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PART I

EU—-China Relations in a Global
Context



CHAPTER 1

A New Economic Relationship
in a Changing World

Two of the three largest economies in the world, China and the EU, are
rethinking their economic relationship, after decades of moving closer
together. The future direction of that relationship will have major implica-
tions for the world economy, not only for China and Europe.

The last two decades have seen an extraordinary change in the economic
weight and prospects of the EU and China. The EU has experienced
steady erosion of its global economic importance and its self-confidence as
an economic and political entity. China, by contrast, has taken a more
commanding position on the world stage, as an economy set to rival that
of the USA within the next ten years and as a political and military power
determined to assert its interests within Asia and beyond. The Chinese and
European economies have become interdependent since China’s
re-emergence, and in some areas, interdependence is still increasing. The
political mood of the China-EU relationship, however, has changed. The
EU’s original vision of itself as a missionary for open markets and demo-
cratic political systems addressing a China ready to listen to its advice has
lost all credibility. Meanwhile, China has become more active in promot-
ing new international economic institutions and alternative economic
models to those of the developed world.

During this period of change, the EU and China have sought to
enhance their economic and political relations. In 2003, they committed
themselves to developing a Comprehensive Strategic Partnership, in which
they would not only seek to improve their already close economic ties but

© The Author(s) 2016 3
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4 J. FARNELL AND P.I. CROOKES

also consult on political and security issues and cooperate across a wide
spectrum of common interests, ranging from research and education to
environmental issues to “people-to-people” dialogue. Twelve years later,
it is widely acknowledged (if not yet officially) that the results of the
Strategic Partnership have been disappointing. Whilst contacts between
the two sides continue to multiply, there has been little fundamental
change in the structure of their economic relationship, which many in
Europe see as “one-sided,” and no major policy decision by either side
that has offered the prospect of such change. More frequent dialogue may
have increased mutual understanding, but no major step towards genuine
mutuality and cooperation has been taken that goes beyond multilateral
commitments. Economic exchanges are no longer growing at the hectic
pace of the first decade of this century, and attempts to extend China-EU
cooperation into new areas have so far failed to show results. Today’s
debate within a number of EU Member States about the potential risks of
allowing Chinese direct investment to increase, when an overall increase in
infrastructure investment is badly needed, illustrates that, for many people
in Europe, China is different.

This book examines the political factors within the EU and China that
may explain the apparent stalling of the EU-China Strategic Partnership
in economic terms, and offers a more realistic prognosis of how the
relationship might develop over the coming years than can be obtained
from official communications.

As the following chapters show, the background conditions for close
cooperation and productive interchange between China and the EU are
favourable in many respects. The economic challenges facing both
economies are similar: a deficiency of natural resources, an ageing labour
force, pressure for industrial restructuring, and the creation of new jobs
through innovation. Each side’s economic policy goals, whether defined
in Five-Year Plans or the EU’s 2020 Agenda, contain similar commitments
to promote innovation in knowledge-based industries, to ensure environ-
mental sustainability, to improve education, and to deliver cost-effective
health services and social protection. The two sides speak the same policy
language, at least on the surface.

They also have complementary assets. Europe has technological and
organisational expertise in many areas that could make a critical
contribution to China’s economic growth, whether in emerging industrial
technologies, environmental or health services, or the operation of
financial markets. China has surplus capital that it wishes to invest profitably
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around the globe, at the very time when Europe is looking to renovate its
ageing infrastructure and to raise more capital for the expansion of innova-
tive companies. It also has an increasingly skilled and well-educated work-
force. A combination of European ideas or expertise and Chinese capital
and skilled labour could be a winning combination, if such collaboration
could be made to work. The EU also has the distinct advantage of not
being perceived by China as a rival regional power, and indeed, not as a
power at all in the traditional sense.!

