more conciliatory 
approaches to foreign companies [Abrahams, 2005].

The institutionalization of this agenda was most notable in the growing importance of 
trade policy negotiations and treaties. This development was also exacerbated by the fact that 
both the International Labour Organization (ILO) and the Organisation for Economic Co
operation and Development (OECD) responded to the UNCTC’s work by developing their own 

6 Transfer of technology was also the subject of another code of conduct project under UN auspices, 
administered by UNCTAD. It faced a similar fate as the other projects discussed here.
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guidelines for MNEs in the 1970s. Both of these guidelines were significantly weaker than the 
one that UNCTC was working on. The OECD’s and ILO’s guidelines also suffered from poor 
implementation [Daniel et al., 2015]. Importantly, the UN also adopted a more conciliatory 
tone from the 1980s onward. The UNCTC and the Commission were dismantled in 1992, right 
before the UN’s Rio Earth Summit, which would be remembered for its remarkably strong 
corporate presence [Clapp, 2005]. Organizationally, the UNCTAD swallowed the UNCTC 
as a downgraded division in a process that was meant to be a merger of equals [Katzarova, 
2019]. The code of conduct project was officially terminated. The UNCTAD’s focus shifted 
increasingly from MNEs to the management and facilitation of foreign direct investment 
[Hamdani, Ruffing, 2015, p. 48].

Strikingly, the institutionalization of the new agenda did not attempt to hide the concerns that 
had led to the institutionalization of the UNCTC agenda. Rather, the agenda was neutralized by 
offering an alternative narrative with new kinds of rationalities and explanatory tendencies. This 
narrative was mostly based on the idea of the importance of “responsible corporate citizenship 
so that business can be part of the solution to the challenges of globalization” [Soederberg, 
2007, p. 502]. In this narrative, a single agenda could be seen under “business and human 
rights” [Leisinger, Cramer, Natour, 2010, p. 26]. These narratives most visibly materialized 
in the UNled partnership called the Global Compact, with a broad geographic scope and 
government support [Rasche, Kell, 2010, p. 5]. Moreover, a businessfriendly approach was 
taken by the UN under SecretaryGeneral Kofi Annan, who directed the UN to study matters 
such as transaction costs that occur in international business [Kell, 2005, p. 71].

The responsible corporate citizenship agenda relied on a twisted version of explanatory 
cosmopolitanism. In a way, the new agenda acknowledged the global presence and impact 
of MNEs. However, in contrast with earlier approaches, the new framework established that 
the greater presence of MNEs in the Global South was essentially a positive force. It just had 
to be tempered by the adoption of voluntary corporate responsibility guidelines. However, 
the responsible corporate citizenship agenda was not sufficient to provide a comprehensive 
explanatory framework. One of its weaknesses was an absence of analysis on the factors that 
hindered development in the Global South.

In this respect an important development was the way in which the emergence of the 
corporate responsibility agenda coincided with the emergence of a coordinated, international 
policy push against corruption [Ylönen, 2019]. Corruption was added as the 10th pillar of the first 
version of the Global Compact in 2004. It can be argued that the triumph of the anticorruption 
agenda on the one hand and the human rights and business agenda on the other hand sealed 
the demise of the policy agenda on corporate power. Hence, it also enabled combining a private 
sectordriven version of explanatory cosmopolitanism (the responsible corporate citizenship 
agenda) with an explanatory nationalist accounting of the underlying root causes of global 
inequality. As argued below, this explanatory nationalistic understanding of corruption was 
essential for the triumph of the explanatory cosmopolitan version of the corporate citizenship 
agenda.

While scholars have discussed corruption at least since the 1960s, it was only during the 
1980s – and especially during the 1990s – that the issue started to gather broader attention. 
Illustratively, Robert Klitgaard noted in 1988 that at that time, the international development 
literature was “surprisingly silent” about corruption [p. 6]. In the early days of international 
development, corruption was often even seen as necessary to tackle bureaucratic regulations in 
newly decolonized countries.

The existing political mood shaped the ways in which corruption became understood and 
framed as a problem. Corruption can be defined in various ways, and the differences between 
these definitions illustrate the normative aspects of this concept. Corruption can be understood 
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as everything from a broad array of dubious practices through which civil servants and politicians 
enrich themselves to the practice of paying bribes in return for some favour, or, ultimately, 
as “any abusive use of public power to a personal end” [Amundsen, 1999, p. 1]. As Arvind 
Jain has noted, “how corruption is defined actually ends up determining what gets modeled 
and measured” [Jain, 2001, p. 73]. According to a classic definition, corruption is “behaviour 
which deviates from the formal duties of a public role because of privateregarding (personal, 
close family, private clique) pecuniary or status gains; or violates rules against the exercise of 
certain types of privateregarding influence” (J.S. Nye, quoted in J. Amundsen [1991, p. 2]). 
Alternatively, “corruption exists when an individual illicitly puts personal interests above those 
of the people and ideals he or she is pledged to serve” [Klitgaard, 1988, p. xi].7 

Importantly, corruption can be approached in either a cosmopolitan or nationalist way. 
While corruption as such is open to being understood as an outcome of unacceptable conduct 
from the (often transnational) private sector, many definitions omit the responsibility of 
the private sector in sustaining corruption almost entirely. For instance, Toke Aidt [2009,  
p. 271] defines corruption simply as the “sale of government property for private gain.” While 
corruption could (and should) be seen as a transnationally organized phenomenon, corruption 
discourse is characterized by an inherent methodological nationalism, as corruption tends to be 
conceived and measured in discrete bordered national units [Cooley, 2018, pp. 51–2].

By the 1970s, a widely shared understanding emerged in the United States that U.S. 
corporations were paying bribes to foreign government officials in hope of obtaining sales 
commissions or procurement contracts or sales commissions. A special presidential task force 
and the Securities and Exchange Commission studied the issue, leading to new requirements 
for more transparent internal auditing [Gathii, 2009]. As the cosmopolitan regulatory agenda 
for MNEs gave way to the anticorruption agenda, such malpractices became to be seen as a 
set of domestic problems in countries with corrupt governments. The increasing prominence of 
institutional theory in international organizations assisted this turn.

The major turn toward the domestically focused anticorruption agenda took place in the 
1990s. The economic thinking behind structural adjustment programmes of the World Bank 
and the IMF had facilitated the emergence of the good governance agenda, which stipulated 
that public sector failures are a major impediment for development in Africa. The initial focus 
on trade policy deregulation, privatization and macroeconomics was gradually extended to 
anticorruption work. 

While the anticorruption agenda addressed real, existing problems that hampered human 
and economic development in many countries, it was also conducive in shifting the attention 
from global corporate malpractices to state failures in implementing the good governance 
agenda. In line with the earlier examples, the anticorruption agenda also created and sustained 
academic and policy communities that helped to promote and further develop the agenda. 
However, in contrast with the UNCTCcentred efforts to regulate corporate power efforts, 
the anticorruption agenda was in line with the hegemonic positions of the (post) structural 
adjustment era.

It was not enough for the new agenda to be institutionalized, it also needed to be successful 
in incorporating and neutralizing the growing criticism. Toward the late 1990s, the impact of 
MNEs and corporate malpractice became again a heated topic, with large demonstrations at the 
WTO meeting in Seattle in 1999, and subsequent meetings. This criticism could have acted as 
a spark to reformulate the organizational setting and the related rationalities and tendencies of 

7 Klitgaard saw corruption as a problem both for the public and the private sector. However, especially 
compared to the earlier corporate power approaches, his book presented an important step in shifting the focus 
of discussion from corporate power to public sector failures. 
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explanation. However, it proved difficult to change the underlying practices [Stephen 2011], as 
the voluntary responsibility agenda had become the one tool to show that the policy community 
was addressing concerns. The UN’s Global Compact emerged as a compromise solution, 
calling on participating companies to “support and respect the protection of international 
human rights within their sphere of influence” and to “make sure that they are not complicit in 
human rights abuses” [Leisinger, Cramer, Natour, 2010, p. 26].

The international aspects of corruption only started to reemerge in academic and 
policylevel discussions in the 2000s. This was illustrated, for example, by work undertaken 
by Transparency International related to the role of the private sector in facilitating corruption 
[Fagan, Hearson, 2015]. However, the common sense that emphasized domestic factors in 
governance and its misuse resulted in at least two decades of neglect toward the role of the 
private sector and its facilitators (including tax havens) in underdevelopment and corruption 
[Christensen, 2011; Picciotto, 2007; Ylönen, 2018]. The 2010s have seen a major uptick in 
studies that focus on the facilitators and users of corruption, accompanied by an international 
policy agenda [Aalbers, 2018; Hudson, 2020; Linstead, Maréchal, Griffin, 2014; O’Hara, 
2014]. However, the ways in which explanatory nationalism hindered these efforts in earlier 
decades remain poorly understood.

Conclusions

This article undertook a detailed theoretical discussion of explanatory nationalism, along with 
related concepts, highlighting a tendency to explain severe economic and social problems in 
lowincome countries by excessive reference to their domestic institutions and domestic poli
cies. Noting the existence of such explanatory bias, it was argued that the notion of explanatory 
nationalism needs to be pushed further by analyzing its institutionalized aspects and the inter
play between international organizations and explanatory tendencies. 

Therefore, the struggle over dominant explanations does not take place only in the spheres 
of social science and epistemology but also within concrete political organizations. While the 
tone of international organizations is often ethical (“this is a problem we need to address”), 
typically more important is how the problem is framed in terms of agency, responsibility and 
the “natural” set of remedies. Hegemonic explanations also tend to be selfreinforcing: theories 
and observations inform each other, and past events get reevaluated from the perspective of the 
new hegemony.8 Explanatory nationalism is not just an epistemological starting point but an 
institutionalized tendency to base remedies to problems on a given rationality.

The “correct” level of explanation is empirically unresolvable, as there are various 
overlapping spheres of contributing factors to social problems. Hence, the choice of abstraction 
and description of key agents is also a political one. The issue should then be seen as a concrete 
institutional process in which an explanatory mode is enforced and becomes perceived as natural. 
Such a process is always an interplay between organizations and ideas. Explanatory tendencies 
should also be seen as political in the sense of being concrete alternatives to other explanations: 
practically, the good governance agenda also has had the function of shifting attention to 
domestic issues.9

The examples analyzed above display a process in which international consensus on the 
root causes of global inequality gravitated toward an explanatory nationalist tendency. An 

8 See C. Gore [1993] on the reinterpretation of the East Asian economic policies.
9 The dominant, nationally focused corruption agenda has further been said to “perform the crucial task 

of restoring faith in the western ideals of liberal democracy, rule of law, and development” [Rajagopal, 1999, 
pp. 498–9]. 
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exception to this tendency was the voluntary regulation of MNEs, which relied on a twisted 
version of explanatory cosmopolitanism. While policylevel debates that draw from globalist 
explanations of global inequalities exist and even have an organizational backing, international 
politics often adopts a focus on domestic failures, corruption, good governance and domestic 
institutions generally, as it searches for remedies to economic and social problems. The 
accompanying emergence of a twisted version of explanatory cosmopolitanism can even make 
it harder to articulate cosmopolitan explanatory frameworks that are driven by public interest.

In the reconstructed narrative of the MNE agenda within the UN, the political working 
of explanatory tendencies was analyzed, considering the interplay of several factors. First is 
the prevailing common sense (or, ideological preparation) pushing for given kinds of issues to 
be seen as problems and given kinds of remedies being suggested as “natural.” Second are the 
organizationally embedded rationalities which often end up being selfreinforcing. This self
reinforcement is both epistemological (observation is informed by theory and thereby often 
supports the underlying theory) and organizational (organizations have a defined mission, 
which includes ideas on problems and suitable remedies). Third are external events (“sparks”) 
which frame a given issue as an acute problem and require response. Fourth is the contestation 
from outside, leading to incorporation of the protest, or remaking the organizational setting. 
There can be build ups of background conditions but they fail to materialize because of 
organizational resistance. Organizations can also absorb and incorporate agendas without 
changing the underlying explanatory approach.

Explanatory tendencies can be seen as outcomes of a complex dynamic consisting of an 
interplay between these four factors. Organizations have been particularly emphasized as sites of 
explanatory patterns: while hegemony theory looks at how ideas become dominant, it should be 
noted that dominance of ideas at least on the level of world politics requires organizations that 
materialize these ideas in their rationale of operation. While the analysis in this article focused 
on a single example, it is worth noting that ideas that emerge from the UN system tend to have 
broader significance [Weiss, 2010]. This analysis could also be extended to other international 
organizations, such as the Bretton Woods institutions, or perhaps the OECD. This framework 
could also be extended to analyze other thematic issues. 
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Introduction

On 18 November 2013, thenU.S. Secretary of State John Kerry, speaking at the headquarters 
of the Organization of American States (OAS), announced the end of the Monroe Doctrine. 
In theory, his statement ended a 190year period in which the U.S. government took an asser
tive stance on Latin American destinies. Furthermore, former President Barack Obama, in a 
speech at the opening session of the 7th Summit of the Americas on 15 April 2015, heralded a 
new era in U.S.Latin America relations, which would overcome ideological barriers of the past 
and create a new spirit of partnership based on mutual interest and respect. It should be noted 
that this meeting was the first at which Cuban leaders were in attendance after the resumption 
of diplomatic relations with Washington.
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The election of Donald Trump caused a change in the foreign policy direction for Latin 
America, notably by imposing new sanctions on the Cuban government (starting a new cold 
war with the island) and attempting regime change in Venezuela and Nicaragua, whose govern
ments were seen as a threat by Washington’s elite. In addition, in a speech at the University of 
Texas on 1 February 2018, thenSecretary of State Rex Tillerson recalled the principles of the 
Monroe Doctrine to warn Latin America against Chinese influence, arguing that “Latin Amer
ica does not need new imperial powers that seek only to benefit their own people” [Reuters, 
2018]. In September 2018, during a speech at the opening session of the UN General Assembly 
in New York, Donald Trump took up the principles of the Monroe Doctrine as a formal U.S. 
policy and rejected the alleged interference of foreign states in the western hemisphere and in 
the internal affairs of his country. In his words, “it has been the formal policy of our country 
since President Monroe that we reject the interference of foreign nations in this hemisphere” 
[Newman, 2019]. This was a direct allusion to China and Russia.1

This change in U.S. policy has been marked by political pressures and aggressive rhetoric 
seeking to contain the Chinese presence, in contrast to policies adopted during the govern
ments of George W. Bush and Barack Obama, who, in principle, did not see Chinese economic 
involvement in the region as conflicting with their priorities. The resurgence of hegemonic dis
putes, resembling the Cold War, is motivating concerns in Washington about China’s presence 
in Latin America. This has brought back a refurbished Monroe Doctrine 2.0 directed against 
Chinese and Russian interests in the region.

This article aims to understand the motivation behind the new attitude of the United 
States in its relations with Latin America, and how this attitude tends to impact SinoLatin 
American relations. To this end, the article brief ly discusses the historical application of the 
Monroe Doctrine in U.S. relations with Latin America, explores the evolution of SinoU.S. 
policies toward Latin America, and analyzes the context of disputes between China, Russia 
and the United States in Latin America amid a political, commercial and technological dispute 
between powers.

The Monroe Doctrine and Latin America

The Monroe Doctrine bears the name of U.S. President James Monroe who, in 1823, formu
lated U.S. foreign policy concerning the newly independent states in Hispanic and Portuguese 
America, and possible threats to their sovereignty coming from European powers. The three 
main principles of the Monroe Doctrine are: the definition of spheres of influence between the 
Americas and Europe; noncolonization of already independent areas; and nonintervention 
of European powers in American affairs [U.S. Department of State Archive, 2001]. Although 
at the time it had no military means to enforce these principles, the United States government 
relied on the tacit support of Great Britain to ensure the sovereignty of states on the American 
continent and to protect unfolding independence processes which were strongly supported by 
the British. 

As the United States developed, its power to intervene in Latin America grew signifi
cantly, enabling victory over Mexico in successive wars between 1846–48. At the beginning of 
the twentieth century, the Roosevelt Corollary, also known as the “big stick policy,” permitted 
the use of force to secure U.S. interests in Latin America, as occurred in Cuba (1906–10), 
Nicaragua (1909–11, 1912–25 and 1926–33), Haiti (1915–34), and the Dominican Republic 

1 Trump’s former national security advisor, John Bolton, expressed the same ideas during a speech in 
April 2019: “Today we proudly proclaim for all to hear: the Monroe Doctrine is alive and well,” said Bolton 
during a ceremony to Cuban Bay of Pigs veterans [Newman, 2019].
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(1916–24). In addition to the policy of intervention, the United States undertook dollar di
plomacy – supposedly replacing bullets for dollars – which aimed to support the expansion of 
U.S. financial capital to Latin America and establish a dependency of the region on the United 
States. The imposition of Panamanian independence and the construction of the canal are 
very significant examples of this policy, as are the numerous armed interventions in Central 
America. According to P. Bastos [2015], a main issue regarding U.S. intervention was the con
stant need to employ armed forces in order to preserve fiscalfinancial protectorates. It was not 
enough to intervene only in customs control; it was also necessary to maintain political order 
and extract fiscal surpluses so that U.S. creditors could continue to receive payments. There
fore, new spheres of foreign sovereignty had to be ignored. This situation, over time,

[...] would increasingly involve containing nationalist revolutionary movements in Latin 
America. The U.S. administration of the Dominican tax authorities, for example, would even
tually lead to military occupation in 1916. The same would be true of Nicaragua in 1912 and 
1927 (against Augusto Sandino’s guerrillas), and Haiti in 1917 (authors’ translation).

In light of the isolationism that followed World War I, coupled with the effects of the Great 
Depression, the United States withdrew from extensive interventions, changing its stance only 
when the outbreak of World War II was already in sight. From then on, Washington’s policy to
ward Latin America was the subject of innovation through Roosevelt’s Good Neighbor policy, 
according to which the U.S. sought to lead the entire region to counter the advance of European 
NaziFascism and Japanese militarism. The traditional use of force and economic coercion was 
replaced by increased cooperation, whereby the United States expanded investments and also 
made an unprecedented cultural rapprochement, for example through the production of Hol
lywood movies depicting Latin America favourably. This cultural diplomacy aimed at fostering 
sentiments of PanAmericanism in U.S. society and abroad [O’Neil, 2005, p. 202].

At the beginning of the Cold War, the United States sought to align Latin American and 
Caribbean countries through the 1947 InterAmerican Treaty of Reciprocal Assistance (TIAR), 
which provided for hemispheric mutual defence and held that aggression by extrahemispheric 
powers (in this case, the Soviet Union and the international communist movement) would be 
considered an attack on all Latin American countries. Months later, in April 1948, the Organi
zation of American States (OAS) was created, whose main task would be to combat communism 
in the region. From that moment on, the United States again adopted interventionist stances, 
organizing the sabotage of governments and sponsoring coups d’état in various countries.

This trend reached a new level with the outbreak of the Cuban Revolution and its after
math, after Fidel Castro’s government joined the Soviet bloc. The Cuban Revolution was a wa
tershed in American policy for Latin America. In 1961, the Kennedy government, while seeking 
a new kind of relationship with Latin America as articulated in Kennedy’s speech on 13 March 
of that year – which would give rise to the Alliance for Progress (APP) – secretly planned the 
ultimately frustrated invasion of the Bay of Pigs. Regarding APP principles, Kennedy argued:

[...] build a hemisphere where all men can expect an adequate standard of living and all can live 
their lives with dignity and freedom. (...) To achieve this goal, political freedom must follow 
material progress. Our Alliance for Progress is an alliance of free governments and must work 
to eliminate the tyranny of a hemisphere in which it has no rightful place [John F. Kennedy 
Presidential Library and Museum, 1961].

The Alliance for Progress was ephemeral and had no tangible effect. In practice, U.S. 
diplomacy from the mid1960s onward supported rightwing military coups to stif le the demo
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cratic/nationalist aspirations of local populations and to repress socialist movements: the strug
gle against communism and the Soviet Union was opposed to any democratizing or selfdeter
mining discourses. Only in the late 1970s, during the administration of Jimmy Carter, did the 
United States signal the reversal of its policy of support for dictatorships, defending respect for 
human rights and supporting democratic transitions in South America. However, during the 
administration of Ronald Reagan, the struggle against Marxist insurrection in Central America 
was intensified and violations of these same human rights were f lagrant. Simultaneously, an
other U.S. concern in this decade was the foreign debt crisis, which negatively impacted the 
Latin American economy and threatened U.S. banking stability [Volcker, Gyohten, 1993].

During the 1990s, sponsorship of the Washington Consensus liberal policies was the top 
priority of U.S. policies for the region. As an example, it was Bill Clinton’s proposal to create 
a Free Trade Area of the Americas (FTAA), which was launched in Miami in December 1995 
during the Summit of the Americas meeting. In the 2000s, the agenda of the U.S. State Depart
ment for Latin America was the fight against drug trafficking and, to a lesser extent, against 
illegal immigration. There was a general diplomatic withdrawal, due in part to the “pink wave” 
that brought politically left and centreleft governments to power in several Latin American 
countries. In fact, after the 11 September 2001 attacks, concerns about terrorism and wars in the 
Middle East absorbed Washington’s attention. The FTAA project was buried in 2005 at the 4th 
Summit of the Americas held in Mar del Plata, Argentina.

