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Building not replacing
Brics role in global finance

Herbert Poenisch?

The Chinese name for the emerging Brics economies — Brazil, Russia, India, China
and South Africa—means 'golden brick'. As there is no translation of 'Brics', the Chinese
chose this pleasant-sounding approximation, as they do for many western terms. The
moniker is a suitable metaphor for how these countries want to operate in the world's
financial architecture, by building new elements for, rather than replacing, the present
structure.

During last month's annual Brics summit hosted in the Chinese city Xiamen,
leaders reiterated their willingness to work with the existing global framework. They
paid close attention to improving global economic governance, making mention of
institutions including the International Monetary Fund, World Trade Organisation and
the G20. The summit's official communique raised issues with each organisation,
foremost the IMF.

The Brics called for a review of their IMF quotas, which affect countries' financial
commitments to the Fund, their voting powers and access to financing. They put
forward the 2019 Spring meetings of the IMF and World Bank as a strict deadline. They
will no doubt have ideas about promoting Brics' figures to senior posts at the top of
these institutions.

They stress, too, closer co-operation between the IMF and the Brics' contingent
reserve arrangement, designed to provide liquidity in case of balance of payments
pressures. The arrangement is seen by some as an alternative to the IMF, with its own

and newly established system of exchange in macroeconomic information. In the short

I Herbert Poenisch is a Member of the International Committee of the International Monetary Institute at Renmin
University of China, and former Senior Economist at the Bank for International Settlements
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term, however, this is likely to rely heavily on support from Fund surveillance

mechanisms. Emerging markets have had the same experience with initiatives such as
the Chiang Mai safeguard and Asean+3 macroeconomic and research office, both of
which are intended to complement, rather than supplant, IMF support in Asia.

Complementarity with existing structures is a strong feature of Brics leaders'
precepts for dealing with destabilising capital flows. The Xiamen communique
highlighted the need to strengthen bond market connectivity between Brics, local
currency settlement systems and interbank credit lines, but these are not novel proposals;
the Bank for International Settlements propagated wider local currency bond markets a
decade ago. The reality is that these Brics-led ideas have not flourished in mainstream
market finance, and it will take more than political declarations for them to grow.

With regard to the WTO, the Brics support the full enforcement of existing rules
and continue firmly to oppose trade protectionism. Given the importance of their
relations with non-Brics economies, especially the US and Europe, they have a vested
interest in promoting WTO principles, rather than setting up their own preferential
trading system. The Brics' support for greater financial regulatory reforms such as the
finalisation of the Basel 11l accords, a key element of the G20 summits in Hangzhou
and Hamburg, again highlights their wish to integrate with the present international
framework.

Lobbying together for change to the existing framework is important, but falls a
long way short of attempting to supplant the western-dominated international hierarchy.
This will remain the case for as long as the Brics countries continue to value their

relationships outside the group more than their internal ties.
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Reforms key to sustainable growth

Alfred Schipke® Longmei Zhang?

Global economic upswing

The last IMF World Economic Outlook highlights that the global recovery is
gaining momentum, with growth now projected to reach 3.6 percent in 2017 and 3.7
percent in 2018. This is well above the 3.2 percent of 2016, when world growth was
still faltering and financial markets were turbulent, and calls for policy action now to
secure the recovery.

The good news is that global acceleration is more broad-based than at any time
since the start of this decade, as cyclical upswings accelerate in Europe, China, Japan,
and emerging Asia. The United States is also growing above trend. This synchronized
recovery offers a global window of opportunity for ambitious policies that will support
growth and raise economic resilience.

Headwinds exist nonetheless and the recovery remains incomplete. Inflation and
wage growth remain low in many countries, while some, especially commodity
exporters and those beset by civil or political unrest, still face more complex challenges.
In addition, the medium-term outlook in the advanced economies remains subdued,
reflecting long-term productivity and demographic trends.

Closing the gaps in the recovery, therefore, requires policy action now. Policies
will differ across countries, yet all have ample room for structural reforms that can raise
economic resilience and potential output. Fiscally, for countries that have returned to
full employment, it is time to think about gradual consolidation and building buffers.

In countries with fiscal space, higher infrastructure and educational spending can boost

1 Alfred Schipke, the chief representative of the International Monetary Fund in China
2 Longmei Zhang, Deputy representative of the International Monetary Fund in China

RUC | 39



IM] Feas

future productivity and offset fiscal consolidation elsewhere. And all countries will

benefit significantly from investment in human capital, especially for the youth, that is

crucial to sustaining economic development.

Acting in concert

Global challenges require global solutions. And the synchronized global recovery
likewise opens a new window for multilateral cooperation. Yet, existing multilateral
systems need to adapt to the changing global environment and promote mutually
beneficial cooperation. Priorities include strengthening the global trading system,
improving financial regulation, enhancing the global financial safety net, reducing
international tax avoidance, and fighting famine, infectious diseases, and climate

change.

Staying the course

Against this favorable backdrop, China's economy is looking stronger in 2017. In
particular, industrial growth, after decelerating since 2012, has stabilized, while the
service sector remains robust. Strong, near-term growth arises in part out of recovering
exports, as well as domestic policy support and supply-side reform. Producer price
inflation has surged after years of deflation, boosting corporate profits and improving
firms' capacity to service debt. Strong economic growth and tighter enforcement of
capital controls have also dampened capital outflow pressures, which had been
mounting in the past two years. Reflecting the strong momentum, the IMF has raised
its projection of China's growth to 6.8 percent in 2017 and to 6.5 percent in 2018.

The medium-term growth projection has also been revised up, to an average of 6.4
percent until 2020, mostly reflecting the government's target of doubling 2010 GDP by
2020. However, this comes at the cost of higher medium-term debt levels and increasing

vulnerabilities. China truly has the potential to sustain strong growth over the medium
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term, but to do so safely requires reforms to make growth less reliant on debt and

s
4

investment.

China has made substantial progress in rebalancing its economy in recent years.
The current account surplus has come down from a peak of 10 percent in 2007 to below
2 percent now. And consumption and services are gaining a larger share of the
economy.

Yet rapid credit expansion and debt overhang remain risks to the sustainability of
the economy. Recent strong growth provides a good environment to intensify
deleveraging, particularly to speed up the exits of zombie firms and the clean-up of
associated non-performing debt. Such reforms, unavoidably, would entail short-term
costs. But this can be mitigated by on-budget fiscal support for labor-reallocation and
settlement, and the best time to do so is when growth is strong and the overall labor
market remains resilient.

To facilitate economic rebalancing, China has room to boost consumption by
increasing social spending and making the tax system more progressive. Increasing the
role of market forces, meanwhile, by reducing implicit subsidies to state-owned
enterprises and opening up to the private sector will improve allocation of resources.
And deleveraging the private sector by maintaining the recent regulatory tightening and
focusing more on quality of growth and less on quantitative targets will reduce
vulnerabilities.

The Chinese government has already taken important initial steps to facilitate
private sector deleveraging and credit growth is slowing. Financial deleveraging, by
curbing interbank borrowing and shadow banking, have also made significant progress.
In addition, the government has made efforts to curb borrowing by local government
financing vehicles. These efforts should be maintained and some areas intensified. By
pursuing its reforms, China can look forward to a bright future with sustainable, greener,

and more inclusive growth.
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