The thesis of this book, however, is that this promising potential for
cooperation is repeatedly undermined by major political differences, not
only between China and the EU but also within China and within the
EU, some of which are unlikely to disappear in the foreseeable future. At
least three types of political differences that constitute major obstruc-
tions to EU-China economic cooperation will be illustrated in the course
of this narrative.

The most obvious example is provided by the different political
assumptions that underlie economic policy in the EU and in China.
Differences of view regarding the role of competition in the market, or
the place of the state and the private sector in the economy, complicate
discussion of economic relations between the People’s Republic of
China and any developed economy. The dominant position of state-
owned enterprises (SOEs) in China, for example, affects the structure
of the market, its efficiency and prospects for future growth, as well as
the space available for non-Chinese competitors. China’s determination
to develop indigenous industrial sectors and technologies capable of
competing internationally leads it to overlook or bypass the normal
rules of the game. More fundamentally, the Chinese Communist Party
(CCP)’s restrictive approach to property rights, open access to infor-
mation, and the rule of law, all fundamental tenets of economic gover-
nance in the West, generate uncertainties and lack of trust that inhibit
cooperation over the long term. The analysis in the following chapters
will show how economic reform in China aims to address some of these
problems, but fundamental differences of opinion persist in China over
the choice of a market-driven or a state-driven economic model.
Nationalism remains a powerful force, given new vigour by President
Xi’s “Chinese Dream.”? Economic reform has so far been tentative and
gradual. It has not yet reached a point where economic cooperation
with China can be approached in anything like the same way as with
other partners.
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Differences in the political leverage exercised by a sovereign state like
China and an association of sovereign states like the EU accentuate the dif-
ficulties arising from different political assumptions. The EU treaties confer
a political role on the Union, including responsibility for the management
of key aspects of the external economic relations of its Member States, such
as trade and investment, but, as later chapters will show, the Union has
considerable difficulty in exercising its mandate. The complicated division
of competences between the Union and the Member States, combined
with disagreements between Member States on some economic fundamen-
tals, often means that it cannot formulate and deliver a coherent external
economic policy, particularly towards a partner as large, strong, and fast-
changing as China. Some of its biggest Member States do not always accept
that their interests are best served by collective external action. Meanwhile,
China has shown its willingness to deal with individual EU Member States
or groups of them where it can, whilst repeating its commitment to closer
relations with the EU as a whole. This tension between centralised and
decentralised decision-making affects China as well as the EU: one of the
more difficult political issues in China’s economic reform is that of greater
fiscal autonomy for China’s provincial governments. The capacity of both
China and the EU to manage the balance between centralised and decen-
tralised power, albeit from very different starting points, will be an impor-
tant factor in shaping future EU-China economic relations.

A third example of political difference affecting EU-China economic
relations is the debate within the EU over the nature of the EU’s common
external policy: should it be values-based or interest-based??® Advocates of
a values-based approach maintain that the EU’s foreign policy cannot
separate economic goals related to trade, investment, or other forms of
international cooperation from the promotion of European values, such as
the protection of human rights, democratic freedom of expression, and
the rule of law. Such a values-based approach would stand in the way of
closer EU-China economic relations as long as China does not undertake
fundamental political reform, which the present Chinese leadership is not
contemplating. Many in the EU, however, advocate a more interest-based
policy, in which economic interests are to be pursued with international
partners separately from and (by implication) without conditionality in
terms of acceptance of European values by the EU’s international partners.
China presents this choice of approach for the EU in its most acute form,
and it will be central to, for example, future discussion by the European
Parliament of proposals to conclude agreements between the EU and
China on investment or on free trade.



A NEW ECONOMIC RELATIONSHIP IN A CHANGING WORLD 7

WaY ANOTHER BOOK ON CHINA?