An ephemeral change in the Monroe Doctrine occurred in Barack Obama’s second ad
ministration, when it resumed diplomatic relations with Cuba and promised fair relations be
tween the U.S. and the countries of the region. As reported, this occurred in 2013, when John 
Kerry announced the end of the Doctrine after 190 years. However, the arrival of Donald Trump 
to office in 2017 brought interventionist principles back into Washington’s political instruments 
for Latin America and, with them, came the destabilization of governments considered hostile 
to Washington and attempts to block the actions of countries considered strategic competitors 
in the region, such as Russia and China.

Latin America as an Object of Sino-U.S. Policies

SinoLatin American relations have been particularly intense since the early 2000s, driven by 
the ascension of China to the WTO in 2001, and the strong demand for food, mineral and 
energy commodities that followed China’s exponential economic growth. Considering the vol
ume of foreign trade, there has been an impressive increase: between 2000 and 2016, trade f lows 
jumped from approximately $15 billion to $244 billion, peaking in 2014, when they reached 
$280 billion. Trade is concentrated in six countries: Brazil, Mexico, Argentina, Chile, Peru and 
Colombia. Additionally, it is necessary to consider other variables that also explain the inten
sification of such relations, such as increased financing concessions and Chinese direct invest
ments in the region, which focus on oil, electricity, agribusiness and durable consumer goods.

In addition to economic issues, the Chinese interest in deepening political interaction 
with Latin America and the possibilities for cooperation as developing countries must be high
lighted. The white paper on Chinese policy for Latin America and the Caribbean, published in 
November 2016, reinforces the terms of a similar document published in 2008, and indicates 
concrete opportunities for cooperation on political, economic, social and scientifictechnolog
ical levels. 

This outlook was articulated in January 2015, at the first ministerial meeting of the China
CELAC Forum in Beijing, in the ChinaCELAC Joint Cooperation Plan (2015–2019). The 
cooperation structure was defined as a 1+3+6 concept: “1” refers to the cooperation plan it
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self, which guides specific projects for the period 2015–19; “3” sets out three driving forces for 
cooperation – trade, investment and finance; and “6” reflects the priority areas – energy and 
resources, infrastructure construction, agriculture, manufacturing, scientific and technological 
innovation, and information technology [Pires, 2019].

In order to complement bilateral cooperation initiatives, during the second ministerial 
meeting of the ChinaCELAC Forum in Santiago in January 2018, Chinese foreign minister 
Wang Yi urged CELAC countries to join the Belt and Road Initiative (BRI), mentioning the 
joint construction of greater connectivity both at sea and on land, seeking to integrate open and 
reciprocal “big markets” and “big industries,” with advanced and independent technologies, as 
defined by the spirit of the Belt and Road Initiative [Xinhua, 2018].

The increased involvement of China in Latin America and the Caribbean has caused con
cern and provoked reaction from the U.S. government over the presence of an extrahemi
spheric actor in the region. There is a change in the attitude of U.S. diplomats regarding this 
issue, as between 2005 and 2013 the U.S. showed no concern about the increased Chinese 
presence in Latin America. 

At that time, China was seen as another piece in the U.S.led globalization process. Shift
ing industrial production to Asia – and more specifically to China – was a very lucrative strat
egy as it allowed the use of local comparative advantages to reduce costs and achieve productiv
ity gains. As argued by Suzanne Berger [2005], the processes of productive displacement and 
outsourcing, as well as the search for cheaper labour, allowed collaboration between a large 
technology company (Apple, for example) and subcontractors (Qualcomm or Foxconn, for ex
ample) to expedite the launch of new products (smartphones). In fact, by 2015, Chinese com
panies had a subordinate role in globalization, concentrating on noninnovative and low value
added processes. But since then, China has become a strong competitor to western companies 
in a variety of industries, such as hightech consumer goods and complex systems/applications, 
notably in the field of artificial intelligence.

Thus, in principle, the Chinese presence in Latin America may be systemic for the United 
States: the Chinese buy the raw materials in the region needed for industrial production, and 
with them, manufacture the cheap consumer goods that guarantee consumer satisfaction and 
the profits of U.S. companies. The problem with such a scheme is that it is static, as it disregards 
the possibility that the Chinese will also master cutting edge technologies and create global 
companies to compete in the international market.

This was implicit from the perspective of the United States government and its senior offi
cials. Take, for example, the statements of three assistant secretaries of state for Western Hemi
sphere Affairs: Thomas Shannon, Arturo Valenzuela and Roberta Jacobson, who participated 
with Chinese diplomats in the sub dialogue on Latin America in the U.S.China Strategic and 
Economic Dialogue.

In 2006, after attending a meeting with thensecretarygeneral of the Foreign Affairs 
Leading Group, Dai Bingguo, and Zeng Gang, head of Chinese diplomacy on Latin America, 
Thomas Shannon, already in Japan, stated that the U.S. did not consider the sudden Chinese 
interest in the region as negative, but possibly positive, and discussions – such as the sub dia
logue – were important [China Gov.cn, 2006]. At that time, amid strong Chinese demand for 
commodities, the U.S. saw the Chinese presence as a factor of stability, as it allowed some 
looseness in the balance of payments of Latin American and Caribbean countries.

Similarly, on 19 August 2010, thenAssistant Secretary Arturo Valenzuela, after participat
ing in the U.S.China sub dialogue on Latin America under the auspices of the third meeting of 
the U.S.China Strategic and Economic Dialogue, stated that:
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We don’t see China as a threat (...) in fact, we see China offering Latin America much more 
opportunities to grow their economies, provide better jobs, raise living standards... We both 
benefit from a stable and prosperous Latin America, which is much more involved in world 
trade [Zhang, 2010].

Also for Roberta Jacobson, on 13 November 2013, the United States did not see Chinese 
involvement in Latin America as a threat, and its presence in the region was not a zerosum 
game. The assistant secretary made such considerations after cochairing the sixth ChinaU.S. 
sub dialogue on Latin America in 2013. In addition, she added: “We see China’s growing in
volvement in this (western) hemisphere – both in business relations as well as in investment 
relations – as extremely positive” [China Daily, 2013].

As noted, the reversal of the U.S. policy of goodwill toward China in Latin America ended 
amid strong pressure from the most conservative U.S. sectors already under the Trump admin
istration. If former Secretary of State Rex Tillerson is considered as “moderate,” the ascension 
of former CIA director Mike Pompeo indicated a more assertive, if not aggressive, stance by the 
U.S. government against the Chinese presence in the region. This is worrying given the context 
of the trade war that began with Donald Trump’s protectionist measures against China and 
other trading partners.

Commercial and Technological Disputes Between China  
and the United States in Latin America

The intensification of trade and technology disputes between the United States and China has 
strongly impacted the political and trade alternatives of major Latin American countries. It is 
important to stress that as long as China did not have a level of development and economic 
power that could compete with the U.S., it was not seen as a serious challenger. However, Chi
nese advances in production, finance and technology have changed the landscape of the dis
pute. The Asian country has a large capacity for action given: its huge foreign exchange reserves, 
which amount to approximately $3 trillion; a large import capacity that rivals that of the U.S.; a 
strategy to support productive and infrastructure investments worldwide through the BRI; and, 
recent advances in the information technology sector, such as the creation of a competitive base 
for 5G Internet and artificial intelligence systems that rival those of the United States.

Elements of Global Disputes Between the United States and China

The change of the U.S. attitude toward China from acceptance to confrontation began 
under Barack Obama’s administration, when the concept of an “Asian pivot” was articulated to 
contain the growing increase of Chinese influence in the region which had started in the early 
2000s when rapid economic growth made China the main trading partner of many countries. 
The turn of U.S. policy toward Asia was announced by former Secretary of State Hillary Clin
ton, in a 2011 speech at the University of Hawaii:

Nowadays, however, we need a more dynamic and durable transPacific system, [...] And just 
as the United States played a central role in shaping this architecture across the Atlantic – to 
make sure it worked for us and everyone else – we are now doing the same in the Pacific. The 
21st century will be the century of America in the Pacific, a period of unprecedented achieve
ment and partnership in this important, dynamic and complex region [U.S. Department of 
State, 2011].
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In addition, Obama’s frustrated initiative – the TransPacific Partnership (TPP), which 
sought to create a free trade area in the Pacific basin without Chinese presence  – must be 
mentioned. In the early days of the Trump administration, the TPP fell apart following Wash
ington’s departure from the project.

In fact, since the inauguration of Donald Trump in January 2017, there has been an escala
tion of conflicts with China, involving political, trade, technological and defence issues. Some 
aspects of this dispute are highlighted below.

One China Principle: For China, the One China Principle is a cornerstone of its diplo
macy. Since Richard Nixon’s visit to China, the United States has pledged to abide by this 
principle as set out in the 1972 Shanghai Communiqué, in which the U.S. government assumed 
the following position:

The United States recognizes that all Chinese on both sides of the Taiwan Strait maintain that 
there is only one China and that Taiwan is part of China. The United States Government does 
not dispute this position. It reaffirms its interest in a peaceful settlement of the Taiwan ques
tion by the Chinese themselves [Joint U.S.China Communiqué, 1972].

As a result, when, prior to his inauguration in December 2016, Donald Trump maintained 
phone contact with the leader of the Taiwan authority, Tsai Ingwen, Beijing took this to be an 
affront to the principle of “one China” and as a provocation. Chinese discontent has been ag
gravated by the sale of weapons to Taiwan and the constant visits by U.S. military vessels to the 
island. In addition, the U.S.’ open support for independence demonstrations in Hong Kong in 
both 2014 and 2019 also generally violates the “one China” principle.

Trade War: In March 2018, the Trump government imposed tariffs on steel and aluminum 
in several countries, including China. In April 2018, Beijing retaliated against U.S. imports 
and initiated a retaliatory cycle that persists to the present day. This topic deserves a separate 
discussion, given its complexity and the movements on both sides in this imbroglio that is still 
far from a solution.

Technology War: In April 2018, the U.S. Department of Commerce announced a ban on 
U.S. exports regarding ZTE, a Chinese smartphone company. This sanction was lifted in July 
2018, after the company paid a $1.4 billion fine to the U.S. Justice Department. In 2018, Meng 
Wanzhou, chief financial officer of Huawei and vice president, was arrested in Vancouver on 
1 December at the request of the U.S. Department of Justice, which alleged that the company 
had violated sanctions against Iran. In May 2019, Trump issued an executive order banning 
Huawei from the U.S. and prohibited the export of components to the company; in July 2019, 
Trump lifted the sanctions on Huawei following a meeting with Xi Jinping during the Group of 
20 summit, while ChinaU.S. trade talks continue.

This issue remains tense, not only due to pressure from U.S. authorities in order to impede 
the usage of thirdparty Huawei technologies in the United Kingdom, Canada, Australia and 
New Zealand but also due to restrictions placed on the sale of parts and systems to the company. 
For instance, on 2 October 2019, Huawei’s smartphone Mate 30 no longer had direct access 
to the Google Play app store, making it difficult to access Gmail and Maps, among other apps 
[Keane, 2019].

Belt and Road Initiative x BUILD Act: In 2013, China launched the BRI, a bold economic 
and geopolitical project aimed at broadening and strengthening regional cooperation. It has 
two routes, one through land and the other through sea – the Silk Road Economic Belt and 
the 21st Century Maritime Silk Road, respectively – focusing on interconnectivity and coop
eration, initially between Eurasian countries but later expanded to Africa and Latin America 
by building basic infrastructure, transportation and communication. In order to support the 
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funding of the Initiative, the Chinese government created the Silk Road Fund in 2014, with 
investment forecasts around $40 billion and also structured the Asian Infrastructure Invest
ment Bank (AIIB), which is intended to complement the Asian Development Bank (ADB) in 
infrastructure investment projects.

However, such projects have been criticized by Washington and described as debt traps, as 
loans to poor and already heavily indebted countries would be made without criteria and would 
lead to default by recipient countries. On the U.S. government’s Share America portal, there is 
harsh criticism of the BRI, whose story is illustrated by a cartoon depicting a staggering indi
vidual holding a huge weight drawn with the Chinese f lag. According to the portal,

Countries are waking up to the true cost of easy credit and the consequences of being caught 
in a debt trap, when the lending country uses debt to obtain strategic assets, such as ports or 
political influence. Sri Lanka opted for a 99year lease on a key port to China when faced with 
a difficult loan repayment situation with few other options [Hartman, 2019].

A bipartisan senate commission even sent a letter in August 2018 to the treasury and state 
secretaries – Steven T. Mnuchin and Michael R. Pompeo, respectively – demanding the U.S. 
government and the International Monetary Fund (IMF) to work with developing countries, 
warning of the alleged risks involved in the loans related to the Belt and Road Initiative. In the 
document, the senators ask the following questions to the secretaries:

How do you plan to raise the dangers of Chinese infrastructure financing through BRI with 
the IMF?
Do you believe that additional countries will ask for a bailout from the IMF due to BRI? Which 
countries?
As the largest contributor to the IMF, how can the United States use its influence to ensure 
that bailout terms prevent the continuation of ongoing BRI projects, or the start of new BRI 
projects?
How can the United States work with allies and partners to educate countries about the risks 
of Chinese infrastructure loans?
How can the United States work with allies and partners to present an alternative to develop
ing nations regarding investment and infrastructure funding? [Office of Chuck Grassley, 2018]

It is interesting to note that the U.S. concerns in this field, in which Chinese influence 
in the world has grown, cause its elite to forget the U.S.’ own stance on its loans to developing 
countries and its own pitfalls. For instance, sudden changes in interest rates, as occurred in 1979 
and 1981, caused economic crisis and debt defaults in Latin America; therefore, “debt trap” is a 
situation that countries of this region know very well. In addition, following the reforms of the 
IMF and the World Bank in the early 1980s, resources for construction of infrastructure, such 
as hydroelectric dams, ports, roads, irrigation projects, and so on, diminished.

To counter the BRI, in October 2018, the United States created its own infrastructure in
vestment fund, the U.S. International Development Finance Corporation, through the Better 
Utilization of Investments Leading to Development (BUILD), in order to compete with China 
in this segment. It is estimated that the new fund could move $60 billion in loans to developing 
countries, coordinating state and private actions. Further details are needed regarding the loan 
requirements, and if they have the same conditions as World Bank credit lines. If so, it is very 
difficult for a developing country to obtain from the United States more advantageous condi
tions than those offered by China.
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U.S. Pressures Against Chinese and Russian Presence in Latin America

First, it is important to stress that China is seen by Washington as a strategic challenge. This is 
clear in the 2018 national defence strategy, in which China and Russia are considered the main 
challengers to the U.S.’ world order.

The central challenge to U.S. prosperity and security is the resurgence of longterm strategic 
competition for what the National Security Strategy classifies as revisionist powers. It is be
coming increasingly clear that China and Russia want to shape a world consistent with their 
authoritarian model – gaining veto authority over other nations’ economic, diplomatic and 
security decisions [U.S. Department of Defense, 2018].

This concern has been reflected in American academic debates, both in centres linked to a 
more “liberal” perspective, such as the Brookings Institution [Piccone, 2016] and others, such 
as the Center for Strategic and International Studies (CSIS). CSIS senior associate Robert Evan 
Ellis stands out for identifying the strategic risks of the Chinese presence in Latin America, and 
for encouraging a more assertive defensive stance on the part of the United States. According to 
Ellis [2019], Chinese strategic economic needs pose challenges for the United States in the po
litical, economic and military spheres because these needs exist in an international institutional 
order created by the United States. China’s strategic goals tend to challenge dominant states 
and their economic interests, as China seeks to reshape international institutions and relations 
toward more favourable conditions for itself.

In politics, China’s selfprotection leads it to promote multipolarity, including a strategic in
terest in the survival of populist socialist regimes such as Venezuela, whose existence and at
titudes prevent the U.S. from cementing an ideological consensus in the region around open 
market ideals, Western democracy and universal rights [Ellis, 2019, pp. 144–5].

It is due to this resurgence of hegemonic disputes, which resemble those of the Cold War, 
that the Chinese presence in Latin America has caused concern in Washington and led to the 
emergence of the Monroe Doctrine 2.0, this time directed against Chinese and Russian interests 
in the region. In this sense, although it seems anachronistic, reactivation of the InterAmerican 
Treaty of Reciprocal Assistance (TIAR in Spanish and Portuguese) to deal with the Venezuelan 
crisis is moving the U.S. toward greater involvement in the region, particularly given that China 
and Russia vetoed external intervention in Caracas’ affairs and maintain support for President 
Nicolás Maduro [O Globo, 2019]. 

Russian interests in Latin America, especially in Venezuela, are focused on geostrategic 
resources and geopolitical leverage. Since 2013, the Venezuelan state oil company, Petróleos 
de Venezuela (PDVSA) – main operator in the country and responsible for more than 95% of 
Venezuelan export revenues [Gupta, 2020] – has been financed by SinoRussian investments, 
guaranteed by extracting resources from the Orinoco Belt. Rosneft, Russia’s state company, has 
invested more than $13 billion in Venezuelan oil assets in the last decade, from oil extraction 
fields to distribution networks, becoming the main trader of Venezuelan oil overseas. 

Therefore, supporting Caracas, from the Russian perspective, is perceived as a geopoliti
cal opportunity to balance the U.S. support toward Ukraine in the Crimean crisis, due to both 
countries being perceived as their near abroad and an exclusive geopolitical influence zone. In 
addition, both suffer U.S. sanctions and look for alternative markets and support opportuni
ties; a common trace which may be shared by China [Negroponte, 2018]. Furthermore, there 
is a military component to RussiaVenezuela relations. Technical support has been provided by 
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Moscow, as well as military personnel, which followed the sale of arms worth $4 billion to Ca
racas in the last decade. These events support the classification of RussiaVenezuela relations as 
“strategic” by Russian officials; it is the first time, since the collapse of the Soviet Union, that 
Russia was able to intervene in the western hemisphere to support an ally against U.S. regime 
change strategies, not completely successful either in Latin America [Gupta, 2020; Rouvinski, 
2020, p. 4]. 

Regarding SinoLatin American relations, three points of friction exist between China 
and the United States in the region: diplomatic recognition and the “one China” principle; the 
BRI initiative; and the technological war surrounding the adoption of the 5G Internet standard.

First, it is worth mentioning Chinese diplomatic activism aimed at isolating the Taiwanese 
government internationally. In recent years, diplomatic relations have been established between 
China and Costa Rica, Panama, El Salvador and the Dominican Republic, all countries that 
have historically been closely aligned with Washington’s interests. It is important to consider 
that Chinese initiatives for diplomatic recognition were dormant during the Kuomingtang Ma 
Yingjeou government, to avoid embarrassing a government with which Beijing had a better 
dialogue in Taiwan. However, the rise of Tsai Ingwen, from the Independentist Progressive 
Democratic Party, led China to embark on a diplomatic offensive. Beijing’s most recent success 
came in September 2019, when the Solomon Islands severed ties with Taiwan and established 
relations with Beijing.

On 5 September 2018, the Senate approved the Taiwan Allies International Protection and 
Enhancement Initiative (TAIPEI Act) promoted by senators Marco Rubio (RFL), Cory Gard
ner (RCO), Ed Markey (DMA) and Bob Menendez (DNJ). The act provides that the State 
Department may downgrade U.S. relations with any government moving away from Taiwan 
and suspend or alter U.S. assistance [Office of Marco Rubio, 2018]. Displeased by the choices 
of Latin American countries, on 7 September 2018, the U.S. State Department convened am
bassadors in San Salvador, Panama and Santo Domingo for consultations and to demonstrate 
Washington’s dissatisfaction with the changing status quo. 

The participation of Latin American countries in the BRI is another controversial point 
for the United States, as mentioned. Share America prepared and posted to YouTube a video 
entitled “Don’t Get Caught in the Debt Trap” focused on the situation in Ecuador, which al
legedly had fallen into a debt trap by contracting with Chinese companies to construct the Coca 
Codo Sinclair hydroelectric power plant with repayments to be made via the sale of oil barrels, 
compromising around 90% of its crude oil solvency abroad [Kraul, 2018; Share America, 2019]. 

In order to question growing Chinese development financing abroad, the term “debttrap 
diplomacy” has been repeated by U.S. analysts as a warning for developing countries. This trap 
is an alleged Chinese foreign policy measure to turn developing countries into partners depend
ent on investments and finance by providing them with loans far bigger than their solvency 
capabilities [Lindberg, Lahiri, 2018]. However, it is questionable that Chinese strategic interests 
are actually advanced when developing partners cannot repay investments and when interna
tional funds usually reject their participation. Resourcesecured loan deals, often classified as 
“unsustainable” – usually by Chinese rivals – would bring financial distress rather than politi
cal leverage to SinoLatin American relations, and much needed resources in China would be 
compromised when imported from the same financefragile partners [Ferchen, 2018]. 