Academic literature on EU-China economic relations is fairly abundant, if
much less so than analysis of USA-China relations. Many of the works take
the form of journal articles or edited volumes that focus on specific fea-
tures of the relationship, such as trade or investment or environmental
policies, whilst some have included a combination of issues aimed at a
particular audience. A recent example of this type is a wide-ranging guide
to EU-China relations for European businessmen and potential investors
produced by participants in the European Commission’s Europe-China
Research and Advisory Network (ECRAN).* The authors recognise their
debt to the work already done by many others in this field of scholarship.

However, this book s different and offers three distinctive characteristics.
First, the chapters presented here deliver an analysis of each of the main
components of the EU-China economic relationship within a single
framework, which takes into account a new background of changing eco-
nomic fortunes in the EU and China. Such an integrated examination can
help to identify recurring common features in the relationship across
different sectors and allow cross-cutting conclusions to be drawn about its
nature and direction.

A second distinguishing feature of this analysis is that it takes account
of the economic and political environment emerging from the post-2008
economic and financial crisis. Attitudes to China across the EU have
changed as a result of the economic crisis. China’s continuing economic
growth, in spite of the post-2008 recession in other parts of the world, has
helped China become the second most important market for European
exports after the USA, and its growing activity as an overseas direct inves-
tor has led to its being solicited by heavily indebted EU Member States as
a long-term investment partner. Meanwhile, because of the effects of the
recession on China’s export markets, the Chinese leadership has recog-
nised that economic reform, aimed inter alia at changing the China’s
economic model from an export-dependent to a domestic consumption-
dependent one, is becoming urgent. Economic reform could transform
the prospects for EU-China economic relations, but the evidence since
the CCP’s Third Plenum meeting in 2013 suggests that progress towards
reform will be gradual and uneven. The incorporation into this volume of
analysis of issues such as environmental sustainability and monetary policy,
for example, will also help to illustrate the political dilemmas that economic
reform in China brings with it.
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The third main justification of this book is the specific situation of the
EU. Its institutional arrangements imply a unity in its external economic
policy that is often contradicted by the behaviour of its Member States. This
issue deserves detailed analysis, especially in relation to an emerging power
as important as China. The need to work out a new form of relationship
with such a challenging economic partner is proving to be yet another stress
test of the Union’s capacity to act as one. The evidence so far suggests that
the EU may not pass this test in all areas of EU competence.

The book that follows is conceived as an analysis useful for university
faculty and students interested in China and the EU, as well as for the gen-
eral reader, who may have a professional interest in economic relations
between Europe and China as a businessman, civil servant, campaigner or
politician, or who may simply be aware that China counts for something in
today’s world and is curious to know what that means for the future of
Europe. The goal of this work is to provide an empirically-led examination
that is academically informed but approachable for a wide readership.

Sources used for this book have been varied. The book’s distinguishing
feature is the incorporation of primary source interviews with a number of
EU and Chinese officials involved in negotiations or consultations, as well
as a number of political figures on the EU side. Published sources include
meeting minutes and seminar records from EU and Chinese organisations
(e.g., EU-China dialogue groups or the Chinese Academy of Social
Sciences [CASS] Institute of European Studies [IES]), official papers,
research think-tank reports, conferences, and seminars participated in by
the authors, as well as current scholarship from journal articles and books.
Statistics have been sourced from international organisations (International
Monetary Fund [IMF], World Bank, United Nations Conference on
Trade and Development [UNCTAD], and Organisation for Economic
Cooperation and Development [OECD]), Eurostat, and official Chinese
sources. The breadth and depth of these references are intended not only
to support the arguments offered in each chapter but also to provide the
interested reader with further avenues of exploration on each of the topics
covered by this book.

OUTLINE OF CHAPTER STRUCTURE

The book is divided into three parts.

Part I, EU-China Relations in a Global Context, sets the scene for the
analysis of particular areas of economic activity in Part II. Beyond the
present chapter, which explores the political issues that underlie the
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economic relationship, two further chapters examine the overall context of
EU-China bilateral economic relations and the international institutional
framework in which the two sides operate and cooperate.

Chapter 2, The EU’ Growing Links with China’s Reforming Economy,
introduces China’s extraordinary economic re-emergence over the past
four decades, the development of EU-China political and economic
relations, and how that has contributed to both economies. Themes
developed include the importance of EU-China trade and investment for
both sides, China’s contribution to improving EU industrial competitive-
ness, employment and living standards, and the importance of China as an
export market. An assessment will also be made of the EU’s economic
importance for China as an export market and a source of inward invest-
ment, technology, and ideas.

The analysis also shows how, despite its dynamism, the EU-China eco-
nomic relationship remains under-developed, taking as examples the large
and persistent imbalance in two-way trade and its causes, the weakness of
investment links, the limited role of China in the international monetary
system, and lack of cooperation in industrial innovation and research. A
comparison with the relations that the EU enjoys with other developed or
emerging economies will illustrate these shortcomings and point to differ-
ences between the EU and China in terms of openness.

Chapter 3, The EU and China in the Governance of Global Financinl
and Trading Systems, analyses the latest developments in the institutional
framework for international economic relations and the roles played by
China and the EU within it. The chapter examines the concept of global
governance and shows how China and the EU engage with each other in
the domain of international economic, financial, and trade regulation,
explaining why the global economic system is so important to this bilateral
relationship and analysing why such interactions are becoming increas-
ingly problematic at both bilateral and multilateral levels.

China’s role as a re-emerging power is examined alongside that of the
EU to show how different interests and priorities now exist between the two
that are having a tangible impact on the evolution of global governance.
The chapter argues that the longstanding US-led consensus on how the
system should operate, who should be its leading decision-makers, and what
should constitute norms of behaviour are coming under closer scrutiny and
increasing strain. The argument concludes that, whilst some progress
towards agreement is being made in the operation of particular sectors, such
as in financial regulatory systems, in a number of other parts of the current
systemic framework deep discord between the EU and China persists.
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Part 11, Opportunities and Risks in the EU-China Relationship, examines
five areas of the EU—-China economic relationship in turn: trade, invest-
ment, innovation and research cooperation, monetary affairs, and coop-
eration on common economic challenges (in particular, concerning the
environment, climate change, energy policy, and urbanisation). Each
chapter analyses the policy goals of China and the EU, examines current
points of tension or shortcomings in the relationship, and assesses the
likelihood of policy changes to address these problems.

Chapter 4, Trade, examines the changing character of EU-China trade
and focuses on specific areas of trade conflict, in order to identify their
underlying causes and assess whether the importance of EU-China trade
is on an upward or downward trajectory. For the EU, the main problem is
what might be termed as asymmetric reciprocity in the bilateral trading
relationship with China—in other words, a one-sidedness whereby, whilst
Europeans present what is strongly defended as an open single market, the
Chinese maintain barriers to market access in some sectors, compete
unfairly both in the EU and international markets because of subsidies or
dumping, and restrict exports of raw materials. China, by contrast, focuses
on EU reluctance to recognise China as a market economy under World
Trade Organisation (WTO) trade defence rules, its maintenance of an
embargo on arms exports to China, and the potential damage to Chinese
interests arising from a mooted Transatlantic Trade and Investment
Partnership (TTIP) between the EU and the USA.

The analysis assesses the real as opposed to perceived impacts of exist-
ing barriers, the kinds of policy change being sought by the aggrieved
party and the political difficulties that any change would present to the
other party. The chapter concludes that EU-China trade seems likely to
continue to develop, albeit at a slower pace than hitherto, but suggests
that the changing competitive position of China (facing rising labour
costs, difficulties in innovating and increasing competition within Asia)
alongside growing vigilance of the EU regarding subsidies and
appropriation of intellectual property in new technologies, may lead to
more rather than less conflict in future.