Furthermore, as infrastructure projects and development cooperation require political ties 
in order to establish economic agreements, there is a foreign policy discourse component to the 
evaluation of the BRI’s purposes and objectives. It is part of the U.S. reaction toward an ever
growing Chinese presence in trade and geopolitical influence in Latin America that the BRI is 
classified as Beijing’s project to extend global dominance through dependency and debt. How
ever, Latin American countries have in general benefited from closer ties with Beijing. China is 
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the first or second trade partner of Brazil, Chile, Peru, Argentina and Uruguay. In fact, Brazil, 
Chile, Costa Rica, Peru and Venezuela are registering trade surpluses with China [Cintra, Me
deiros, 2015]. Rather than producing a feasible alternative for developing countries, such U.S. 
reactions ref lect an aggressive discourse based on negativity bias in its attempt to label Chinese 
development financing as a “web of debt” [Brautigam, 2019, pp. 4–5]. The recently founded 
U.S. International Development Finance Corporation (DFC) aims to compete against the 
BRI, but as with other U.S. international development agencies, it suffers from lack of funding, 
making it rhetorical rather than practical [Belt & Road News, 2020]. 

Regardless of pressures from Washington, 19 Latin American countries already have 
signed a memorandum of understanding or cooperation agreement with China to join the Ini
tiative. Throughout the last decade, Latin America and the Caribbean (LAC) has been included 
in the BRI as an extension of the Maritime Silk Road. A turning point of LAC’s participation 
in the BRI was the 2018 Santiago ChinaCommunity of Latin American States Ministerial Fo
rum (Foro ChinaCELAC in Spanish – the LAC equivalent to the African Forum on China
Africa Cooperation – FOCAC), when special memoranda were signed relating the region to 
BRI [Strategic Comments, 2018]. The main concern of the BRI is infrastructure building; LAC 
countries are in high need of better connectivity, which benefits the adoption of the initiative. 
Connectivity is one of the five pivotal priorities of CELAC, as logistical costs represent 18–35% 
of LAC product prices. To tackle this issue, Chinese financing is being sought in order to im
prove the viability of several infrastructure projects, such as the Argentinian Belgrano Plan and 
the BrazilianPeruvian Transoceanic Railway linking the Atlantic and Pacific oceans [Amora, 
2016; Malena, 2019]. 

Establishing multilateral fora as means for negotiation, the ChinaCELAC Forum raises 
Latin American leverages in terms of reaching better conditions in ChinaLAC trade, negotiat
ing as a bloc instead of bilaterally. This approach strengthens ties between developing countries, 
and China positions itself as a speaker of emerging powers [Brito, 2018]. Brazil, Argentina, 
Mexico and Colombia, despite not having signed agreements, are major recipients of Chinese 
investments. In the case of Brazil, it is worth mentioning the construction of the Belo Monte 
line, the purchase of several electricity assets, such as CPFL and CEMIG hydroelectric plants, 
and the construction of the COMPERJ petrochemical complex in Itaboraí, Rio de Janeiro. The 
figure below outlines the connections between LAC countries and the Belt and Road Initiative.

Table 1. Connection of Latin American and Caribbean States with the Belt and Road Initiative

Latin American countries that have 
joined the Belt and Road Initiative

Caribbean countries that have 
joined the Belt and Road Initiative

Non-aligned countries receiving 
significant investment from China

Signed memorandums of understanding Argentina, Brazil, Colombia, 
MexicoBolivia, Chile, Costa Rica, 

Panama, Peru, Uruguay, 
Venezuela

Antigua and Barbuda, Barbados, 
Dominica, Grenada, Trinidad and 
Tobago

Signed cooperation agreements

Cuba, Dominican Republic, 
Ecuador, El Salvador

Guyana, Jamaica, Suriname

Source: [Dabus, Basu, Yao, 2019].

In addition, another very controversial point is the pressure that the United States gov
ernment has been exerting to prevent Latin American countries from adopting 5G Internet 
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technologies produced by the Chinese company, Huawei. Along with the BRI, which is seen 
as a Chinese movement to export industrial overcapacity, disputes about which 5G technology 
is going to be adopted by LAC countries are a major source of conflict between the U.S. and 
China. The U.S.’ geopolitical views and imposition of sanctions are an important concern for 
LAC countries, while the growing Chinese presence in the region is being perceived as a threat 
[Montoya, Lemus, Kaltenecker, 2019, pp. 6–7]. On two occasions, senior U.S. officials have 
pressured countries in the region to do so. In April 2019, during a visit to Chile, Secretary of 
State Mike Pompeo warned Latin American countries to be cautious in their relations with 
China and Russia, two countries that, according to him, “set traps,” “ignore the rules” and 
“spread the disorder.” The response of the Chinese ambassador to Santiago, Xu Bu, in an in
terview with La Tercera newspaper, was quite harsh. Xu stated that “historically, the U.S. has 
treated Latin America as its ‘backyard,’ imposing frequent military intervention or sanctions” 
[Guerrero, 2019]. Furthermore, there are recent examples of U.S. support for its closest allies 
on banning Chinese advanced technologies. 

After establishing new norms aiming at banning Huawei and ZTE from accessing U.S. 
markets, the United Kingdom followed the same guidelines and planned to ban all 5G tech
nology kits from Huawei by 2027; despite admitting it is going to cause a 5G adoption delay of 
more than two years, as well as create 2 billion pounds worth of extra costs, “national security” 
causes were cited as the main motivation [Kelion, 2020; Shepardson, Bartz, 2018].   

In August 2019, U.S. Secretary of Commerce Wilbur Ross, in an interview with Valor 
Econômico newspaper, drew attention to the importance of 5G Internet networks and the is
sues involved in choosing a provider:

5G technology is very different. In 3G and 4G, it is easy to separate core activities, sensitive 
activities, from peripheral ones. In 5G, because of the nature of software and physical systems, 
it is not possible. This has security implications. 5G is much more vulnerable to intrusion than 
3G or 4G. Imagine an economy running without GPS, without telecommunications; imagine 
a breakdown on the internet of things and artificial intelligence, someone bringing down your 
industry as a whole. These considerations are serious. The interconnectedness of things is, in 
many ways, wonderful. But it also creates vulnerabilities. Because it means that the damage 
caused by a cyber invasion is much more widespread and severe than it was in less sophisticated 
technologies. Therefore, we urge all countries to be very, very aware of who the [5G technolo
gies] vendor is, what the implications are, what vendor relations can negatively affect the [tech
nologies] recipient country [Rittner, 2019, authors’ translation].

Ross warned the Brazilian government about the inconvenience of adopting Huawei’s 5G 
Internet technologies, highlighting security issues and the specificity of the Chinese political 
system, since

(...) the Chinese economy is very different from ours. You should be aware that there is a law 
in China that requires private companies to cooperate with military and intelligence services, 
keeping the level of cooperation a secret. We don’t have it in the U.S., we don’t have it in Bra
zil. This alone shows the difference in approach [Rittner, 2019, authors’ translation].
 
Wilbur Ross’s information would make sense if the world had not had access to Edward 

Snowden’s comprehensive information gathering network. However, the bestinformed sec
tors of society are not only aware of the loss of privacy in electronic communications but are 
also aware of the manipulative role played by the large digital companies that control major 
social media networks, notably in the elections since 2016. In response, Chinese ambassador to 
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Brazil, Yang Wanming, in an interview for the same newspaper, rebutted the U.S. secretary’s 
statements, which he stated were baseless:

With hidden intentions, these comments aim to slander Chinese products alleging security 
risks and disrupt normal economictrade cooperation between China and other countries in 
the world. And U.S. officials often resort to political means to interfere with economic activity, 
‘producing successive lies’, which violates international norms and undermines the ‘just and 
equitable order’ of world economic cooperation [Graner, Rittner, 2019, authors’ translation].

It is relevant to note that the tone of the Chinese ambassadors’ responses was harsher than 
that traditionally used in diplomatic discussions, as the comments of their U.S. counterparts 
also draw on strong rhetoric, especially under a rightwing populist government. This is the 
case with the Trump administration, under which aggressive, occasionally insulting rhetoric, 
especially against China, has become commonplace in foreign policy and diplomatic relations.

Final Considerations

The reintroduction of the Monroe Doctrine into U.S. policy toward Latin America must be 
observed with scepticism, as the circumstances that have ensured its effectiveness in the past, 
especially in the Cold War period, no longer exist. On the one hand, the United States no longer 
has the conditions of yore, as most major international issues cannot be resolved unilaterally. 
Similarly, due to the technological revolution and China’s emergence as a staunch competitor 
in the digital economy, the U.S.’ ability to sustain productivity gains, job creation and even 
the socalled “American Dream” is no longer the same as in the “Golden Age.” This does 
not mean that any other state can at this moment cast a shadow over the United States, as the 
country still has a strong system of innovation, enormous military capability, and a worldwide 
soft power network.

Another important issue to consider is that this is not a competition between two antago
nistic economic models, as it was throughout the Cold War. The United States and China are 
intrinsically linked and interdependent in international productive, trade and financial f lows. 
As much as the Trump administration tries to block the Chinese economic and technological 
rise, it is impossible to create a “sanitary cordon” around it, as the degree of economic integra
tion and interdependence between the countries makes such a measure impossible. Attempts 
by the United States to block Chinese initiatives such as the AIIB and the BRI have not found 
support from traditional partners such as Germany, France and the United Kingdom, which in 
fact were founders of AIIB. The current attempt to pressure allied countries not to incorporate 
5G Internet technology into their communication systems is having limited effect.

Finally, when it comes to Latin American and Caribbean countries, it is difficult to to
tally realign the region to U.S. interests as the degree of interrelations with China has reached 
a very high level. The Bolsonaro government of Brazil is a good example. While sustaining an 
openly proU.S. stance and being critical of China during the election campaign, the Brazilian 
government is adopting a neutral stance on SinoU.S. disputes. In this sense, pragmatism and 
the desire not to embarrass the country’s main trading partner is more important than ideo
logical breakthroughs which still persist in certain government sectors, notably in the ministry 
of foreign affairs. This logic is valid for countries with governments aligned to the right of the 
political spectrum, such as Chile, Argentina, Peru and Colombia. Due to the characteristics 
of export tariffs based on agricultural and mineral commodities, the United States would not 
be able to supplant Chinese demand as they are in many cases competing in the international 
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market. Therefore, in the face of disputes between two important partners, prudence indicates 
that neutrality is the best way forward for Latin American and Caribbean countries.
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Introduction

In recent years, the world has witnessed the emergence of Brazil and India as significant actors 
in the international system. As the largest countries in their respective regions, Brazil and India 
can help to shape the future of Latin America and South Asia. As both states have experienced 
substantial growth in their prominence and capabilities, there is an increasing desire to under
stand, and possibly predict, how they will behave in strategic matters, comprising their military 
and foreign policy. 

Due to their economic, demographic, political and even military capabilities and resourc
es, their international behaviour can not only condition the foreign, security and domestic poli
cies and strategies of their neighbours but also impact the ambitions of extraregional powers 
with a stake in those regions. Analyzing these two countries’ strategic culture can therefore help 
policymakers and scholars to understand the rationale behind their perceptions and ambitions, 
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what influences and drives their foreign and security policies, how they see the world and why 
they behave the way they do.

Brazil is the world’s fifthlargest country after Russia, Canada, China, and the United 
States1, while India, which is about a third of Brazil’s size, ranks seventh. In terms of popula
tion, with 1.3 billion people – and growing – India is the secondmost populous country after 
China, while Brazil is fifth with a population of over 220 million. When it comes to political 
systems, both countries are considered vibrant democracies, imperfect as they might be, with 
India being the largest democracy in the world and Brazil the fourth largest. 

The magnitude of those numbers ref lects the scale of the challenges faced by those states. 
As developing countries, they need to overcome urgent structural issues which undermine their 
potential. Widespread corruption and high levels of illiteracy still plague them. High levels of 
“poverty, regional income and economic inequalities, overexposure to commodities and de
pendence on commodities exports, dependence of foreign direct investments, vulnerability to 
asset bubbles, poor institutional and regulatory quality, and a relatively small opening to the 
global economy” [Degaut, 2015, p. 4] are some of the negative characteristics shared by these 
giant countries. 

However, besides the argument that both states are “undergoing a military modernization 
effort aimed at preserving their strategic interests” [Darling, 2010], what other common traits 
can be, from a more strategic perspective, associated with them? Considering that the rise of 
emerging powers has the potential to affect the balance of power in the international system, 
whether regionally or, in some cases, globally, this article examines and compares the strategic 
culture of these two important rising countries. While exhibiting completely different patterns 
of strategic thinking, ref lected in – and stemming from – different cultural and social tradi
tions, world views, and foreign policy practices and priorities, which have led them to pursue 
different paths and approaches to reach their objectives, Brazil and India share a belief that they 
are predestined to “greatness,” to play a larger role in their respective regional contexts, and to 
become major stakeholders in global affairs. 

Considering the relevance of Brazil and India to the international system, identifying and 
analyzing the nature of their strategic culture is of fundamental importance to understanding 
the logic that has driven the evolution of their geopolitical views, military doctrines, and foreign 
policy behaviours, practices and preferences. Perhaps most importantly, it helps to explain their 
claims for a greater voice in global affairs and their quest for greatness. Likewise, when one 
considers that, as emerging powers move closer to achieving global player status, their strategic 
preferences could eventually have gamechanging effects on the international stage, discussing 
such issues becomes even more important.

This article first presents an operational concept of strategic culture and brief ly discusses 
why more traditional and dominant modes of analyzing the strategic behaviour of middle pow
ers like Brazil and India – such as neoliberal institutionalism, offensive realism and rational 
choice institutionalism (RCI) – are not the most appropriate ones to analyze the evolution of 
Brazilian and Indian security and foreign policy practices. It then discusses the main charac
teristics of India’s strategic culture, and its influence upon the country’s security and foreign 
policy decisionmaking process. The same methodology is applied in a discussion of Brazilian 
strategic culture. Finally, a brief conclusion addresses how what can be considered the tradi
tional strategic cultures of Brazil and India have not only historically helped to shape those 
countries’ security and foreign policies, concerns, behaviours and preferences but also, and 
perhaps most importantly, formed the strategic framework within which diplomacy has oper
ated, thoughts debated, lines of action devised, and decisions implemented.

1 Combined, Brazilʼs 27 states are bigger than the contiguous United States.
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Why the Strategic Culture Approach?

Questions regarding how and why states behave and will behave in the international system lie 
at the very heart of International Relations (IR). More specifically, national security, a concept 
that can be broadly understood as not only the ability of a state to provide for the defence and 
protection of its territory, institutions, citizenry and capabilities in the domestic sphere but also 
to pursue its interests abroad, has traditionally been one of the main policy issues and one of the 
most important subjects that states have to address.

More traditional and dominant IR theories, such as neoliberal institutionalism, offensive 
realism and RCI, are often used to analyze and describe the behaviour of actors in the field of 
security. Over time, however, as the international security environment has endured structural 
changes brought about by the emergence of phenomena such as globalization, regional integra
tion and terrorism, among others, such theoretical perspectives are not the most appropriate 
ones to analyze and explain national security policy patterns in a fundamentally changing and 
more dynamic international system [Lantis, 2002]. In the same vein, a “key problem with tra
ditional modes is that they cannot explain why there are differences in states’ security policies 
[...] although they have similar capabilities and face similar conditions and constraints in their 
international environment” [Mirow, 2009, p. 1].

Certainly, no theoretical perspective is perfect. Every approach has its strengths and short
comings. Although it is not in the scope of this work to detail the strengths and vulnerabilities 
of the aforementioned perspectives, they fall short of capturing the full gamut of motivations 
behind the strategic and foreign policy behaviour of middle powers like Brazil and India.

The linear predictions of those rational choice theories of what is to come, for example, 
which start from similar assumptions but reach entirely opposite conclusions, are equal in the 
sense that they tend to be overly deterministic, turning what would be a possible future into an 
inevitable one, leaving no room for alternative scenarios. The evolution of Brazilian and Indian 
security and foreign policy thinking and practices, for example, defies that narrow theoretical 
pigeonholing. The strategic culture approach, on the other hand, suggests but does not deter
mine what should be expected from an actor, what the available options are or what courses of 
action are appropriate or considered feasible. 

Likewise, none of these major theories is able to account for intangible aspects such as 
identity, values and traditions to either predict the future or explain the past. On the other 
hand, strategic culture can provide a bridge between ideational and material interpretations 
of state behaviour, simultaneously challenging and enriching those perspectives. For this rea
son, this article argues that, in spite of its gaps, the strategic culture approach explains Brazil’s 
and India’s geopolitical thought and, consequently, their foreign policy interests, priorities and 
behaviour, as well as their proclivity to use force, better than other competing theoretical ap
proaches. Understanding intangible factors such as identity, beliefs, values, traditions, action 
and discourse allows scholars and policymakers to take account of the issues to which the actors 
are reacting, as well as the impact of experience on their foreign and security policies.

This does not mean that the strategic culture approach is the sole perspective that can pro
vide a realistic explanation for a state’s behaviour in the international scenario in any particular 
instance. However, its potential explanatory power can offer substantial room for progressive 
study of strategic choice, has the potential to be a valuable policy instrument and can “do a 
much better job of explaining how the world works” [Desch, 1998, p. 141]; it should not, there
fore, be understated. 

In fact, in a historical moment where new threats to security and global stability are emerg
ing, compelling states to revise, update and adapt their foreign policies and security strategies, 
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the strategic culture approach has at least three potential contributions to make, particularly – 
but not only – when supplementing more traditional theories:

First, cultural variables may explain the lag between structural change and alterations in state 
behavior. Second, they may account for why some states behave irrationally and suffer the con
sequences of failing to adapt to the constraints of the international system. Finally, in structur
ally indeterminate situations, domestic variables such as culture may have a more independent 
impact [Desch, 2005, p. 3].

In that regard, the impact that ideational, cultural and normative elements can have on 
the motivations of states and their leaders has become more apparent in a significant number 
of recent international events, triggering a renewed scholarly interest in the role of culture in 
global security. Moscow’s support for separatists in Eastern Ukraine, the threat from terrorism 
and radical Islamic movements, the rise of the BRICS group of Brazil, Russia, India, China 
and South Africa, the interventions in Libya, Iraq and Afghanistan, and the Syrian civil war, 
as well as the tensions on the Korean Peninsula, among other developments, have led analysts, 
decision makers and the academic community to try to interpret international issues through 
the lens of national culture and identity.

Broadly understood as a deeply held cultural predisposition for a particular strategic be
haviour or strategic thinking, strategic culture is a product of geographic circumstances and his
torical experiences, both internal and external, domestic and foreign, which influence the way 
policymakers and strategists think about matters of war and peace. The subjective perception of 
a state regarding its own security and eventual threats to it, as well as the reaction patterns re
garding such threatperceptions, for example, is significantly influenced by its strategic culture. 
More than an alternative way of explaining strategic behaviour, the strategic culture approach 
seeks to explain what constrains actors from taking certain strategic decisions, how they legiti
mize their foreign policy discourse and behaviour, whether they explore causal explanations for 
regular patterns of state action, and their attempts to derive generalizations from its conclusions. 
A deeper understanding of cultural variables can, therefore, help to design and develop courses 
of action, anticipate possible scenarios, reduce policy failures and advance national interests.

Interaction among those elements can help forge a collective sense of national identity and 
strategic perceptions distinct from other states, while also limiting the social and cultural milieu 
in which strategic decisions are made. Strategic culture can therefore be seen as resulting from 
a peculiar set of beliefs, values, assumptions, perceptions and behaviour patterns that have been 
socialized, legitimized and, finally, incorporated into the political practices, moral codes and 
social mores of a given society – particularly of members of the foreign policy and national se
curity establishment – regarding how a state views international politics and the means through 
which it tends to define and pursue its foreign policy and national security objectives. Through 
those social, cultural and political mechanisms, beliefs, preferences and practices have, over 
time, achieved “a state of semipermanence that places them on the level of ‘culture’ rather 
than policy” [Snyder, 1977, p. 8]. 

It must be noted, however, that the strategic culture approach is in itself not just about 
how culture or cultural variables influence strategic policy output, which would be of very lit
tle use, since, as C.S. Gray [1999, p. 50] observes, “all strategic behavior is affected by humans 
who cannot help but be cultural agents.” Likewise, overreliance on cultural variables, without 
the support of theoretically consistent and empirically solid arguments, can undermine the ex
planatory power of any analytical framework, rendering it a victim of a cultural particularism 
that manifests itself in Deus ex machina explanations. In that context, B. Moore [1967, p. 485] 
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reminds us that “the weakness of the cultural explanation is not in the statement of such facts 
[…] but in the way they are put into the explanation.”

On the other hand, the strategic culture approach emphasizes decisionmaking. This per
spective carries in itself the semantic element “strategic,” a term intimately connected to state
craft, and more particularly to diplomacy and military strategy. This approach is, in fact, about 
the culture of strategic decisionmaking, as it informs the thinking and reasoning of a country’s 
policymakers, and about the processes through which these understandings engender decisions 
regarding the pursuit of foreign policy and national security objectives. It therefore tends to 
ref lect the rationale behind the preference for specific courses of action or for the adoption of 
specific policies to address a given issue. 