Chapter 5, Investment, explores how two-way EU—China direct invest-
ment flows are growing but remain far below what would normally be
expected between such large economies. EU investment in China is
constrained by legal exclusions in many economic sectors, restrictive
conditions where investment is permitted, and fears of forced technology
transfer and unreliable intellectual property protection. Chinese investment
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in the EU, on the other hand, is growing quickly from a low base and is
generally welcome, although there is concern amongst Member States
about the political risks of investment in strategic sectors, albeit with some
disagreement about what constitutes a strategic sector.

The chapter assesses the prospects for the negotiations under way
between the EU and China for a bilateral investment treaty (BIT). Such
an agreement will only be reached if vested interests and political sensitivi-
ties about national security on both sides can be overcome. The EU will,
for example, have to agree on a common approach towards Chinese direct
investment in Europe—an area in which competition between Member
States is fierce and policy differences between them are pronounced. China
will need to review its policy of protection of SOEs in key economic
sectors, including health, public utilities, and financial services. The analy-
sis examines the policy areas in which resistance to change on each side
may inhibit possibilities to reach a substantive agreement, concluding that
significant differences and formidable difficulties remain.

Chapter 6, Innovation and Research, examines areas of contrasting yet
complementary abilities between China and the EU, presenting evidence
to show that China enjoys competitive success in incremental innovation
but is relatively weak in key aspects such as basic research and the com-
mercialisation of disruptive innovation, when compared to advanced
industrialised economies such as the EU. China and the EU are each
investing heavily in research and innovation as key inputs needed to make
both of them more productive, and, superficially, this might indicate each
side having shared interests and compatible talents. Yet persistent political
obstacles to closer partnership are shown to be inhibiting the trust-build-
ing necessary for future success.

Whilst recognising genuine achievements at the level of some individual
projects, the ambition for further progress is assessed against the apparent
failure to realise more extensive structural cooperation because of inhibitors
on both sides. On the Chinese side, these are shown to include weakness
in intellectual property protection enforcement, preferential government
procurement that favours domestic Chinese firms, and compulsory tech-
nology transfer rules. On the European side, inhibitors include policy frag-
mentation that undermines pan-European coherence, coupled to Member
State zero-sum mentalities regarding engagement with China at the same
time as the European Commission is seeking to agree priority pathways
with China. The chapter concludes that unless such obstacles can be over-
come it will difficult to realise the potential for cooperation.
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Chapter 7, Monetary Affwirs, examines the current international
position of the euro and the renminbi (RMB) and assesses how policy
changes under way in this area may affect the broader economic relation-
ship between the EU and China. Whilst the Eurozone countries and
China both have an interest in promoting greater international monetary
stability and consult regularly on monetary affairs, each faces political chal-
lenges at home in seeking to strengthen the international acceptability of
their currency.

The RMB is rapidly becoming one of the world's most traded curren-
cies and from October 2016 will become a component of the Special
Drawing Right (SDR), an international monetary unit managed by the
IME, but as long as it is not fully convertible, then China’s position in
international monetary affairs will remain significantly less influential than
its economic weight would warrant. China has announced a long-term
plan to achieve convertibility and has begun to liberalise parts of its
financial markets. The political risks of such reform, however, are very
great: allowing a competitive market to develop in China, and liberalising
domestic interest rates, would effectively remove Party control of the
banking system and the capacity to direct bank lending and increase vola-
tility of the exchange rate. The euro, too, has a credibility problem. The
political choices behind the Eurozone’s banking union and common
economic policy affect growth and jobs: Differences between Eurozone
members on how to achieve those goals are deeply entrenched and unlikely
to be resolved soon, and they are already affecting the euro’s standing as
an international currency. The chapter concludes with an assessment of
the repercussions that greater integration of the China’s currency into the
international monetary system will have for the EU as a whole.

Chapter 8, Cooperation on Common Economic Challenges, examines
cooperation between China and the EU in policy areas addressing com-
mon economic challenges, such as environmental sustainability and energy
efficiency. The work programmes of four policy dialogues between EU and
Chinese officials (environmental policy, climate change, energy policy, and
urbanisation) are assessed in terms of their capacity to deliver knowledge
transfer and business-level economic cooperation between EU and Chinese
partners or to influence the policy of either side. Some of the political
obstacles to cooperation referred to earlier are found here: reluctance on
the Chinese side to extend cooperation to joint business ventures in China,
a lack of reciprocity in information flows, and, in some areas, competition
between EU-level and Member State cooperation with China.
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Part 111, The Importance of EU-China Economic Relations in the
Coming Decade, takes stock of the political constraints to closer and more
stable economic relations between the EU and China that have been
discussed in Part I, first in terms of the global context, largely shaped by
each side’s relations with the USA (in Chap. 9), and in relation to domestic
political developments within China and the EU (Chap. 10).

Chapter 9, Elephant in the Room: The Role of the USA in EU-China
Relations, examines how relations between the EU and China are influ-
enced by the very different interactions between each of them with the
USA, for one, a longstanding strategic ally and preferred economic part-
ner, for the other, a regional competitor and the prime mover of a policy
of encirclement or containment of China. This chapter analyses the ines-
capable influence of the USA on EU attitudes to China but also explores
how the growing economic links between Europe and the Chinese are
beginning to change some European countries’ response to the USA.

The longstanding connection that the USA enjoys with the EU as an
institution and with individual Member States of the Union in particular is
examined and is shown to reflect America’s role as global hegemon and prin-
cipal architect of the post-World War Two global order. The chapter shows
how the triangular factors of the US—China—EU relationship interconnect in
important ways, how differing Member State attitudes towards the USA may
be driven by closer national-level relations with China and how the US influ-
ence reaches into the policy formation of the EU in its relationship with
China. Evidence is presented to support a conclusion that the EU has
become operationally dysfunctional in handling this triangular complexity
and in defining a coherent strategy to deal with the variable geometry of
power that now characterises contemporary East and South East Asia.

Chapter 10, Optimism or Pessimism about the future of EU-China
Economic Relations?, summarises the analysis of the preceding chapters. It
first reviews the fundamental political obstacles to closer EU-China coop-
eration that have already been identified and classifies them in terms of their
significance as a roadblock along with their likely durability. Second, it
divides the main areas of EU-China economic interaction into two catego-
ries: those where it is possible to be relatively optimistic about the develop-
ment of closer EU-China economic cooperation, because of a conjunction
of joint interest and a low incidence of political obstacles, and those (more
numerous) where pessimism seems to be called for, either because EU and
Chinese interests are in conflict or because domestic political obstacles to
cooperation are unlikely to be removed within a relevant time-scale.



14 ). FARNELL AND PI. CROOKES

CONCLUSION

There are two working hypotheses that underpin this book’s analysis.
First, that the EU and China have sound economic motives for trying to
work together in the common interest and to enhance their cooperation,
given the many links that have developed between their economies in a
remarkably short space of time. The rhetoric of the European and Chinese
political leadership continues to underline the importance of their
Strategic Partnership: goals are set for it that are often surprisingly ambi-
tious—such as that of the 2014 EU-China Summit, that aimed to nearly
double the annual value of EU-China two-way trade and investment
exchanges by the year 2020, to the round figure of €1 trillion per annum.®
However, close examination of how the economic relationship is actually
working in practice provided by each chapter supports the book’s second
hypothesis, which is that in nearly every sphere intractable political diffi-
culties stand in the way of a fundamental alignment of economic interest
between the EU and China, and that the main activity of their economic
diplomacy is to find ingenious ways of living with or circumventing these
political differences.