This theoretical framework assumes that patterns of political thought and behaviour  – 
particularly regarding national security and foreign policy – are not uniform around the world. 
Therefore, historical memories, traditions and experiences shared by the people and, more im
portantly, the ruling classes of a state constitute the basic pillars of its strategic culture. How
ever, since members of the elites cannot realistically formulate a strategic culture out of the 
nothing and then impose it upon the people, that strategic culture “must be in resonance with 
the people’s historical experience and conscious or subconscious collective memory” [Liebig, 
2016]. In that sense, A. Toje [2009, p. 4] argues that “generated at the crossroads of history, 
capabilities, geopolitics and values, strategic culture is an aggregate level of the most influential 
voices in terms of attitudes and behaviors,” which can generate a feedback loop that influences 
the nature and meaning of not only ideational variables but also material ones.

In this context, some contemporary scholarship advocates the idea that the strategic cul
ture approach offers highly relevant perspectives on foreign policy decisionmaking, grand 
strategy, strategic behaviour, preferences and choices, and military doctrine, since, by applying 
that approach to certain cases, scholars have been trying to explain continuity and change in a 
country’s foreign and national security policies. J.S. Duffield [1999], for example, argues that 
the foreign policy goals that are to be pursued by a state, which reflect its identity and interests, 
are defined by its strategic culture, while B.S. Klein [1988] acknowledges that variable as being 
a product of historical experience. Since these experiences differ across states, different states 
create different strategic cultures. In the same line of thinking, A.I. Johnston [1995, p. 34] 
claims that “different states have different predominant strategic preferences that are rooted in 
the early or formative experiences of the state, and are influenced to some degree by the philo
sophical, political, cultural and cognitive characteristics of the state and its elites.”

The literature on the subject, however, is limited by a substantial focus on major powers, 
particularly the American, Russian and Chinese cases. By studying this perspective through the 
experiences of emerging countries, this article bridges an important gap, diversifies the litera
ture and enriches the understanding of the sources of strategic culture and its implications to a 
country’s foreign and security policies. 

Indian Strategic Culture: Main Features

Discerning the underlying traits of India’s strategic culture is not an easy task due to the extreme 
diversity of Indian society, marked by ethnic, religious, linguistic, genetic, caste and regional 
differences. However, the foundational text on politicostrategic affairs generated in the Indian 
geocultural space, with a remarkable impact on the formation of the country’s strategic culture, 
can be found in Kautilya’s Arthashastra, a more than 2000yearold treatise on statecraft and 
politics. Although the ageold popular Indian mythology is strongly based on great epics, such 
as the Mahabharata and the Ramayana, “at the very least, Indians have not recorded their 
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strategic thinking in written texts, the only exception being the ancient classic, Arthashastra” 
[Bajpai, 2002, p. 246]. Likewise, R. Das [2010, p. 480] argues that “the strategic protocols laid 
in the Arthashastra have formed the corpus from which India’s strategic community has drawn 
their notions of national security,” despite the presence of strong “symbolism of premodern 
Indian state systems and threads of Hindu or Vedic civilization dating back several millennia” 
[Jones, 2006, p. 3].

Basically, Kautilya’s Arthashastra is about grand strategy, encompassing a wide range of 
subjects from public administration, governance and economic policy to foreign policy and 
military affairs. Grand strategy can be understood here as a practical exercise based on the 
“calculated relationship of means to large ends” [Gaddis, 2009, p. 7], in which intentions are 
related to capabilities, and objectives are related to resources. It seeks to align a country’s power 
with its interests and orchestrates ends, ways and means. 

To R.W. Jones [2006, p. 8], the Arthashastra, “closely parallels Niccolo Machiavelli’s The 
Prince, as an exposition of monarchical statecraft, realpolitik in interstate balances of power, 
and the practices of war and peace.” In this line of reasoning, to the Kautilyan state, the most 
important national security and foreign policy objective is the political, and possibly territo
rial, unification of the Indian subcontinent. Its paradigm is driven by an early kind of political 
realism whose underlying premise is the competitive and conflictual nature of the international 
system, in a scenario in which interstate relations are established based on a correlation of forces 
in terms of power.

In a context where the essence of Indian foreign and security policies lies in its quest 
for strategic autonomy, the core concepts of Kautilya’s Arthashastra provide some of the basic 
philosophical and mythological features and assumptions of Indian strategic culture, which 
include – but are not limited to – an inclination toward a tradition of realpolitik, the strong 
presence of nationalism as a central component of Indian national identity, the inviolability of 
the country’s territorial integrity and sovereignty, and the strengthening of the role of the state 
in ensuring economic and social progress and in mobilizing productive, political and cultural 
forces, as well as the preservation, promotion and pursuit of the state’s interests according to 
raison d’état. 

Different from the Brazilian case, traditional Indian strategic culture puts a premium on 
material resources of leadership, indicating its preference for strategies that favour power poli
tics and the development of hard power capabilities. Such a statement does not mean that India 
is an aggressive or bellicose state. Rather, it ref lects a deeprooted belief in Indian politico
military circles that the chaotic and competitive nature of the international system, as well as 
its asymmetric character, is a source of instability that determines the status of countries and 
limits their options of strategic choices. Consequently, the willingness to provoke changes in 
the status quo demands the development of strong economic, political, military and diplomatic 
capabilities, in a scenario where the state has the moral duty of cultivating power in order to 
pursue its interests.

 Coexisting with the Kautilyan realpolitik framework, there is what can be considered a 
tradition of idealism in the Indian statecraft experience. Such a tradition is based on the teach
ings of Gautama Buddha (c. 563 BCE/480 BCE – c. 483 BCE/400 BCE) and Ashoka (himself 
a Buddhist, although more realist), an emperor of the Maurya Dynasty who ruled from circa 
268 to 232 BCE. Both versions of Indian idealism place a premium on conflict resolution and 
politics based on ethicalmoral concerns (moralpolitik). The Ashokan tradition, however, ac
knowledges that the use of force is necessary in certain situations.

In that regard, despite the strong influence of the Kautilyan realpolitik tradition, modern 
strategic thought in India presents three founding fathers: Mahatma Gandhi, Sardar Patel and 
Jawaharlal Nehru. M. Liebig [2016] maintains that “it is often said that Gandhi was the ‘ideal
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ist’ in the BuddhaAshoka tradition, Patel a hardcore Kautilyan ‘realist’ and Nehru’s policy 
was a mix of Kautilyan realism and ‘idealism’ in the Ashokan tradition.” Das [2010, p. 481] 
agrees particularly with this brief description of Nehru’s strategic thoughts, arguing that his 
views “combined two seemingly conflicting strategic traditions: [Arthashastra] political realism 
and Mahatma Gandhi’s nonviolence.”

As uneasy as the combination of political realism and idealism might be, those perspec
tives have given rise to three distinct schools of thought or theoretical approaches, identified by 
K. Bajpai [2002] as Nehruvianism, neoliberalism, and hyperrealism, which vie for dominance 
in modern India and try to explain the nature of the national strategic culture. N. Goswami 
[2013], on the other hand, identifies only two theoretical approaches, which follow along the 
lines described by Bajpai: hardcore realism and Nehruvianism. Despite the significant pecu
liarities of each approach, however, they share a set of common assumptions and premises, 
which represent the core of the national strategic thinking and are examined here, while ac
knowledging that there may exist some other elements in common.

The first common trait is the deeprooted conviction that India is not merely another 
state, but rather a distinct civilization with a rich and old history, therefore being singularly enti
tled to present a natural claim to greatness, leadership and cultural superiority. The main impli
cation of this characteristic is that India sees the international system as essentially hierarchical, 
not anarchic or egalitarian. Its major power status should thus be naturally acknowledged rather 
than earned, a feature which reflects traditional social organization in India structured upon 
attributive indicators or standards, such as caste, family and origin [Rangarajan, 1992]. Accord
ing to Jones [2006, pp. 5–7],

Indian strategic culture has a collective consciousness of the sacred origins of Indianness that 
give mythological and metaphysical significance to the subcontinent as a territorial expression 
[…]. India’s strategic culture sees status as an objective reality, a matter for other states to rec
ognize and act in accordance with, not a favor for other states to confer. 

Second, consistent with this notion of uniqueness is the perception that the country has a 
mission to bring to the world its distinct voice, whose modern political expression is its tradi
tional neutrality or nonalignment. In the eyes of the country’s policymakers, this stance – of 
which the 1955 Bandung Conference, which laid the political and cultural foundations for the 
launching of the NonAligned Movement, is a remarkable example – has contributed to In
dia’s preeminence over other developing nations. This is why India avoids being closely tied 
to countries or blocs. Actually, with the exception of the South Asian Association for Regional 
Cooperation (SAARC), India is not a member of any economic bloc or formal regional group
ing. According to Singh [2009, p. 5], in order to understand this autonomist policy, “it must be 
realized that India is largely friendless in the world today. India has friendly relations with many 
states but friendship with none. […] Faced by varied threats and adversaries, India has no option 
but to rely on its own capabilities.” 

This assessment not only ref lects India’s wariness of alliances and its emphasis on strate
gic autonomy, but also means that, as a third feature, India takes a pragmatic approach to for
eign affairs, as its strategic culture posits no permanent enemies or friends. It tends to favour a 
more f lexible strategic stance in its external affairs, rather than adopting a doctrinally prescrip
tive behaviour on specific matters of war and peace, security or foreign policy [Goswami, 2013]. 
Driven by its aspirations to be a great power, India’s actions are taken and adopted according 
to the probability that they will increase its international status. Nehru used to emphasize the 
utilitarian nature of Indian foreign policy in the context of the Cold War, for example, by saying 
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that “if the time comes for us to make a choice, we will without hesitation join the party that can 
benefit our national interests” [Xinmin, 2014, p. 159].

Likewise, as R.U. Zaman [2006, p. 242] recalls, “nonalignment did not prevent Nehru 
from seeking military aid from United States and Great Britain during the short SinoIndian 
border war of 1962, nor did it restrain India from concluding the IndoSoviet Treaty of Peace, 
Friendship and Cooperation in August 1971” but, as S. Ganguly [2002, p. 363] puts it, “without 
any strings attached.” H.V. Pant and J.M. Super [2015, p. 747] argue that India’s search for 
strategic autonomy has turned into a quest that “in practice has led to semialliances fashioned 
under the cover of nonalignment,” a major example being the 2014 IndiaU.S. Delhi Declara
tion of Friendship, a move followed by the “U.S.India Joint Strategic Vision for AsiaPacific 
and the Indian Ocean Region, which pledged to promote peace and prosperity, economic de
velopment and connectivity including freedom of navigation in the South China Sea, and ad
dress poverty” [Goswami, 2016]. Likewise, in that regard, Delhi sees its BRICS affiliation as a 
useful instrument to obtain the international respect it thinks it deserves – by joining other im
portant emerging powers – without having to incur the risks and costs of joining a more formal 
economic or political bloc. In all these examples, when it suits the national interest, strategic 
autonomy has given way to strategic engagement.

Fourth, power, considered the currency of international politics, is understood as a multi
faceted concept based on three strong pillars. The notion of state power, therefore, necessarily 
includes the conjugation of economic wealth, military capabilities and political resources [Ran
garajan, 1992]. States cannot prescind of any of those three dimensions, although the optimum 
mix and use of those capabilities is a matter of divergence among proponents of Nehruvian
ism, neoliberalism, and hyperrealism. In consequence, in order to pursue the national inter
est, states cannot be “indifferent to the cultivation of power, their own and that of other states. 
States must in some measure accrue power in a competitive system” [Bajpai, 2002, p. 251]. In 
military terms, India is not only estimated to have an arsenal of something between 90 and 110 
nuclear weapons [SIPRI, n. d.], but it is currently also the world’s fifthlargest military spender 
after the United States, China, Saudi Arabia and Russia. It has also been the world’s top im
porter of arms for nearly a decade [Sawe, 2019].

These features can be envisaged in India’s regional foreign policy, particularly its prag
matic approach. Even though the country shares borders with two potential “enemies,” for ex
ample, India tends to give priority to dialogue over the use of military power, seeking to be par
ticularly cautious and to adopt a nonconfrontational stance toward China, in a context where 
trade exchanges and other forms of bilateral dialogue are on the rise. Indian policymakers are 
aware that despite their country’s ageold history, culture and hard power capabilities, India is 
not yet a major global military or economic power and still lacks the strategic weight required to 
shape global affairs and the ability to project its influence beyond its immediate neighbourhood 
or decisively shape the fate of its region. For those reasons, the country is striving to further 
develop a more comprehensive strategy to balance Russia and China while advancing its own 
rise by promoting wideranging cooperation with other important regional actors. If, however, 
the use of force is deemed necessary, as last resort, the country will not refrain from using it, as 
its long and dense history of warfare, as well as the several skirmishes with Pakistan along the 
common border over the course of the last fifty years, has shown. As S. Xinmin [2014, p. 160] 
recalls, “Gandhi’s nonviolence creed did not hamper his staunch support for the use of force 
in Kashmir, nor did Nehru’s nonalignment policy influence India’s acceptance of military as
sistance from the Soviet Union and the US in 1963 to maintain national security.”

In fact, New Delhi has actively sought to step up its economic, political and military role 
and presence in regional affairs and to intensify its engagement with other players in the Asia
Pacific region. It has, for example, increased its level of involvement and changed the profile 
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of its participation in the Association of Southeast Asian Nations (ASEAN), moving from the 
status of a mere dialogue partner in 1995 to becoming a strategic partner in 2012. As a result of 
this new dynamic, not only has bilateral trade soared from $7 billion in 2001 to $65 billion in 
2016 [ASSOCHAM, 2016] but also the bilateral agenda was broadened to include new issues, 
such as cooperation in political and security domains.

As its foreign policy is strongly influenced by considerations of domestic politics, particu
larly in border regions, and emphasizes a more regional rather than global scope of action – 
another common characteristic – India has sought to give more palpable contours to its Act 
East policy, established in 2014 to replace the decadeslong Look East policy, implemented in 
1991[Swaraj, 2014]. Signalling a disposition to play a larger strategic role in the IndoPacific re
gion, New Delhi has made significant advances in forging stronger strategic partnerships and in 
expanding military cooperation with countries in the region, particularly with Japan, Indone
sia, Korea and Vietnam, among others, while becoming a reliable provider of security and mili
tary equipment. To Pant and Super [2015, p. 759], “in states such as Japan, Malaysia, Vietnam 
and the Philippines, maritime disputes with China have helped energize interest in India as a 
regional partner,” a situation that illustrates the growing strength of India’s regional strategy. 

The last common feature – one which perhaps serves as the backbone of India’s strate
gic culture – is the deeprooted belief that sovereign states are the constituents par excellence 
of international society, and as such, therefore, are beholden to no higher power or authority 
[Basrur, 2001]. In consequence, each state must find its ways and means to ensure its security, 
preserve its sovereignty and territorial integrity, and pursue its interests in an essentially unsta
ble and competitive system. This assessment does not mean that India is a revisionist country. 
Likewise, it is far from meaning that India rejects the current world order or refuses to engage 
in international institutions and norms. In fact, the country has been an advocate of the United 
Nations, the global trade system and the international law and principles, especially when they 
work in India’s favour, a stance that reinforces the pragmatist approach that India has adopted 
in its international relations [Das, 2010].

This mix of influences stemming from Kautilyan political tradition, Buddha’s and Asho
ka’s idealism, Indian neoliberalism, Nehruvianism and hyperrealism has traditionally provided 
the ideational milieu within which strategic thoughts, foreign policy and security concerns are 
debated, plans are formulated and decisions are executed. As R. M. Basrur [2001, p. 195] points 
out, “while not static, there has been a considerably high degree of stability in India’s strategic 
culture.” Ganguly [2002, p. 363], for example, states that “for a significant portion of the Cold 
War the architects of India’s foreign policy professed a belief in nonalignment, Third World 
solidarity, stateled economic growth, and secularism.” Much in the same vein, Jones [2006,  
p. 3] stresses that “India’s strategic culture is not monolithic, rather is mosaiclike, but as a 
composite is more distinct and coherent than that of most contemporary nationstates […] due 
to its substantial continuity.” Strongly based on the geographical expression of the country and 
advocating the social values and particularities of the Indian state and of socalled “Indian
ness,” such an ideational milieu may be expected to continue serving as the framework that 
guides the foreign and security policies of the Indian government.

Brazilian Strategic Culture: Main Features

Different from the Indian case, Brazilian strategic culture does not have remote origins or basic 
characteristics found in ancient canonical texts on politicostrategic affairs. In fact, since its 
discovery in 1500, “geophysical, political, economic, and sociocultural variables have coa
lesced to form the basis of Brazilian Strategic Culture. Indeed […] many serendipitous events 
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have played a key role in defining the contours and content of Brazilian Strategic Culture” 
[Bitencourt, Vaz, 2009, p. 11].

With an area of more than 3 million square miles, Brazil is a continental state, occupy
ing nearly half of South America and bordering on all the other South American states, except 
Ecuador and Peru. Accounting for approximately 49% of South America’s population, 60% 
of South America’s gross domestic product, and abounding in natural resources, Brazil, the 
“sleeping giant,” has long been regarded as a potential world power and has exhibited a remark
able measure of continuity in preserving its international identity. The country’s continental 
scale, which comes not only from its size, but also from its political, diplomatic, and economic 
importance, is one of the main elements of its international identity. 

Despite the fact that the main elements of a Brazilian strategic culture became more dis
cernible and consolidated when the country obtained its independence in the early 19th century 
(1822), and particularly after the Republic was proclaimed in 1889, one can go further into the 
past to find the roots of the particular Brazilian cultural and strategic selfperception, which 
began to develop while Brazil was nothing more than a colony of Portugal. Just like India, the 
ways Brazil sees the world and reacts to international events have been deeply influenced by 
history and geography. The analysis of these early roots is absolutely essential to understanding 
how the Brazilian elites’ perceptions of themselves, their state and the role of Brazil in the world 
came to be formed.

A nation of immigrants, Brazil presents a population which is a mix of native indigenous 
Amerindians, descendants of slaves captured in Africa and European families, particularly, 
Portuguese, Spanish, Germans and Italians, as well as Lebanese and Japanese. Brazil, how
ever, started as a small group of semiautonomous colonies originating from Portugal’s overseas 
exploration, after seaman Pedro Álvares Cabral reached the Coroa Vermelha Bay, in today’s 
state of Bahia, on 22 April 1500. Brazil’s first contact with Europe through Portuguese settlers 
gave it a significantly distinct political, economic and social makeup when compared to Span
ish America. 

In contrast with the colonizing philosophy of the Spaniards, the first Portuguese settlers 
in Brazil were less focused on conquering, controlling or developing the new colony. Most new
comers were far more interested in establishing profitable trade relations with the Portuguese 
metropolis and developing subsistence agriculture along the coastal areas, particularly in the 
northeastern region, “the territory that bulges east toward Africa” [Chaffee, 2012, p. 398], than 
they were in promoting territorial expansion. As a result, the country’s vast interior remained 
largely unexplored during the first two centuries after discovery. However, even though most 
colonists established themselves along the coastal zones (a preference that continues to this 
day), a few brave men decided to venture into the hinterlands. Among them were Jesuit mis
sionaries, who marched inland in search of native Indians to convert and catechize, and the 
bandeirantes (f lag bearers), who marched inland in search of gold, silver, precious gemstones 
and Indians to enslave.

The relative absence of territorial expansion ambitions is a trait that can be found in the 
early years of Brazil’s history. Another feature is that, despite official rhetoric, Brazil does not 
see itself as fully part of Latin America. Contrary to almost all other countries in the region, 
Brazil was not colonized by Spain, but by Portugal, a country whose main interests were not in 
the Americas but in trade with Europe, mainly with England, its most powerful ally, and Africa. 
In fact, the history of Portuguese America presents some remarkable contrasts with the history 
of colonial Spanish America. When the Portuguese f leet led by Pedro Alvarez Cabral reached 
the Brazilian shores for the first time, it found no Indian civilization that could be slightly 
compared with the more developed Aztecs or Incas. For that reason, “the Portuguese, unlike 
the Spanish, did not face a highly organized, settled indigenous civilization. These Indians had 
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built no imposing cities and they had no mythic explanations for this sudden alien intrusion” 
[Skidmore, Smith, 1997, p. 22]. To make things worse, and unlike in most of Spanish America, 
some local Indians tribes practiced cannibalism, and most were semi nomadic, which in prac
tical terms meant that the colonization process would have to follow a gradual strategy, rather 
than the immediate conquest and occupation policy adopted by the Spaniards.

Most importantly, as there were no apparent signs of precious metals, particularly gold 
and silver, “and consequently no easy path to fabulous wealth” [Ibid.], as opposed to most of 
Spanish America, agriculture was the main economic activity in the new Portuguese colony, 
especially the cultivation of sugar cane. The extension of the territory, the hostility of the na
tives and the apparent scarcity of mineral resources led the Portuguese crown to initially exert 
a much looser control over Brazil than the Spanish monarchy did in its overseas dominions. 
This situation only started to change when Portuguese and Dutch settlers managed to develop a 
lucrative sugar industry in the northeastern region of the country in the early 17th century. By 
1650, Brazil had already become the world’s main producer of sugar cane, produced almost in 
its entirety by African slaves brought into Brazil by Portuguese slave traffickers.

In this historical context, the colonial ties with the Portuguese metropolis and the huge 
slave trade with Africa were the two most important factors which contributed to the formation 
of colonial Brazil during the first centuries and, indeed, up to the early 19th century. These 
facts imply that since the 16th century, when Brazil consisted of nothing more than a few Por
tuguese military outposts and commercial enclaves on its northeastern coast, Brazil has had 
an Atlantic and eastwardlooking orientation, which means that the country has historically 
turned its back to its Spanish neighbours and has looked to Europe for most of its cultural, le
gal, economic, political and scientific models. “Clinging to the coast like crabs,” as once noted 
the Franciscan Frei Vicente do Salvador, the first historian of Brazil, in 1627 [Philippou, 2006,  
p. 184], the scarce local population, mostly scattered along the Atlantic coast and physically 
separated from Spanish America by the Andes and vast extensions of the Amazon rainforest, 
thrived in a state of almost complete isolation from the rest of the socalled New World.

During most of its first three centuries, Brazil’s trade relations with its regional neighbours 
varied between nonexistent and inexpressive. Indeed, this lack of economic engagement fa
voured the emergence of a situation in which the only sustained contact with Spanish America 
during that time was in the form of border disputes, facts that reinforced the sentiments of 
cultural insularity and uniqueness which shaped the Brazilian identity. In his much acclaimed 
book Casa-Grande e Senzala (The Masters and the Slaves) about the formation of Brazilian so
ciety, published originally in 1933, Gilberto Freyre, one of the most important Brazilian schol
ars, explains that among the main characteristics of Brazilian society are hospitality and an in
nate aversion to conflicts of any nature, which are a “manifestation of the socalled gregarious 
instinct intensified by isolation” [1963, p. 87].

The idea behind these arguments is that the myth of a common Latin American identity 
has never really penetrated the general public in Brazil and never found any significant reso
nance in the Brazilian cultural ethos and society. Actually, Brazilians tend not to see themselves 
as Latin Americans, except when it is economically or politically convenient. The Portuguese 
language is not the only variable that separates Brazil from its Spanishspeaking neighbours. 
Culture, history, tradition and interests are also important distinguishing features which help 
to explain why Brazilians “have had only a vague awareness and interest in what goes on in the 
rest of Latin America until very recently” [Eakin, 2009, p. 4]. L. Bitencourt and A. Vaz [2009,  
pp. 13–5] share these ideas and observe that

In general, it is quite extraordinary to contemplate the fact that historically, Brazil has for the 
most part been able to avoid the rampant violence that has plagued its neighbors, and that it 
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has been able to expand its territory nonviolently despite the formal limits placed upon it from 
external sources of authority… Brazil emerged as a nation quite different from its continental 
neighbors, and can hardly fit into the strategic and cultural framework of Latin America as 
a whole… Brazilians do not consider themselves ‘Latin American,’ and take all possible op
portunities to underscore their cultural, historical, and language differences vis-à-vis the ‘His
panic’ countries in the region.

The findings of a recent comparative public opinion survey called The Americas and the 
World: Public Opinion and Foreign Policy, coordinated by the Center for Research and Teach
ing in Economics (CIDEMexico) [2015], support this idea. The research, whose main objec
tive is to analyze how Latin Americans perceive foreign policy issues across the region and also 
through time, found that the average Brazilian does not perceive himself/herself as part of Latin 
America or South America. When asked about their perception regarding national or regional 
identity, 79% of the respondents defined themselves as “Brazilians,” 13% as “citizens of the 
world,” 4% as “Latin Americans,” and only 1% as “South Americans.” In a sharp contrast, the 
average of respondents who defined themselves as “Latin Americans” in six other countries of 
the region (Argentina, Chile, Colombia, Ecuador, Mexico and Peru) was 43%.

Size, insularity and geographic location have not only shaped Brazil’s relationship with 
the major powers and its regional neighbours but have also been fundamental to forging the 
country’s strategic culture. In spite of its continental dimensions, Brazil has always been a 
“coastal civilization,” as even today nearly 80% of the Brazilian population lives within two 
hundred miles of the Atlantic. The existence of a vast and largely empty interior between Brazil 
and its neighbouring countries, most of it in jungle areas of difficult access, contributed to the 
low number of border disputes recorded in Brazilian history, which “allowed Brazil’s military 
to develop without serious concern for foreign enemies…rather than fear its neighbors, the Bra
zilian elites (especially Itamaraty and the military) have worried about the machinations of the 
Great Powers” [Eakin, 2009, p. 6].

As a matter of fact, over the course of its more than 500year history, Brazil has not had 
any serious military conflict with its neighbours, with the exception of the Cisplatine War 
(1825–28), an armed conflict between the Empire of Brazil and what is now Uruguay, and the 
War of the Triple Alliance (1864–70), which opposed Argentina, Brazil and Uruguay against 
Paraguay. The absence of credible foreign threats to the country’s territorial integrity and sov
ereignty had two direct implications. First, the predominance of internal over external chal
lenges led the elites and the military to focus on nationbuilding, economic growth and internal 
security issues. In fact, economic development has always been considered a national security 
objective and a defining feature of Brazilian strategic culture. This might be the reason why the 
country’s military organizations, in a historical perspective, have not been considered 

an integral part of the country’s foreign policy toolbox, focusing instead on territorial deter
rence and an extensive array of internal tasks ranging from the provision of basic infrastructure 
in rural areas to delivery of government programmes (such as vaccinations) to the forceful 
pacification of slums (favelas) in urban areas in preparation for upcoming megaevents [Kenkel, 
2013, p. 110].

Second, it inculcated in the diplomatic corps and in the military the idea of a preferential 
option for negotiated solutions. K. Kenkel [2013, p. 109] agrees with this line of reasoning and 
states that 
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in geostrategic terms, much of Brazil’s land border spans practically indefensible jungle ter
ritory, and the bulk of the country’s vast resources lie in the sparsely settled and controlled 
interior while the great majority of the population reside along the coastline. This unique situ
ation of geostrategic exposure forms the foundational dilemma of what has been recognized as 
a distinct Brazilian tradition in geopolitical thought.

The emergence of a strong nationalism and a remarkable cultural homogeneity have also 
shaped how Brazilians feel and perceive themselves. These ideas echo Freyre’s masterwork 
(1963), in which the Brazilian scholar depicted the portrait of a country devoid of ethnic and 
linguistic fractures, in which centuries of racial, social and cultural mixture produced a unique 
melting pot, which arguably made Brazilian people superior to any other on earth. That power
ful nationalism, coupled with selfaggrandizing perceptions of the self, is at the core of Brazilian 
identity and the country’s longstanding quest for greatness – features that are essential ele
ments of the Brazilian strategic culture. In that sense, General Carlos Meira Mattos, considered 
one of main interpreters of Brazilian geopolitical thought, once stated that “we possess all the 
conditions that enable us to aspire to a place among the world’s great powers” [Brands, 2010, 
p. 6]. Likewise, Franko [2014, p. 127] characterizes Brazil as “a nation whose strategy has been 
grounded by nationalism in the service of sovereignty.” While Bitencourt and Vaz [2009, pp. 
13–4] believe that Brazil was “able to experience a sense of geographic and cultural unity as 
far as identification with an ethnically and racially diverse populace with the grander notion of 
a unified Brazil cultural,” which certainly had a formative impact on the development of the 
Brazilian strategic culture, M. Eakin [2009, pp. 11–2] argues that

five centuries of cultural and racial mixing have produced… [a country with] an impressive in
ternal homogeneity that provides it with an ability to act globally without the linguistic, ethnic, 
sectarian, and regional divides that so fragment other large nations…This mixing has produced 
a people with a remarkable set of shared symbols, rituals, and beliefs – who share a profound 
unity.

The Brazilian people, somehow, have developed a selfperception that they are naturally 
endowed with the ability to resolve conflicts in a negotiated way. The fact is that, over time, 
Brazil has unequivocally expressed its reliance on and preference for negotiated solutions for 
conflicts. Even the country’s independence from Portugal in 1822, was more of a negotiated 
arrangement than a prolonged and violent process. Compared with its Spanishspeaking neigh
bours, Brazil’s independence process was relatively peaceful and uneventful, allowing the coun
try enter statehood with considerably less strife and bloodshed, despite some violent reactions 
in what are now the states of Pernambuco and Bahia. On 29 August 1825, through the medium 
of a treaty brokered by the United Kingdom, Portugal acknowledged the independence of Bra
zil, putting an end to Brazil’s fear of an impending massive Portuguese attack [Degaut, 2015]. 

A lesserknown historic fact – and one that clearly reveals the Brazilian preference for 
negotiated solutions – is that, in exchange for Brazil’s recognition, thenEmperor Pedro agreed 
to settle Portugal’s debts with Britain. Secret clauses of the 1825 treaty determined that Brazil 
would assume responsibility for paying about 1.4 million pounds sterling of Portugal’s debt to 
Britain and would give another 600,000 pounds sterling to Dom João VI, King of Portugal, sup
posedly as an indemnity for the loss of the former colony and as personal reparation.

This newly won independence was unusual among the anticolonial movements in the re
gion and helped to place Brazil in a sui generis position in the whole context of the Americas, 
launching the country on a trajectory different from the rest of Latin America, underscoring 
even more its uniqueness and emphasizing its differences visàvis its regional neighbours. 
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Throughout much of the 19th century, Brazil enjoyed a stable monarchy, envied by neighbour
ing countries. It remained the only monarchy in a republican continent, or, as C. Lafer [2004, 
p. 35] would say, “an empire among republics,” and “a great Portuguesespeaking territorial 
mass that remained united while the Hispanic world fragmented [...]. That is why, in the nine
teenth century, in view of our position in South America, to be Brazilian meant not to be His
panic” [Lafer, 2000, p. 212].

With the end of the monarchical regime and the advent of the Republic in 1889, the main 
traits of the Brazilian strategic culture became even more discernible. In 1902, José Maria da 
Silva Paranhos Jr., more commonly known as Baron of Rio Branco, was appointed minister of 
foreign affairs, retaining office until his death in 1912. Rio Branco, considered “the patron of 
Brazilian diplomacy,” adroitly managed to combine all the elements of the Brazilian strategic 
culture to pursue his geopolitical view of a singular and powerful, yet peaceful Brazil, reinforc
ing the belief about a land destined to greatness, a vision of grandiosity which has inspired 
generation after generation of diplomats, military officers and policymakers.

Rio Branco was fundamental for the construction of the international identity of Brazil, as 
his vision shaped both the boundaries of the country and the traditions of Brazilian foreign rela
tions. His most important legacy was his successful endeavour to negotiate territorial disputes 
between Brazil and some of its neighbours, including Argentina and Bolivia, and consolidate 
the borders of modern Brazil in a peaceful manner. Rio Branco was, however, heir to a tradition 
of negotiation, which has developed a sound foreign policy repertoire built upon principles such 
as pacifism, multilateralism and realism, which has assumed a prominent role in the develop
ment of the national strategic culture. 

Diplomacy literally shaped Brazilian borders. G. Casarões [2014, p. 88] argues that “Bra
zil […] is a country that has been almost entirely forged by diplomacy – to the extent that our 
rejection of the use of force has become part of our national identity.” Modern Brazil indeed 
is a result of a series of diplomatic initiatives and agreements: the Treaty of Tordesillas (1494), 
which divided the newly discovered lands outside Europe between Portugal and Spain; the 
Treaty of Madrid (1750), also between Portugal and Spain, which put an end to border disputes 
between the two empires in South America, and ceded much of what is today’s southern Brazil 
to the Portuguese; the secret independence treaties between Brazil and Portugal; and the border 
treaties negotiated by Rio Branco.

Casarões [2014, p. 89] also observes that diplomacy “has always been the ticket to Bra
zil’s international recognition.” As Brazil has lacked the economic and military capabilities 
that would provide the basis for a more significant role in international affairs and that could 
compel other countries to accept its emergence, Brazil has relied heavily on the skills developed 
by its diplomatic service to maximize its autonomy in the international system, always placing 
a premium on the norms of sovereignty, nonintervention, peaceful resolution of disputes and 
cooperation. This situation not only led the country to largely neglect its military capabilities 
and needs but also led some to claim that if Brazil is to one day be able to have a significant 
systematic impact on the global order, “it will have to do so not through the inexorable accu
mulation of geopolitical weight, but through the resourcefulness of its strategy and diplomacy” 
[Brands, 2010, p. 3].

As seen, the main characteristics of the Brazilian national character – and of the country’s 
strategic culture, among which one can find preference for peaceful means of conflict resolu
tion and for instruments of soft power over hard power, a belief in predestined greatness and to 
natural leadership in the Latin American space, singularity in Latin America due to Portuguese 
colonization and Portuguese language, and pragmatism in its international relations – were de
veloped during the formative years of the state. The way Brazil assesses the international scenar
io to formulate its security and foreign policies therefore ref lects its strategic culture. Relatively 
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deprived of hard power capabilities, Brazil has consistently advocated the use of ideational re
sources as a strategy to promote changes in the international scenario to shape an international 
environment more conducive to the achievement of the state’s interests. 

Conclusion

There is a robust association between Brazil’s and India’s respective strategic cultures – which 
are intimately tied to their traditions, history and geography – and those countries’ strategic 
calculations and choices. In both cases, the politicodiplomatic framework produced by their 
strategic cultures has, to some extent, guided the direction and range of their international 
choices and shaped their security and foreign policies, concerns, behaviours and preferences. 
Considering that such an approach also emphasizes the culture of strategic decisionmaking, 
it has formed the ideational milieu within which diplomacy has traditionally operated, ideas 
debated, lines of action devised, and decisions implemented.

As a mechanism that tends to ref lect the rationale behind the preference for specific 
courses of action or for the adoption of specific policies to address a given issue, this concep
tual perspective can offer important avenues into understanding national detectable motiva
tions, what informs the thinking and reasoning of a country’s policymakers, and the processes 
through which these understandings engender decisions regarding the pursuit of foreign policy 
and national security objectives.

Both countries, due to their history, traditions, geographic circumstances and social or
ganization have distinct preferences, dispositions and practices in their foreign and security 
policy, which have led them to pursue different paths and approaches to reach their objectives 
despite some basic common traits, as previously seen. These two states share a belief that they 
are predestined to greatness, to play a bigger role in their regional contexts and to become major 
stakeholders in global affairs. They both advocate the reform of the global governance system. 
They both still exhibit a rather ambiguous standard of relationship with the world’s stillsole 
superpower, the United States, while trying to find a modus vivendi with China.

Both Brazil and India have made noteworthy strides in the economic, political and, to 
some extent, even military realms in recent years. They both have sought to consolidate their 
presence in a mounting number of global decisionmaking institutions. Their strengths, capa
bilities and international standing have significantly improved, and their external behaviour, 
negotiating styles and strategies, position in multilateral forums, and stance on international 
issues display a remarkable continuity through time, even though the international system has 
undergone significant changes in its structure and functioning. Although such patterns can be 
indicative of consistency in their international relations, it can, coupled with their perceptions 
of themselves and their roles and places in the world, also be anachronistic in some cases and 
reveal an inability to adapt to a changing environment. This seems to be particularly true in 
the Brazilian case, which tends to present a higher disposition for riskavoidance than India, a 
country also characterized by a deep attachment to its historical traditions. Brazil’s traditional 
nonconfrontational politics might ref lect – and be a consequence of – the relative weakness 
of its military power. Brazil’s preference for multilateralism and peaceful resolutions of con
troversies represents a staple of its foreign policy principles, while India’s preference for power 
politics includes the understanding and acceptance of the legitimacy of the use of power, and 
even recourse to war, to pursue foreign policy objectives.

It must be noted, however, that the strategic culture approach is about discerning tenden
cies rather than identifying determinants of behaviours or preferences. The focus of this theo
retical approach has traditionally been on continuity or semipermanence in strategic culture, 
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as foreign policy strategies and behaviours are mediated through a set of core ideas, beliefs and 
doctrines that the country’s decisionmakers use to justify preferences and actions. Although 
those ideas, beliefs and doctrines may – and should – undergo changes throughout the years, 
therefore leading to changes in a country’s intentions, those changes tend to evolve very slowly, 
making those variables semipermanent features of the national character and identity. To a 
large extent, it is this relative continuity that allows a country to articulate a minimally coher
ent strategy which tends to ref lect its worldviews, as anachronistic as it might be. It enables a 
country to decide what kind of world it wishes to build and which international system is more 
conducive to its interests, to define and implement its foreign policy priorities, and to identify 
and allocate all instruments of power available to pursue its international objectives in an inte
grated manner.

This article has sought to show that the study of strategic culture can provide an important 
analytical lens through which to better understand the continuities underlying Brazil’s and In
dia’s international actions and the possible motivations behind them. While the strategic culture 
approach is not intended to produce a predictive model of behaviour, it can suggest which lines 
of action and outcomes tend to be more likely than others in a given circumstance and provide a 
consistent explanation as to why, since it can provide tools that allow researchers and analysts to 
understand and interpret state diplomatic and military action in a particular historical context. 
It is not, however, an imperative dogma to be followed, nor a narrow framework through which 
look into the past and have the future revealed, but rather a useful tool to comprehend and 
assess the politicocultural environment in which policymakers operate and determine pos
sible means and ends to attain foreign policy and security objectives, as well as the forces that 
somehow influence, shape, condition and define a country’s political action, particularly when 
supplementing more traditional schools of international relations theory.
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Abstract
With the rise of China, reforming the global governance institutions has become an important part of China’s 
diplomacy. Based on whether to build new international rules or reinterpret or redeploy the existing ones, we can 
divide the rising power’s paths in global governance reform into four types: displacement, layering, conversion and 
avoidance. Why does China adopt different paths toward reforming the existing international institutions which 
are dominated by the U.S.? Building on the theory of “gradual institutional change” in historical institutionalism, 
this article argues that the veto capability of the established power and the flexibility of the existing international 
institution are two determinants of the rising power’s path selection in global governance reform. It applies this 
theoretical framework to explain China’s behaviour in four issue areas: sovereign credit rating, the international 
monetary system, free trade agreements and multilateral development banks. In sovereign credit rating, the strong 
veto capability of the U.S. and the low flexibility of the existing international credit rating institution make China 
adopt the path of avoidance. In the international monetary system, the strong veto capability of the U.S. and the high 
flexibility of the International Monetary Fund’s special drawing rights make China adopt the path of layering. In 
free trade agreements, the weak veto capability of the U.S. and low flexibility of the Trans-Pacific Partnership make 
China adopt the path of displacement. In multilateral development banks, the weak veto capability of the U.S. and 
high flexibility of World Bank rules make China adopt the path of conversion. 
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Introduction

As a rising power, an important part of China’s diplomacy is to promote the institutional reform 
of global governance, including the goal and path of the reform. In terms of the goal, China 
should enhance its institutional power to match its growing material power. As the leaders of 
the BRICS group of Brazil, Russia, India, China and South Africa emphasize in the 2017 Xia
men Declaration, “We resolve to foster a global economic governance architecture that is more 
effective and reflective of current global economic landscape, increasing the voice and repre
sentation of emerging markets and developing economies” [BRICS, 2017].

In terms of the path, China has selected different paths toward reforming the international 
institutions which are equally dominated by the United States. In the issue area of sovereign 
credit rating, China has taken measures to reduce the reliance on the international credit rat
ing companies, in response to the criticism of the three major U.S. rating companies in the 
subprime crisis and the subsequent European sovereign debt crisis [Xiaochun, 2012, pp. 4–7]; 
this can be called a strategy of avoiding. In the issue area of the international monetary system, 
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China actively promotes the view that the renminbi should join the basket of special drawing 
rights of the International Monetary Fund (IMF) [People’s Bank of China, 2017], which can be 
called a strategy of layering. In the issue area of free trade agreements, China strongly supported 
the Regional Comprehensive Economic Partnership (RCEP) as a way to balance the push for 
the illfated TransPacific Partnership (TPP) led by America (from which the U.S. ultimately 
withdrew). [Hamanaka, 2014], which can be called a strategy of displacement. In the issue area 
of multilateral development banks, China initiated the establishment of the Asian Infrastruc
ture Investment Bank (AIIB), which is outside the existing system of multilateral development 
banks. China’s strategy here can be called one of conversion. On one hand, the AIIB keeps the 
same rules as the World Bank (WB) which is dominated by the U.S.; on the other hand, it is 
redeploying its rules: the World Bank uses the rules for poverty reduction, while the AIIB uses 
them for infrastructure investment [Lichtenstein, 2018].

Why does China select different paths toward reforming the global governance institutions 
which are equally dominated by the U.S.? This is the research question addressed in this article. 
Building on the theory of gradual institutional change in historical institutionalism [Mahoney, 
Thelen, 2010], this article argues that the veto capability of the established power and the f lex
ibility of the existing international institution are two determinants of a rising power’s path se
lection in global governance reform. This hypothesis is tested empirically through a comparison 
of the four cases noted above: sovereign credit rating, the international monetary system, free 
trade agreements and multilateral development banks. 

The article proceeds as follows. First, the research question is introduced, followed by a 
literature review. Then a new theoretical framework developed to explain the rising power’s 
path selection in international institutional change. This is applied to four case studies to test 
the theoretical hypothesis, followed by concluding observations.

Literature Review

“In a historical and institutional view, politics is structured by persistent incongruities and fric
tions among institutional orderings” [Skowronek, 1995, p. 95]. In recent years a burgeoning 
literature has emerged regarding the rising power’s strategy and path selection in international 
institutional change. Generally speaking, there are at least five perspectives to explain China’s 
path selection. 

The first is the perspective of the status quorevisionist debate. Alastair Iain Johnston has 
developed five indicators – participation rates in international institutions, degree of compli
ance with international norms, behaviour toward the rules of the game, revisionist preferences 
and revisionist behaviour – to judge whether China is a status quo power or a revisionist power 
[Johnston, 2003, pp. 5–56]. John Ikenberry and Darren Lim have identified a spectrum of 
strategic choices that China faces, ranging from simple status quoaccepting stakeholder mem
bership at one pole to opposition and nonparticipation at the other. Between these extreme 
options, there are choices that rising states make to reform and innovate within the existing 
array of international institutions. Altogether, there are at least five strategies for the rising pow
ers: status quo stakeholder, authorityseeking stakeholder, institutional obstruction, external 
innovation, and opposition [Ikenberry, Lim, 2017].

Second is the perspective of international institutional competition and balancing. Li 
Wei and Luo Yifu argue that there are four patterns of international institutional competition 
between established powers and rising powers: international rule’s competition, international 
regime’s competition, international organization’s competition and international order’s com
petition [2019, pp. 28–57]. He Kai believes that, similar to the balance of power, major powers 
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have adopted institutional balancing strategies to orient the potential order transition to the 
direction most beneficial to their own interests. There are three different institutional balancing 
strategies for the powers: inclusive institutional balancing, exclusive institutional balancing, and 
interinstitutional balancing [2018, pp. 60–83].

The third perspective is that of voice/exit/threaten to exit. Drawing on Albert Hirchman’s 
voiceexit framework, Phillip Lipscy argues that a rising power has three strategies in interna
tional institutional change: to be a voice within the international institution, to exit the interna
tional institution, or to threaten to exit the international institution. The strategy of threatening 
to exit is the best selection under circumstances when the voice strategy is difficult to work 
and the costs of the exit strategy are high. But the condition for this strategy is that the threat 
should be credible, which depends on the rising power’s outside options [2015, pp. 341–56]. 
Liu Hongsong also pointed out three factors determining the possibility that a rising power can 
threaten to exit from the international institution: the degree of the rising power’s dependence 
on the existing international institution, the domestic support in the rising power for an exit 
from the existing international institution, and the dependence of the established power on the 
rising power [2019, pp. 74–9].

Fourth is the perspective of accept/hold up/invest. Scott Kastner, Margaret Pearson and 
Chad Rector argue that as a rising power, China has three paths in global governance reform, 
including accepting, holding up and investing. Among them, the possibility of China’s outside 
option and the indispensability of China’s cooperation within the existing international institu
tion are the two factors that determine China’s strategic choice. China will be willing to invest 
more in supporting a regime when its outside options are relatively poor. When its outside op
tions are good, it will accept the existing international institution if it is not a dispensable player 
in maintaining regimes, and if it is seen as indispensable it will threaten to hold up regime sup
port as a way to win concessions [2016, pp. 142–5].

Finally there is the perspective of incremental reform. Chen Zhimin and Su Changhe 
argue that China is pursuing a strategy of incremental reform in global governance. The incre
mental reform strategy has four aspects: internal reform, external innovation, internalexternal 
complementarity, and external innovation pushing internal reform. Internal reform refers to 
promoting reform within the existing international institution, gradually realizing the democ
ratization of governance decisions, the fairness of governance rules and the modernization of 
governance capacity. External innovation refers to initiating the establishment of a new inter
national institution in the areas neglected or unable to be governed by the existing international 
institutions. Internalexternal complementarity refers to ensuring that the new and old inter
national institutions do not conflict with each other and establishing channels for dialogue and 
communication between them. External innovation pushing internal reform refers to pushing 
the internal reform from within the existing international institution through the leading by 
example of the external newly established international institution [2014].

To sum up, the existing five perspectives provide some explanations for China’s path se
lection in global governance reform, but they also have some shortcomings. Although the per
spective of the status quorevisionist debate correctly shows the diversity of the rising power’s 
strategies, it overlooks the influence of the interaction factors between the rising power and 
the established power in the process of international institutional change. The perspective of 
international institutional competition and balancing pays attention to the interaction between 
the rising power and the established power in the process of international institutional change 
but is focused on the results of the interaction and lacks an analysis of the rising power’s path 
selection.

Comparatively, the perspectives of voice/exit/threatening to exit, accept/hold up/invest, 
and incremental reform pay attention to the rising power’s path selection, emphasizing some 
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contextual factors that affect the selection. However, they still overlook the features of existing 
international institutions. In fact, features of existing international institutions are important. 
Some international institutions are f lexible, such that a rising power’s institutional preference 
can be accommodated, while others are not. In this respect, the theory of gradual institutional 
change in historical institutionalism combines the contextual factors and features of institutions 
in the process of institutional change, which has a strong potential to explain the rising power’s 
path selection in global governance reform. This article will introduce and revise the theory of 
gradual institutional change and explain the rising power’s path selection through two key vari
ables: the great power’s veto capability and the international institution’s f lexibility.

New Theoretical Framework

Among the three new institutionalisms in political science, the study of institutional change 
occupies a more prominent position in historical institutionalism, which embraces a power
political view of institutions that emphasizes their distributional effects. It is different from the 
functionalism of rational choice institutionalism, which mainly promotes cooperation through 
solving collective action problems. It is also different from sociological institutionalism, which 
highlights the cultural components of institutions. Historical institutionalism views institutions 
first and foremost as the political legacies of concrete historical struggles. Peter Hall and Rose
mary Taylor argue that institutions distribute power unevenly across social groups, giving some 
groups disproportionate access to the decisionmaking process and putting others at a disad
vantage [1996, pp. 936–57].

Historical institutionalism emphasizes that a dynamic component is built in institutions; 
while institutions represent compromises or relatively durable, though still contested, settle
ments based on specific coalitional dynamics, they are always vulnerable to shifts. Those who 
benefit more from existing institutions may have an objective preference for continuity and be
come dominant actors. Those who benefit less from the existing institution tend to reform the 
institution and become reform actors. In the process of institutional change, dominant actors 
and reform actors with different power resources and preferences usually seek different forms 
of institutions, and the final institutional result is often the product of political compromise 
among the actors.

When it comes to institutional change, historical institutionalism has formed two different 
views: one is the punctuated equilibrium model represented by Stephen Krasner, John Iken
berry and Giovanni Capoccia [2007, pp. 341–4] the other is the gradual institutional change 
model represented by Kathleen Thelen, James Mahoney and Wolfgang Streeck. The punctu
ated equilibrium model emphasizes the critical juncture, which is often understood as a period 
of contingency during which the usual constraints on action are lifted or eased. Explanations 
of change focusing on such periods are sometimes also linked to arguments about the relative 
weight of agency versus structure in various phases, as enduring historical pathways are periodi
cally punctuated by moments of agency and choice.

Kathleen Thelen and James Mahoney argue that the problem with the punctuated equi
librium model is that it is both too contingent and too deterministic. It is too contingent in that 
the initial choice (critical juncture) is seen as rather open and capable of being tipped by small 
events or chance circumstances. In politics, this kind of blank slate is a rarity and not all options 
are equally viable. It is too deterministic on the backend of critical junctures, emphasizing, as 
they often do, the role of “lock in” via increasing returns and positive feedbacks. These views 
have the drawback of obscuring endogenous sources of change and of conceiving change as 
involving the breakdown of one set of institutions and its replacement with another [Mahoney, 
2017, p. 1117].
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The breakthrough solution came with the theory of gradual institutional change of histori
cal institutionalism, which includes independent variables, dependent variables and a theoreti
cal framework. In terms of independent variables, the change of the balance of power between 
the dominant actors and the reform actors within the institution, in the system, and the reform 
actors’ strategic reinterpretation and redeployment of the existing institutional rules during the 
implementation process are the causes of gradual institutional changes. In terms of dependent 
variables, there are four modes of institutional change, namely displacement, layering, conver
sion and avoiding, which constitute the types of path selection of reform actors. In terms of 
the theoretical framework, a model containing a causal mechanism is formed between the two 
independent variables and the four dependent variables to explain under what conditions the 
reform actor will select which mode of institutional change.

Independent Variables

On the one hand, given the institutional continuity that rests not just on the accumulation but 
also on the ongoing mobilization of resources, one important source of change will be shifts in 
the balance of power between the dominant actors and reform actors. It should be noted that 
the change in the balance of power balance must be contextual and dynamic, rather than static, 
so it is more accurate to describe the shifts in the balance of power by the concept of veto capa
bilities of the dominant actor.

George Tsebelis points out that the socalled veto capabilities are held by actors whose 
consent is necessary to change the status quo of an institution [2002, pp. 19–20]. In the process 
of institutional change, when the reform actor proposes an initiative of institutional change, 
if the dominant actor can take various ways to prevent the initiative from becoming reality, it 
shows that the dominant actor has a strong veto capability. On the contrary, the dominant actor 
has a weak veto capability.

On the other hand, from the perspective of institutional implementation, reform actors of
ten strategically reinterpret and redeploy the existing institutional rules, which is another source 
of gradual institutional change. As mentioned above, the institution has a distributional effect 
on power resources. Dominant actors and reform behaviours will start another political strug
gle around the implementation of the institution. On this point, there are important differences 
between the powerdistributional perspective of institutions, sociological institutionalism, and 
rational choice institutionalism. In sociological institutionalism, implementation appears to be 
a nonissue. If institutions involve cognitive templates that actors unconsciously enact, then 
actors presumably do not think about not complying. In fact, it is their takenforgrantedness 
that makes institutions selfreinforcing. In rational choice institutionalism, sanctions and mon
itoring do play a role as mechanisms to prevent freeriding and to promote collective action. 
Implementation is endogenous in the sense that expected costs and extent of noncompliance 
are factored into the strategic behaviour of the actors in a particular institutional equilibrium 
[North, 1990].

Unlike sociological institutionalism and rational choice institutionalism, historical in
stitutionalism argues that reform actors will not implement the institutional rule voluntarily; 
instead, they will implement the institutional rule carrying their own institutional preferences, 
emanating not just from the politically contested nature of institutional rule but also from a 
degree of openness in the interpretation and deployment of the rule. Even when institutions are 
formally codified, their guiding expectations often remain ambiguous and always are subject to 
interpretation, debate and contestation. It is not just that unambiguous rules are implemented 
to greater or lesser degrees. Rather, struggles over the meaning, application and enforcement 
of institutional rules are inextricably intertwined with the resource allocations they entail [Ma
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honey, Thelen, 2010, pp. 10–1]. Wolfgang Streeck and Kathleen Thelen offer a new approach 
that conceptualizes formal institutions as social regimes grounded in relations of authority, 
obligation and enforcement. This vision of institutions not only allows for a new typology of 
gradual institutional change but also calls new attention to the role of the interpretation of rule 
meaning, the varied deployment of rules, and the slippage in the enactment of social rules as 
potential sources of change. In fact, this approach shows that institutions often change not 
because of shifts in the formal rules of institutions. Rather, institutions often evolve because of 
changes in their interpretation, meaning, enforcement and functions. We can expect gradual 
institutional change in the gaps between the rule and its interpretation, or the rule and its de
ployment [2005, pp. 9–16].

How can a reform actor’s strategic reinterpretation and redeployment of the institutional 
rules in the process of institutional implementation be described? Historical institutionalism 
puts forward the concept of institutional f lexibility, which is the degree of ambiguity and open
ness in the institutional rules which allow them to be reinterpreted and redeployed [Mahoney, 
Thelen, 2010, p. 10]. Rational choice institutionalism acknowledges institutional f lexibility as a 
site of conflict but assumes that such f lexibility will decline over time or be resolved through the 
formalization of the rules. However, historical institutionalism sees institutional f lexibility as a 
more permanent feature. Actors with divergent institutional preferences will contest the open
ings this institutional f lexibility provides because matters of interpretation and deployment can 
have profound consequences for resource allocations and substantive outcomes. 

Dependent Variables

What types of path can the reform actors select to promote institutional change? These are the 
dependent variables of the theory of gradual institutional change. Based on whether to build a 
new institution or reinterpret or redeploy the existing institution, reform actors’ paths in institu
tional change can be divided into four types: displacement, layering, conversion, and avoiding 
[Ibid., pp. 15–8].

Displacement means the removal of existing institutional rules and the introduction of 
new ones. This kind of institutional change may well be abrupt, and it may entail a radical shift. 
The rapid, sudden breakdown of institutions and their replacement with new ones, as occurs 
in revolutions, obviously involves displacement. Yet displacement can also be a slowmoving 
process. This may occur when new institutions are introduced and directly compete with old 
ones. New institutions are often introduced by reform actors who are the losers under the old 
institutions.

Layering means the introduction of new rules on top of or alongside existing ones. It oc
curs when new rules are attached to existing ones, thereby changing the ways in which the 
original rules structure behaviour. Different from displacement, layering does not introduce 
new rules to replace the old rules but rather to work along with them. The process of layering 
often takes place when institutional challengers lack the capacity to actually change the original 
rules or to set up an explicit alternative institution. While institutional defenders may be able 
to preserve the original rules, they are unable to prevent the introduction of amendments and 
modifications. 

Conversion means the changed enactment of existing rules due to their strategic redeploy
ment. It occurs when rules remain formally the same but are interpreted and enacted in new 
ways. The gap between the rules and their implementation is produced by reform actors who 
actively exploit the inherent f lexibility of the institutions. Through redeployment, they convert 
the institution to new goals, functions and purposes.
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Avoiding means the reform actors neither introduce new institutional rules nor reinterpret 
the existing rules; rather they reduce the reliance on, and use of, existing rules and improve 
their autonomous power. James Mahoney and Kathleen Thelen use the concept of drift, which 
means the changed impact of existing rules due to shifts in the environment. However, because 
drift does not pay attention to the reform actor’s path selection in institutional change, avoiding 
is used in this analysis instead. 

Theoretical Framework 

Combining the two independent variables (veto capability of the dominant actors and f lexibility 
of the existing institution) with the four dependent variables (displacement, layering, conver
sion and avoiding) creates a 2×2 theoretical framework to explain the reform actor’s path selec
tion in institutional change, as shown in Table 1.

Table 1. Reform Actors’ Path Selection in Institutional Change

Low Flexibility of the Existing 
Institution

High Flexibility of the Existing 
Institution

Strong Veto Capability of the 
Dominant Actor

Avoiding Layering

Weak Veto Capability of the 
Dominant Actor

Displacement Conversion

In this theoretical framework, the balance of power between dominant actors and reform 
actors constitutes the political context of institutional change, while institutional f lexibility is 
the main character of the existing institution. Differences in the political context and the char
acter of the existing institutional rules are the two determinants of reform actors’ path selection 
in the institutional change. This raises two broad questions: does the political context afford the 
dominant actors strong or weak veto capability, and do the existing institutions afford reform 
actors opportunities for exercising discretion in reinterpretation or redeployment? The answers 
to these questions produce the analytic space depicted in Table 1. As the Table suggests, differ
ences in veto capability of the dominant actor and the f lexibility of the existing institution are 
associated with reform actors’ four types of path selection in institutional change.

When the dominant actor has strong veto capability toward the reform actor’s initiatives, 
it can only choose avoiding or layering rather than displacement or conversion – this is deter
mined by the power structure of the political context. How to choose between avoiding and 
layering? It depends on the f lexibility of the existing institution. If the existing institution is 
so f lexible that new rules can be added alongside, the reform actor will choose layering. If the 
existing institution is not f lexible, the reform actor will choose avoiding. 

When the dominant actor has weak veto capability toward the reform actor’s initiatives, it 
can choose displacement or conversion – again, this is determined by the power structure of the 
political context. The choice between displacement and conversion also depends on the f lex
ibility of the existing institution. If the existing institution is very f lexible, the reform actor will 
choose conversion. After all, the creation of new institutional rules is costly for reform actors. If 
the existing institution is not f lexible, the reform actor can only choose displacement.

This article applies this theoretical framework to analyze China’s path selection in global 
governance reform. Here, the dominant actor is the established power (U.S.), and the reform 
actor is the rising power (China). The veto capability of the established power and f lexibility of 
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the existing international institutions are two determinants of the rising power’s path selection 
in global governance reform. Therefore, this article puts forward the following four theoretical 
hypotheses: first, when the established power has strong veto capability and the existing inter
national institution has low f lexibility, the rising power is more likely to select the avoiding path; 
second, when the established power has strong veto capability and the existing international 
institution has high f lexibility, the rising power is more likely to select the layering path; third, 
when the established power has weak veto capability and the existing international institution 
has low f lexibility, the rising power is more likely to select the displacement path; fourth, when 
the established power has weak veto capability and the existing international institution has high 
f lexibility, the rising power is more likely to select the conversion path. These hypotheses are 
shown in Fig. 1.

High Flexibility of Institution

Low Flexibility of Institution

Layering

Avoiding

Conversion

Displacement
Weak Veto Possibilities Strong Veto Possibilities

Fig. 1. Rising Power’s Path Selection

These theoretical hypotheses are tested in four issue areas of global governance reform, 
including sovereign credit rating (SCR), the international monetary system (IMS), free trade 
agreements (FTA) and multilateral development banks (MDB). It should be noted that there 
are two main reasons for selecting these four cases [Geddes, 1990, pp. 131–50]: first, in terms 
of actors, the U.S. is the dominant actor in these four cases, and China is the reform actor; 
second, in terms of issue area, the four cases have distributional implications in that both the 
dominant actor and the reform actor are struggling to promote its own institutional preferences, 
as shown in Table 2.

Table 2. Case Selection

High Flexibility of Existing 
International Institution

Low Flexibility of Existing 
International Institution

Strong Veto Capability of the 
Established Power

Layering (IMS) Avoiding (SCR)

Weak Veto Capability of the 
Established Power

Conversion (MDB) Displacement (FTA)
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Sovereign Credit Rating Reform and China’s Avoiding Path

China’s Path Selection

In September 2008, with the outbreak of the American subprime crisis, the shortcomings 
of the existing international sovereign credit rating institutions were fully exposed, and the three 
major American rating agencies, Standard & Poor’s, Moody’s and Fitch (the “Big Three”), 
suffered international criticism. Critics alleged that the Big Three monopolize the international 
credit rating market, with low transparency, lack of competitiveness and independence; further, 
they played a procyclical role in the process of financial crisis and intensified the macroeco
nomic cyclical f luctuation. In October 2009, sovereign debt crises broke out one after another 
in Greece, Ireland, Italy, Spain and Portugal, pushing the Big Three into the forefront. Thus, 
sovereign credit rating reform is regarded as the focus of global governance reform and has be
come one of the hot topics. In this context, China has actively participated in this reform.

At the first Group of 20 (G20) summit in November 2008, Chinese president Hu Jintao 
proposed the principle of reforming international rating agencies. “Reform of the international 
financial system should aim at establishing a new international financial order that is fair, just, 
inclusive, and orderly and be conducted in a comprehensive, balanced, incremental and result
oriented manner. Reform and improve the international regulatory system and establish the 
code of conduct for credit rating agencies,” Hu said. At the fourth G20 Summit in June 2010, 
Hu Jintao systematically put forward a specific reform plan of the sovereign credit rating institu
tion. “We should strengthen the supervision of international credit rating agencies, reduce the 
reliance on international credit rating agencies, improve the code of conduct, and make objec
tive, fair, reasonable and unbiased sovereign credit rating methodology and standards,” Hu 
stressed [Ministry of Foreign Affairs of the People’s Republic of China, 2010]. Here, the key of 
the reform plan is to reduce the reliance on international credit rating agencies.

Zhou Xiaochuan, governor of People’s Bank of China, further explained the reform plan. 
“On one hand, large financial institutions should clean up the regulatory provisions and reduce 
the reliance on international credit rating agencies. On the other hand, we should support do
mestic credit rating agencies in China’s domestic bond market” [Zhou, 2012]. Zhu Guangyao, 
the vice finance minister of China, also pointed out that in the current situation of numerous 
obstacles in the reform of the international credit rating system, China’s reform of the rating 
institution should start at home, support local rating agencies to control the domestic rating 
market, and reduce the overuse and reliance on international credit rating agencies [Zhu, 2010].

In terms of path selection, the Chinese approach to international credit rating reform can 
be called avoiding, namely reducing the overuse and reliance on the Big Three and support
ing the domestic credit rating agencies’ control of the domestic bond market. Why does China 
select this path rather than other types of institutional change? According to the theoretical 
framework, it can be analyzed from two aspects: the strong veto capability of the U.S. and the 
low f lexibility of the Big Three.

Strong Veto Capability of the U.S.

In the issue area of sovereign credit rating, the U.S. enjoys structural power and strong 
veto capability, emanating from the scale and attractiveness of the U.S. bond market, the cred
ibility of the Big Three, and the U.S.’ outstanding influence in the G20 and other international 
institutions in which credit rating reform is being discussed.

First, the scale and attractiveness of the U.S. bond market make the U.S. Securities and 
Exchange Commission (SEC) the de facto gatekeeper of the international sovereign credit rat
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ing industry. The purpose of establishing a sovereign credit rating agency is to provide credit 
rating services to the issuers of sovereign bonds in the international bond market. Therefore, 
the international bond market, as the gathering place of sovereign bond issuers and investors, 
constitutes the power basis of the sovereign credit rating institution. In a sense, “whoever con
trols the international bond market controls the sovereign credit rating industry” [Soudis, 2015, 
pp. 813–37]. According to the statistics of the Bank for International Settlements (BIS), in June 
2010, the outstanding balance of bonds in the global bond market was $89.28 trillion, of which 
the U.S. bond market accounted for 24.2%, much more than that of the UK (13.7%) and Ger
many (7.4%), which ranked second and third, respectively [People’s Bank of China, 2010]. It is 
precisely because of the scale and attractiveness of the U.S. bond market that all of the sovereign 
credit rating agencies want to operate in the U.S. bond market in order to exert international 
influence and obtain the qualification of “National Recognized Statistical Rating Organiza
tion” (NRSRO) granted by the U.S. SEC. This endows the SEC with a strong institutional veto 
capability in the reform of the international credit rating institution.

Second, the credibility of the Big Three has established their authority, making it dif
ficult for any newly established rating agencies to compete with them. For example, Standard 
& Poor’s was founded in 1860. In the past 160 years, it has gradually established its leading 
position in the industry through the independent and rigorous analysis of corporate bonds, 
sovereign bonds, stocks, mutual funds and other investment varieties. At present, Standard & 
Poor’s has more than 1,500 rating analysts, providing rating services for companies and sover
eign credit in 128 countries around the world. The Standard & Poor’s 1200 Index and 500 In
dex have become benchmarks ref lecting global stock market performance and the U.S. invest
ment portfolio index, and they have great influence in global financial markets [S&P Global]. 
According to the SEC’s report in 2009, in the rating business of government bonds, local bonds 
and sovereign bonds around the world, Standard & Poor’s accounted for 45.00%, Moody’s for 
38.63%, Fitch for 15.80%, and the Big Three together accounted for more than 99%, which 
reflects an absolute monopoly position [Hong, 2011, p. 138].

Last, the U.S. has outstanding influence in the G20 and other international institutions 
in which credit rating reform is being discussed. Emerging economies led by China have re
peatedly called for reform of the international credit rating agencies in the G20, the Financial 
Stability Board (FSB) and the International Organization of Securities Commissions (IOSCO) 
[BRIC, 2009]. However, it is worth noting that the United States has the prominent power of 
agenda setting and decisionmaking within these institutions. In the end, the reforms endorsed 
by these institutions have been quite limited. In November 2008, the G20 backed the idea that 
all credit rating agencies should be registered and thus subject to oversight – a practice the U.S. 
had already implemented in 2006. The G20 also insisted that rating agencies comply with a re
vised 2008 IOSCO code of conduct, but this code did not impose significant constraints on the 
Big Three. It focused on issues such as the disclosure of information rather than direct regula
tion of their rating methodologies and standards, which are the core concerns of the emerging 
economies [Helleiner, Wang, 2018, pp. 1–23].

In short, the scale and attraction of the U.S. bond market, the credibility of the Big Three, 
and the U.S.’ outstanding influence in the G20 and other international institutions constitute 
the strong veto capability of the U.S. in the international credit rating industry. Therefore, it is 
difficult for China to select a path of displacement or conversion. Under such circumstances, 
China can only select layering or avoiding. Which one China will select is related to another 
variable – the low f lexibility of the Big Three.
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Low Flexibility of the Big Three

The institutional f lexibility of the Big Three is relatively low, and the rating methodology 
and standards adopted are largely based on American domestic political and economic institu
tions. Therefore, those countries whose political and economic institutions are similar to the 
U.S. will have a higher sovereign credit rating than those that are not. 

For example, Standard & Poor’s issued its sovereign credit rating methodology and stand
ards in 2008. These include political, economic, financial, external finance and currency ele
ments. Among them, the political elements are ranked according to the institution model of 
the U.S., emphasizing balance of power, political participation and open media. The external 
finance elements mainly examine the external liquidity and external liabilities of sovereign cur
rency in international transactions. The measurement is whether to issue international reserve 
currency and active trading currency, which in fact emphasizes that reserve currency issuing 
countries can take the form of over issuance of currency to enhance their sovereign debt repay
ment ability and take the ability to borrow new debt to repay old debts. The currency elements 
mainly examine the independence of the central bank and the degree of marketoriented mon
etary policy and are obviously based on the model of the U.S. [Standard and Poor’s, 2008]. See 
Table 3.

Table 3. Rating Elements and Measurements of Standard & Poor’s, 2008

Rating Elements Measurement Indicators

Political Elements Whether there is a mechanism of political checks and balances, the extent to 
which contracts are executed and laws are observed, the reliability of information 
and data statistics and the degree of freedom to publish them, whether there is an 
independent judicial system, a welldeveloped civil society and free and open news 
media

Economic Elements Per capita GDP, economic growth prospects, economic diversification and 
f luctuation degree

Financial Elements Government debttoGDP ratio, government debt burden 

External Finance 
Elements

Whether to issue international reserve currency/actively traded currency, external 
liquidity of a country, external debt of a country

Currency Elements Independence and objectives of the central bank, the marketoriented orientation 
of monetary policy, the market value of the domestic credit and bond markets 
denominated in local currency, a large number of local currency bonds issued by 
the central government

In short, the sovereign credit rating methodology and standards of the Big Three is obvi
ously biased toward the U.S., under the strong influence of neoliberalism and the Washington 
Consensus. As a result, such an international credit rating system is not f lexible enough for ris
ing countries to reinterpret it.

Summary

To sum up, in the issue area of sovereignty credit rating, the U.S. has strong veto capability, 
which makes it difficult for China to select displacement or conversion paths. Meanwhile, the 
U.S.dominated Big Three credit rating agencies lack the openness to embrace different po
litical and economic institutions and stages of development, making it difficult for China to 
reinterpret the institutional rules. Under these conditions, China selects the path of avoiding. 
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Therefore, the hypothesis which holds that when the established power has strong veto capabil
ity and the existing international institution has low f lexibility, the rising power is more likely to 
select the avoiding path is consistent with the empirical evidence.

International Monetary System Reform and China’s Layering Path

China’s Path Selection

The outbreak and rapid spread of the international financial crisis in 2008 reflects the 
inherent weakness and systemic risks of the current international monetary system. After the 
crisis, the reform of the international monetary system has become a hot topic of global govern
ance. On 23 March 2009, on the eve of the G20 London summit, Zhou Xiaochuan published 
an influential article entitled “Reform the International Monetary System” and put forward the 
“China plan” (also known as the “Zhou Xiaochuan plan”) for the reform of the international 
monetary system. “Theoretically, an international reserve should first be anchored to a stable 
benchmark and issued according to a clear set of rules, therefore to ensure orderly supply; sec
ond, its supply should be f lexible enough to allow timely adjustment according to the changing 
demand; third, such adjustments should be disconnected from economic conditions and sover
eignty interests of any single country. The acceptance of creditbased national currency as ma
jor international reserve currency is a rare special case in history,” Zhou stressed. “The estab
lishment of a new and widely accepted reserve currency with a stable valuation benchmark may 
take a long time. In the short run, special consideration should be given to giving the SDR a 
greater role. The SDR has the features and potential to act as a supersovereign reserve currency 
to further improve the valuation and allocation of the SDR. The basket of currencies forming 
the basis for SDR valuation should be expanded to include currencies of all major economies, 
and the GDP may also be included as a weight.” According to this plan, as the secondlargest 
economy in the world, China’s currency, the renminbi, should be included in the SDR basket, 
along with the dollar, euro, Japanese yen and others [2009].

In order to turn this plan into reality, China then launched a series of economic diplomacy 
actions within the G20 and the IMF. In 2011, France assumed the rotating presidency of the 
G20 and made reform of the international monetary system one of the major topics, establish
ing the working group on international financial architecture. China actively cooperated with 
France to jointly hold the HighLevel Seminar on the International Monetary System in Nan
jing in March 2011, put forward the concept of a shadow SDR, and proposed the participation 
of emerging economies’ currencies in the SDR. Finally, at the G20 Cannes summit in Novem
ber, China successfully pushed the G20 leaders to reach a consensus that the composition of the 
SDR basket should continue to ref lect the role of currencies in the global trading and financial 
system [G20, 2011].

In March 2015, the IMF managing director, Christine Lagarde, visited China, and China 
formally expressed to the IMF its determination that the renminbi should join the SDR. After 
that, the IMF established the SDR basket review working group to negotiate with the People’s 
Bank of China (PBOC) on a monthly basis. By October 2015, after nine rounds of negotia
tions, the two sides finally cleared the way for the renminbi to join the SDR. During this period, 
Chinese president Xi Jinping visited the U.S., and the two countries reached a consensus on 
the renminbi’s inclusion in the SDR. The U.S.’ support of this initiative [Xinhuanet, 2015] 
removed the biggest political obstacle to it. On 30 November 2015, the board of directors of the 
IMF discussed and unanimously passed the SDR review report and determined that the ren
minbi met the requirement of being a “freely usable currency.” The renminbi was successfully 
included in the SDR basket on 1 October 2016.
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In terms of path selection, the Chinese approach to international monetary system reform 
was a strategy of layering, by introducing the renminbi along with the dollar into the SDR bas
ket. Why did China select the layering path in the reform of the international monetary system? 
According to the theoretical framework, it can be explained from two aspects: a strong veto 
capability of the U.S. and a high f lexibility of the SDR.

Strong Veto Capability of the U.S. 

In the international monetary system, the U.S. has a strong veto capability, which is re
f lected in the prominent monopoly position of the dollar in international transaction payments 
(it is widely used) and major foreign exchange market transactions (it is widely traded). The 
huge gap of being widely used and widely traded between the renminbi and the dollar makes 
it almost impossible for China to select displacement or conversion paths toward international 
monetary system reform. 

Indicators are an indirect means of assessing whether a currency is widely used and widely 
traded. The shares of currencies in official reserve holdings, international banking liabilities 
(IBL) and international debt securities (IDS) would be important factors for the assessment of 
wide use, and the volume of transactions (such as turnover) in financial markets can be used to 
assess wide trade.

For wide use, as for official reserve holdings, data for this indicator is sourced from the 
IMF’s Currency Composition of Official Foreign Exchange Reserves (COFER) survey. In 
2015, the dollar’s share was 64.1%, while the renminbi was not separately identified in the sur
vey. On official foreign currency assets (OFA), in 2014, the dollar’s share was 63.7%, while for 
the renminbi the share was only 1.1%. On international banking liabilities (IBL), in 2014, the 
dollar’s share was 52.1%, while the share of the renminbi was only 1.9%. On international debt 
securities (IDS) outstanding, dollardenominated IDS outstanding accounted for 43.1% in 
2015 Q1, while renminbidenominated IDS outstanding accounted for only 0.6% [IMF, 2015, 
pp. 23–6].

For wide trade, currency composition of Global Foreign Exchange Market Turnover is 
the main indicator to assess whether the currency is widely traded. According to the BIS, the 
share of the dollar was 43.5% in 2014, while the share for the renminbi was only 1.1%. Although 
the share of the renminbi increased substantially from 0.4% in 2010 to 1.1% in 2014, and great 
progress has been made, there is still a huge gap between the renminbi and the dollar [Ibid.].

In short, the preliminary data and analysis presented above suggest that the international 
use and trading of currencies occurs along a relatively wide spectrum. The dollar dominates 
by far. Although the use and trading of the renminbi has increased substantially since the 2010 
review, there is a long way to go for it to catch the dollar in international use and trading. There
fore, China’s path in international monetary reform can only be chosen from between layering 
or avoiding. How to select? This is actually related to another variable – the high f lexibility of 
the SDR.

High Flexibility of the SDR

Although the SDR has emphasized the requirement of being a freely usable currency, the 
measurement and interpretation of this is ambiguous and f lexible, including the measurement 
standards, measurement indicators and indicator data. From February 2015 to November 2015, 
the IMF and the PBOC launched nine rounds of negotiations on whether the renminbi is a 
freely usable currency. In the negotiation process, the SDR’s high f lexibility paved the way for 
the renminbi’s inclusion in the basket. 
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First to consider is the measurement standard of a freely usable currency. In the negotia
tions, the PBOC emphasized that the standard of freely usable currency is not the standard of 
freely convertible currency. In February 2015, the IMF pointed out that although the convert
ibility of the capital account is not a necessary condition for the renminbi to join the SDR, a 
freely usable currency objectively requires the convertibility of capital accounts. In response to 
this view, the PBOC proposed that, although there is a relationship between the free usability 
of the renminbi and the free convertibility of the renminbi capital account, the Chinese inter
pretation of the free convertibility is different from the traditional one which is fully convertible 
[People’s Bank of China, 2017]. In addition, Zhou Xiaochuan pointed out that the IMF did not 
give a precise definition of freely convertible currency. In the IMF’s articles of agreement, freely 
convertible currency is divided into seven categories and 40 items, which is just an overview for 
the reference. The importance of each item is not clear and is hard to identify. As for China, it 
has met 35 items, so the renminbi is not far from meeting the standard of a freely convertible 
currency [2018, pp. 9–10].

Second, the measurement indicators of a freely usable currency must be considered. 
Compared with other major reserve currencies, the internationalization of the renminbi has its 
own uniqueness: the internationalization of the renminbi starts from the field of real economy, 
and the openness of China’s current account is greater than that of the capital account, which 
means that the renminbi is widely used in the field of trade and services rather than widely 
traded in the financial market. The previous indicators of freely usable currency standards have 
paid more attention to the use of currency in financial markets rather than in trade and services; 
therefore, they cannot accurately measure the internationalization of the renminbi.

In the negotiations, the PBOC repeatedly proposed adding new indicators to measure 
the real progress of the renminbi’s internationalization in trade and services. Finally, the IMF 
agreed to add two new indicators, namely, “the share of the currency in crossborder payments” 
and “the share of the currency in trade finance,” so as to better ref lect the actual situation of 
the renminbi’s internationalization. Zhu Jun, director of the International Department of the 
PBOC, pointed out that “the IMF has fully considered the special situation of China, because 
the RMB internationalization is going faster and more ref lected in the field of trade and invest
ment, while the original IMF indicators are not enough to ref lect the freely usability of the 
RMB, so it has added the indicators of crossborder payments and trade finance [Hexun 2017].

Finally, the measurement data of freely usable currency should be considered. As for the 
data, the threeyear investigation on foreign exchange transactions by the BIS cannot ref lect 
the latest situation of the renminbi’s internationalization because the last round of investigation 
was conducted in 2013 and the next round of investigation was conducted in 2016, therefore 
China has argued that the IMF and the BIS should conduct a special data investigation for 
the renminbi and increase the investigation of incremental data, which is conducive to more 
accurately ref lecting the dynamic change of the renminbi’s internationalization. This is be
cause the internationalization of the renminbi has developed rapidly in recent years, whereas 
the traditional SDR review standard mainly focuses on stock data, which reflects the inertia of 
a country’s currency use, but underestimates the degree of a currency’s dynamic adjustment.

In the negotiations, the PBOC proposed the addition of a special investigation of ren
minbi data. As a result, the IMF and the BIS agreed to carry out a special investigation on 
the composition of official reserve holdings and international banking liabilities (IBL). Major 
central banks participated in the special investigation, effectively making up the data gap meas
uring the degree of free use of the renminbi. At the same time, in the process of evaluating the 
international debt securities index, the IMF not only investigated stock data but also increased 
the evaluation of incremental data. Yi Gang, then deputy governor of PBOC, pointed out that 
the IMF and the BIS have effectively made up the data gap related to the renminbi’s interna
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tionalization, thus providing strong data support for measuring the degree of the renminbi’s free 
usability [People’s Bank of China, 2017].

In short, the SDR system has high f lexibility. During the negotiations between the IMF 
and the PBOC, the SDR’s f lexibility included the measurement standards, indicators, and data 
of a freely usable currency, providing a solid basis for the renminbi’s inclusion in the SDR. 

Summary

To sum up, in the issue area of the international monetary system, the U.S. still occupies 
a monopoly position and has strong veto capability toward any reform initiatives. Whether in 
international transaction payments or in global foreign exchange market transactions, the ren
minbi has a long way to go to catch up with the dollar, which means that China has no opportu
nity to take the displacement or conversion paths toward the reform of the international mon
etary system. However, in terms of international institutional f lexibility, the U.S.dominated 
IMF SDR system has high f lexibility, which provides opportunities for China to reinterpret the 
standards that define a freely usable currency. Under these two conditions, China has chosen 
the layering path, putting the renminbi along with the dollar in the SDR basket. Therefore, it 
is consistent with the theoretical hypothesis that when the established power has strong veto 
capability and the existing international institution has high f lexibility, the rising power is more 
likely to select layering.

Free Trade Agreement Reform and China’s Displacement Path

China’s Path Selection

The TransPacific Partnership (TPP) was originally a free trade agreement between Sin
gapore, Brunei, Chile and New Zealand (P4), which took effect on 28 May 2006. Due to the 
P4’s small economic size and limited political influence, the TPP did not attract much atten
tion for a long time. But when the U.S. showed interest in the TPP, it became the most popular 
free trade agreement in the AsiaPacific region. On 14 November 2009, U.S. President Barack 
Obama announced that the U.S. would work with TPP countries to develop a 21st century free 
trade agreement with broad membership and high standards, which indicated that the U.S. 
would use the TPP to promote its own trade rules [Elms, 2009].

On 8 November 2011, on the eve of the AsiaPacific Economic Cooperation (APEC) 
meeting held in Hawaii, the U.S. convened the TPP members to negotiate a new P4 agreement. 
In a speech at the 2011 Annual Meeting of the American Society of International Law, Ron 
Kirk, the U.S. trade representative, proposed that the U.S. government would negotiate a new 
agreement with other TPP partners to be approved by the U.S. Congress rather than take on 
the original P4 agreement [Hamanaka, 2014, p. 170]. Subsequently, Vietnam, Peru, Mexico, 
Japan, Canada, Australia and Malaysia announced accession one after the other to what would 
have been a strong regional trade agreement composed of 12 Asia Pacific countries. On 5 Octo
ber 2015, the fiveyear TPP negotiation was completed in the United States – and the largest re
gional trade agreement other than the World Trade Organization (WTO) was formally formed. 
The 12 members accounted for about 40% of global GDP and one third of global trade. The 
U.S. eventually withdrew its signature from the TPP agreement (and the remaining countries 
negotiated a new agreement, which maintained many of the original provisions and came into 
force on 30 December 2018). Nevertheless, the case study provides a useful way to test one of 
the hypotheses of this article given the dominance of the U.S. in the original agreement.
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The TPP, covered not only the liberalization of trade in goods and services, but also in
vestment and competition policies, especially on stateowned enterprises, and transparency 
in government procurement and other sensitive issues that developing countries are reluctant 
to address in WTO negotiations. Moreover, the TPP also involved strict intellectual property 
rights protection, binding environmental and labour standards, and the introduction of a neu
tral and transparent investorstate dispute settlement mechanism. These characteristics made 
the TPP extremely different from the former free trade agreements based on WTO rules. It was 
regarded as a balancing institution to China’s growing economic influence in the AsiaPacific 
region [Perlez, 2015].

To address the U.S.dominated TPP challenges, China strongly supported Asiaonly free 
trade agreements rather than Asia Pacific agreements. In fact, China launched a feasibility study 
for the East Asia Free Trade Area Agreement (EAFTA) in 2004. However, due to competition 
with Japan for economic leadership in East Asia, the progress of EAFTA has been very limited. 
In 2006, Japan put forward the Comprehensive Economic Partnership in East Asia (CEPEA). 
There are some important differences between the EAFTA and CEPEA. First, the membership 
of the EAFTA is 10+3, while that of the CEPEA is 10+6, ref lecting Japan’s intention to dilute 
China’s influence with a larger group. Second, the main agenda discussed by the EAFTA is the 
liberalization of trade in goods and service, while the CEPEA covers the liberalization of trade 
in goods and service, investment and intellectual property protection (called comprehensive 
economic partnership). For a long time, the competition between China and Japan made it 
difficult for the Association of Southeast Asian Nations (ASEAN) to play a leadership role in 
free trade agreements in Asia.

With the growing pressure of the TPP, China began to accept the scope of members and 
comprehensive agenda of the CEPEA. In August 2011, China and Japan worked hand in hand 
at the 10+6 Economic Ministerial Meeting, proposing the establishment of a working group 
on trade and investment liberalization. Based on this, ASEAN proposed the establishment of 
the Regional Comprehensive Economic Partnership (RCEP) at the East Asia Summit in No
vember 2011. On 30 August 2012, the 10+6 economic ministers’ meeting adopted the guiding 
principles and objectives for Negotiating the Regional Comprehensive Economic Partnership 
[ASEAN, 2012]. On 20 November, 10+6 leaders jointly issued a statement on launching nego
tiations on the Regional Comprehensive Economic Partnership. 

It is worth noting that the RCEP, supported and promoted by China, is fundamentally 
different from the U.Sdominated TPP: the RCEP belongs to the first generation of trade rules 
under the WTO framework, while the TPP belonged to the second generation of trade rules 
beyond the WTO framework. The RCEP includes trade goods, trade services, investment, 
economic and technical cooperation, intellectual property rights, competition and dispute set
tlement. Most of these issues are related to cutting firstgeneration trade policy rules “at the 
border.” However, the TPP not only included market access clauses such as trade in goods and 
service and investment, but also included expanded intellectual property rights protection, gov
ernment procurement, stateowned enterprises, labour and environment, and regulatory har
monization. Its depth and breadth far exceeded WTO rules, and most of its content was related 
to the reduction of the secondgeneration “within the border” trade rules [Horn, Mavroidis, 
Sapir, 2010, pp. 1565–88]. 

In terms of path selection, the Chinese approach to the reform of free trade agreements 
followed the strategy of displacement, introducing very different rules to directly compete with, 
and hopefully to take the place of, the existing institutional rules. Why did China select the path 
of displacement rather than others? According to the theoretical framework, this can be ana
lyzed from two aspects: the veto capability of the established power and the f lexibility of existing 
institutional rules.
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Weak Veto Capability of the U.S.

In the issue area of free trade agreements, the veto capability of the U.S. is weak. As for the 
U.S.dominated TPP, China had the power to promote an alternative free trade agreement, the 
RCEP, which was difficult for the United States to veto.

First, after the global financial crisis, the trade dependence of most AsiaPacific countries 
on the U. S. market declined and that of China increased, which constitutes China’s market 
power. A prominent feature of the economic development of AsiaPacific countries is their 
high dependence on the external market. With its rapid economic growth and deepening open
ing up to the world, China provided its AsiaPacific neighbours with expanding export markets 
and prospects for economic growth, and as a result most AsiaPacific economies are much 
more dependent on the Chinese market than on the U.S. market [Park, Shin, 2009]. Therefore, 
it was difficult for them to reject the Chinasupported RCEP agreement. 

Table 4.  AsiaPacific Economies’ Trade With China and the United States as a Proportion  
of Their Total Trade Volume, 2011

Asia-Pacific Economies Trade With China, % Trade With the U.S., %

Brunei 7.43 1.27

Malaysia 13.02 7.24

Singapore 10.42 7.98

Thailand 12.68 7.72

Vietnam 17.78 10.68

Japan 20.62 12.16

Korea 20.41 9.37

India 9.71 7.27

Australia 23.25 7.31

New Zealand 14.17 9.32

Source: [IMF, Direction of Trade Statistics Yearbook, 2012].

Second, most AsiaPacific countries had already signed a free trade agreement (FTA) 
with China, so the signing of the new RCEP agreement did not have a big impact on these 
countries, pointing to China’s institutional power. The ChinaASEAN FTA was the first free 
trade agreement for China to negotiate with the outside world and was concluded in 2010. In 
November 2004, ChinaNew Zealand FTA negotiations were launched, which was the first 
time China negotiated an FTA with a developed country; it was concluded in 2008. In May 
2005, China and Australia launched FTA negotiations, the first time China negotiated an FTA 
with a developed economy with a large economic aggregate. In May 2005, China and Australia 
launched free trade zone negotiations; this was an FTA with a high level of trade and investment 
liberalization and was agreed in November 2014. In May 2012, the ChinaKorea FTA negotia
tions were launched. This was the FTA with the widest coverage and the largest trade volume 
involving countries in China’s foreign negotiations at that time. It was concluded in June 2015.

Finally, the inclusiveness and diversity of the RCEP itself has more attractiveness than the 
high standard TPP. There is a large gap in the development stage and level of the AsiaPacific 
countries. Most AsiaPacific countries, especially those lessdeveloped countries, preferred the 
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inclusive and f lexible regional economic integration model advocated by the RCEP. In terms 
of institutional rules, the RCEP belongs to the first generation of trade policy under the frame
work of WTO rules, and focused on market access issues such as trade and investment liber
alization and facilitation; it also stressed a wide range of economic and technical cooperation 
among members, in contrast to the TPP as the 21st century high standard free trade agreement 
[ASEAN, 2012].

In short, the U.S. had weak veto capability in the issue area of free trade agreements in 
the AsiaPacific region. This is a result of China’s strong market and institutional power in the 
AsiaPacific. Under these conditions, China had the opportunity to select either the path of 
displacement or conversion. Why did China finally choose displacement rather than conver
sion? This is related to another variable – the f lexibility of the TPP.

Low Flexibility of the TPP 

The institutional f lexibility of the TPP was low and its high standards mainly ref lected the 
preferences of the U.S, lacking inclusiveness toward China’s institutional interests. Therefore, it 
was difficult for China to reinterpret the TPP’s rules and thus it could only choose the displace
ment strategy toward free trade agreement reform.

First, the TPP’s text ref lects other U.S.style agreements in the region. Comparing the 
TPP’s text with other regional trade agreements, Todd Allee and Andrew Lugg found that about 
45% of the TPP’s text was similar to other regional trade agreements that the United States 
had previously signed. The free trade agreements signed by the U.S. with Bahrain, Oman and 
Korea had a particularly prominent impact on the TPP’s text – the intellectual property rights 
clauses in the U.S.Bahrain trade agreement and the investment clauses in the U.S.Oman 
trade agreement had been almost directly copied into the TPP’s text. Investment is one of the 
most controversial clauses in the TPP’s text, and 80% of the content of the investment clause 
can be found in the text of free trade agreements signed by the United States with Korea, Peru, 
Australia, Singapore, Chile and other countries [Allee, Lugg, 2016, pp. 1–9].

Second, the high standards of the TPP reflected the values and standards of the United 
States. On intellectual property rights, the TPP standard was obviously higher than that of the 
WTO and beyond the development stage and level of China and other developing countries. 
For example, the TPP’s intellectual property rights agreement proposed a safe harbour frame
work for the Internet, which is derived from the domestic intellectual property law of the U.S. If 
implemented, it would have further strengthened the global monopoly position of U.S. Internet 
giants. On labour and environmental standards, the TPP agreement specifically added labour 
and environmental clauses, which were linked to trade. By imposing other countries’ higher 
labour and environmental standards, the U.S. could have used this as an excuse to impose trade 
sanctions on the products of developing countries. The basis of the TPP’s labour provisions, 
including freedom of association and collective bargaining, were the 2007 Bipartisan Trade 
Agreements reached in the U.S. On stateowned enterprise, the TPP agreement had an obvious 
“U.S.style”: the scope of the provisions of the TPP on stateowned enterprises was limited to 
stateowned enterprises at the level of the federal government and did not involve stateowned 
enterprises of local governments. The U.S. has no stateowned enterprises at the level of the 
federal government, while stateowned enterprises in China and other developing countries are 
mainly concentrated at that level.

Finally, the TPP also ref lected the U.S.’ geopolitical “pivot to Asia” strategy. As the eco
nomic tool of the pivot, the TPP was not only an agreement to promote trade liberalization in 
the AsiaPacific region, but also had political and diplomatic purposes in light of the struggle 
between the U.S. and China for leadership in the AsiaPacific region. The Obama administra
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tion delegated major trade power to the National Security Council rather than the U.S. trade 
representative and emphasized that the U.S. should take a political and strategic approach to
ward foreign trade policy [Barfield, 2016]. As President Obama wrote in the Washington post, 
“China wants to set the rules in the world’s fastestgrowing region, which will put our workers 
and businesses at a disadvantage. Why do we let this happen? We should make the rules. TPP 
is to ensure that the U.S rather than China write the rules of trade in the AsiaPacific region” 
[Obama, 2016].

In short, the f lexibility of the TPP was low, with the distinctive features of U.S.style trade 
agreements, ref lecting the values and interests of the U.S., and undertaking the political mis
sion of the U.S. strategy of pivot to Asia. Under such conditions, it was difficult for China to 
reinterpret the institutional rules and integrate its own institutional preferences into the TPP.

Summary

To sum up, in the issue area of free trade agreements, the veto capability of the U.S. is 
weak, which provided the opportunity for China to select the path of displacement or conver
sion. However, the f lexibility of the TPP was low, which made the conversion path impossible 
for China. So China chose the path of displacement.1 This is consistent with the theoretical hy
pothesis that when the established power has weak veto capability and the existing international 
institution has low f lexibility, the rising power is more likely to select the displacement path.

Multilateral Development Bank Reform  
and China’s Conversion Path

China’s Path Selection

After the end of the cold war, the U.S. injected the Washington Consensus and neoliber
alism into the World Bank. At the same time, the emerging economies represented by China 
were not able to increase their own voices in keeping with their growing economic strength. 
Therefore, there is an obvious mismatch between the distribution of economic power and the 
distribution of institutional power in the World Bank. In addition, the World Bank is widely 
criticized by developing countries for its bureaucracy and inefficiency of operations [Chinese 
Ministry of Finance, 2006, pp. 4–5].

In order to promote reform of the World Bank and meet the infrastructure financing needs 
of developing countries in Asia, China initiated the establishment of the AIIB. On 7 October 
2013, Chinese president Xi Jinping put forward the institutional initiative of establishing the 
AIIB when he attended the APEC leaders’ meeting [Ministry of Foreign Affairs of the People’s 
Republic of China, 2013]. On 24 October 2014, China and 21 Asian countries signed a memo
randum of understanding (MOU) on the establishment of the bank, which officially launched 
the multilateral negotiation process on the establishment of the AIIB. As of 31 March 2015, 57 
countries have announced themselves as founding members of the AIIB, including 37 in Asia 
and 20 nonregional and including both developed and developing countries. On 22 May 2015, 

1 On 23 January 2017, the Trump administration declared that the U.S. would withdraw from the TPP. 
Under these circumstances, China still chooses to push the RCEP. There are two reasons for this: first, the 
spirit of the TPP is still alive in the form of the Comprehensive and Progressive Agreement for TransPacific 
Partnership, signed by the remaining TPP countries after the U.S. withdrawal. It is very likely that the U.S. 
will return to the renewed TPP with a new administration; second, the RCEP can provide strategic support to 
China in the context of the deepening U.S.China trade war.



INTERNATIONAL ORGANISATIONS RESEARCH JOURNAL. Vol. 15. No 3 (2020)

171INTERNATIONAL ORGANISATIONS RESEARCH JOURNAL. 2020. Vol. 15. No 3. P. 248–281

the founding members of the AIIB established the articles of agreement of the AIIB and on  
16 January 2016, the AIIB officially started operations in Beijing.

It should be emphasized that although the AIIB is a new multilateral development bank 
initiated by China and is also outside of the World Bank, China is not taking a displacement 
path in multilateral development bank reform. This is because the difference between the AIIB 
and the World Bank is not in the institutional rules but in the deployment of the institutional 
rules. This means that China is taking the same institutional rules to pursue different institu
tional goals. 

On 5 March 2015, the multilateral interim secretariat of the AIIB held a seminar on in
stitution building of the AIIB in Beijing, focusing on the governance structure, environmental 
and social security policies, procurement policies and other core institutional rules of the AIIB. 
The AIIB invited the World Bank and other multilateral development banks’ officials to offer 
advice on the AIIB’s institutionbuilding. Several experienced World Bank experts, such as Na
talie Lichtenstein, Stephen Lintner, Matthew Dalzell, and Mara Warwick have contributed to 
the AIIB’s adoption of the WB’s institutional rules. Among them, Lichtenstein helped draft the 
articles of agreement of the AIIB, and Lintner made an important contribution to the formula
tion of its environmental and social framework [Ifeng, 2015].

In terms of path selection, the Chinese approach to multilateral development bank reform 
follows the strategy of conversion, which occurs when rules remain formally the same but are 
interpreted and redeployed in new ways. “AIIB founding members were seeking to mobilize 
additional finance for infrastructure in Asia, the establishment of a new financing mechanism 
was not the primary objective. In setting up the AIIB, the parties sought to differentiate AIIB 
from others by its specialized focus and its operation in practice. Existing MDBs already amply 
demonstrate that the same legal text and same structures can lead to very different institutions 
and ways of operation,” noted Natalie Lichtenstein [2018, p. 12]. Why did China choose the 
conversion path? According to the theoretical framework, this can be analyzed from two as
pects: the weak veto capability of the established power and the high f lexibility of the existing 
international institutions.

Weak Veto Capability of the U.S.

In the issue area of multilateral development banks, the veto capability of the U.S. is weak. 
Comparing the BRICS Contingent Reserve Arrangement (CRA) and the BRICS New Devel
opment Bank (NDB), Eric Helleiner and Hongying Wang point out that the CRA has a 70% 
link with the IMF while the NDB is independent of the World Bank, mainly because the U.S. 
has strong veto capability in crisis finance but has weak veto capability in development finance. 
For emerging economies, the creation of a new international crisis finance institution requires 
resources: first, money for crisis assistance, mainly in dollars; second, a credible mechanism to 
ensure that loans in crisis can be paid back. Despite criticizing the IMF’s harsh conditionality, 
emerging economies are not sure that the loans can be paid back without it. In contrast, in the 
field of development finance, the establishment of a new multilateral development bank also 
requires two resources: first, money for development finance, mainly dollars; second, knowl
edge about investing money in other countries’ infrastructure and raising money from the fi
nancial market. In these two aspects, BRICS, especially China, has accumulated considerable 
knowledge on investment in infrastructure and raising money in financial markets [Helleiner, 
Wang, 2018, pp. 573–95].

In practice, in the process of establishing the AIIB, the U.S. did try to veto China’s AIIB 
proposal many times. After the AIIB initiative was put forward, U.S. Secretary of State John 
Kerry, Treasury Secretary Jack Lew and President Barack Obama accused the AIIB of reducing 
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international best standards [Kelly, 2014]. Despite this, the U.S. alliance in Europe and Asia 
decided to join the AIIB.

As for its European allies, the United Kingdom took the lead in applying for AIIB mem
bership. “The UK will play a key role in ensuring that the AIIB adopts the international best 
standards in terms of accountability, transparency and governance,” UK Chancellor George 
Osborne said in a statement [Gov.UK, 2015]. This made the U.S. unhappy with the UK. “We 
are concerned that the UK is continuing to accommodate China, which is not a good way of 
dealing with emerging powers,” it said [The Guardian, 2015]. The UK’s application triggered 
a domino effect, with Germany, France and Italy subsequently announcing their applications. 
Germany, France and Italy said in a statement that they are keen to work with the founding 
members of the AIIB to establish the institution with the highest standards and best practices in 
regulation, safeguards, debt and procurement [The Guardian, 2015].

As for its Asian allies, Australia and Korea have joined the AIIB despite resistance from 
the U.S. On 20 October 2014, U.S. Secretary of State John Kerry tried to dissuade Australia 
from joining the AIIB while attending the inauguration ceremony of the new Indonesian presi
dent in Jakarta [China Daily, 2014]. But in Australian domestic politics, cabinet economic of
ficials, including Joe Hockey, the treasurer, and Andrew Robb, the commerce secretary, have 
stressed the importance of participating in the Chinaproposed bank to maintain Australia’s 
economic relationship with China. In 2013, trade with China accounted for 23.3% of Aus
tralia’s total trade, compared with 8.4% with the U.S. In terms of exports, Australia’s exports to 
China accounted for 32.5% of its total exports, while its exports to the U.S. and Japan combined 
accounted for only 20.5% [Bates, Switzer, 2015]. With this domestic political pressure, Prime 
Minister Tony Abbott announced that Australia would apply to join the AIIB as a prospective 
founding member on 29 March 2015. Similarly, Korea applied to join the AIIB on 26 March 
2015, and said its decision to join the AIIB was based on its national interests [Guangzhou 
Daily, 2015].

In short, the U.S. has weak veto capacity toward the Chinese reform imitative in the is
sue area of multilateral development banks, both in terms of China’s resources to create a new 
multilateral development bank and in terms of its political difficulty in preventing its allies from 
joining the AIIB proposed by China. Therefore, under this condition China could choose the 
path of displacement or conversion. Why did China finally choose conversion rather than dis
placement? This is related to another variable – the high f lexibility of the World Bank’s insti
tutional rules.

High Flexibility of the World Bank’s Institutional Rules

In terms of f lexibility, the institutional rules of the World Bank are relatively open and in
clusive, and they can be deployed to both poverty reduction and infrastructure investment. On 
the one hand, the AIIB has adopted almost the same institutional rules as the World Bank; on 
the other hand, the AIIB has redeployed the World Bank’s institutional rules. 

In terms of the institutional rules, although the AIIB has some innovations, such as non
resident board of directors and global procurement, it is generally built on the model of the 
World Bank in terms of capital allocation, environmental and social safeguards, procurement 
policy, and so on. On quota allocation, the AIIB articles of agreement stipulates that “the basic 
parameter of allocation of capital stock to members would be the relative share of the global 
economy of members. Members’ shares of the global economy would be measured by reference 
to Gross Domestic Product (GDP)” [AIIB, Art. 5, Para. 4], which is consistent with the quota 
allocation rules of the World Bank. On environmental and social safeguards and procurement 
policies, the AIIB agreement states that “the operational and financial policies of the AIIB 
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would be subject to approval by the board of directors and should be based on international 
best practices. These policies would include environmental and social frameworks, disclosure, 
procurement and debt sustainability” [Ibid., Art. 13, Para. 4]. Here, international best practices 
actually means the practices of the World Bank. 

In terms of the deployment of the institutional rules, the World Bank rules can be deployed 
in both the area of poverty reduction and the area of infrastructure investment. Despite the in
dication in the World Bank’s articles of agreement that the mission of the Bank is to develop the 
production facilities and resources of lessdeveloped countries, the interpretation and deploy
ment of the mission often changes with the mainstreaming of developing ideas. Since the late 
1950s, the mainstreaming of developing ideas in the World Bank worked to promote economic 
growth, so the main business of the World Bank was infrastructure investment. However, since 
the early 1990s, the mainstreaming of developing ideas shifted the focus toward reducing pov
erty, such that social investment, including education, environment, health, anticorruption 
and public management, became the new focus of the World Bank. Overall, the shift in the 
businesses of the World Bank shows that its institutional rules are inclusive and open and can 
be deployed in different areas of operations.

In short, the f lexibility of the World Bank’s institutional rules is high, allowing it to meet 
the United States’ institutional preference  – poverty reduction  – and China’s institutional 
preference – infrastructure investment.

Summary

To sum up, in the issue area of multilateral development banks, the veto capability of the 
U.S. is weak, which gives China the opportunity to select the path of displacement or conver
sion. Meanwhile, the institutional rules of the U.S.dominated World Bank are f lexible and in
clusive, so that China can choose conversion rather than displacement. After all, the cost of the 
establishment of a brand new international institution is much higher than starting with some
thing workable and known [Lichtenstein, 2018, p. 12]. This is consistent with the theoretical hy
pothesis that when the established power has weak veto capability and the existing international 
institution has high f lexibility, the rising power is more likely to select the conversion path.

Conclusion

Building on the theory of gradual institutional change in historical institutionalism, this 
article develops a new theoretical framework to explain China’s path selection in global gov
ernance reform.2 The veto capability of the established power and the f lexibility of the existing 
international institutions are two determinants of the rising power’s path selection. When the 
established power has strong veto capability and the existing international institution has low 
f lexibility, the rising power is more likely to select the avoiding path. When the established 
power has strong veto capability and the existing international institution has high f lexibility, 
the rising power is more likely to select the layering path. When the established power has weak 
veto capability and the existing international institution has low f lexibility, the rising power is 
more likely to select the displacement path. When the established power has weak veto capabil

2 It should be noted that the gradual institutional change theory is a midrange theory rather than a grand 
theory. Generally, historical institutionalists scour the historical record for evidence of why the historical actors 
behaved as they did and depend heavily on induction. However, this emphasis on induction has been a weak
ness as well as a strength: historical institutionalists have been slower than others to aggregate their findings into 
systematic theories about the general processes involved in institutional change.
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ity and the existing international institution has high f lexibility, the rising power is more likely 
to select the conversion path.

In sovereign credit rating, the strong veto capability of the U.S. and the low f lexibility of 
the existing international credit rating institution made China adopt the path of avoiding. In 
the international monetary system, the strong veto capability of the U.S. and the high f lexibility 
of the special drawing rights of the IMF made China adopt the path of layering. In free trade 
agreements, the weak veto capability of the U.S. and low f lexibility of the TransPacific Part
nership made China adopt the path of displacement. In multilateral development banks, the 
weak veto capability of the U.S. and high f lexibility of the Work Bank rules made China adopt 
the path of conversion. 

Based on whether to build new international rules or reinterpret or redeploy the existing 
ones, this article proposed a new typology of China’s path selection (avoiding, layering, dis
placement and conversion), which is different from the traditional status quorevisionist typo
logy. 

According to the traditional typology, if China selects the path of status quo, it is very 
likely that China will be criticized as a free rider. If China selects the path of revisionist, it is very 
likely that China will be seen as a challenger of the existing international order. The new typol
ogy shows that China’s path selection has something to do with the veto capability of the U.S. 
and the f lexibility and inclusiveness of the U.S.dominated existing international institutions. 
This means that scholars and practitioners of global governance should pay more attention to 
the interaction between the rising power and established power, rather than simply ask what 
kind of state the rising power is.
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