Such is the economic influence of China that, for the European side at
least, these political difficulties are usually not allowed to stand in the way
of at least maintaining mutually advantageous exchange. But any shift to
a higher level of cooperation may, indeed, run into difficulties deriving
from ideological differences. These may be due to the differing views of
the EU, on the one hand, and China on the other, about how the inter-
national economic system works and the role of states within it. They
may, however, also be due to differences of view that are internal to China
or to the EU: between economic reformers and conservatives within the
CCP, or between federalists and anti-federalists within the EU. Whatever
form they take, the thesis of this book is that these differences are strongly
held, relatively immune from foreign influence, and unlikely to evolve
into a new settlement for EU-China economic cooperation in the fore-
seeable future. The next few years, therefore, might be better spent
improving the status quo at the edges. More optimistic forecasts of the
future of the EU—-China relationship may have to wait for major political
change on one side or the other.
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NOTES

1. China is often characterised as operating in ways that accord with a broadly
“realist” world-view of international relations, premised on competing
power dynamics between sovereign states, building alliances, and mitigating
threat perceptions in a modern international system whose anarchy is only
partially offset by the evolution of issue-based institutions and regulatory
regimes. The EU, by contrast, is typically characterised as a distinctive post-
Westphalian organisation whose members have voluntarily agreed to pool
sovereignty and accept a semblance of supranational authority over key areas
of domestic and international policy-making. For some interesting back-
ground reading on these concepts and how they may impact contemporary
EU-China relations, see Ian Manners, ‘Normative Power Europe: A
Contradiction in Terms?’, Journal of Common Market Studies 40, no. 2
(2002), 235-258; Fraser Cameron, ‘The Geopolitics of Asia—What Role for
the European Union?’, International Politics 47 (2010), 276-292; Liqun
Zhu, ‘Chinese Perceptions of the EU and the Sino-European Relationship’,
in China-Europe Relations: Perceptions, Policies and Prospects, edited by
David Shambaugh, Eberhard Sandschneider and Hong Zhou (Abingdon:
Routledge, 2008); Tang Shiping, ‘From Offensive to Defensive Realism a
Social Evolutionary Interpretation of China’s Security Strategy’, in China’s
Ascent: Power, Security, and the Future of International Politics, edited by
Robert S. Ross and Feng Zhu (Ithaca, NY: Cornell University Press, 2006).

2. For more on the background to this idea, see a Special Report from China’s
State News Agency: Xinhua, ‘Chinese Dream’ <http://www.xinhuanet.
com/english /special /chinesedream>, accessed 20 December 2015.

3. For further discussion of these concepts, see: Paul Irwin Crookes, ‘Resetting
EU-China Relations from a Values-based to an Interests-based Engagement’,
International Politics 50, no. 5 (2013), 639-663.

4. Kerry Brown, China and the EU in Context: A Guide for Businessmen and
Investors (Basingstoke: Palgrave Macmillan, 2015).

5. European Commission, ‘Joint Statement: Deepening the EU-China
Comprehensive Strategic Partnership for Mutual Benefit’, Ewuropean
Commission Press Release Database <http:/ /europa.eu/rapid /press-release_
SPEECH-14-2160_en.htm>, accessed 22 October 2015.
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CHAPTER 2

The EU’s Growing Links with China’s
Reforming Economy

Key questions:

* How important is China to the world economy?

e Why have EU-China economic links developed so quickly?

e What are the positive and negative points in the EU-China economic
relationship?

e How is the emergence of the knowledge-based economy affecting the EU and
China?

China and the EU, two economies that represent one-third of the
world’s gross domestic product(GDP),! have in recent decades become
partners to the point where, whether they like it or not, their economic
futures are interlinked. Taking the next steps towards a partnership that
will generate greater mutual benefit, however, presents political challenges
for each that go well beyond what has already been achieved.

This chapter will review the current state of the EU-China economic
relationship, starting with China’s extraordinary economic re-emergence
from political radicalism and economic autarky since the death of Chairman
Mao in 1976. It will then summarise the main features of economic
relations between the EU and China, based on trade, investment, and
technological exchange, and assess their impact on economic growth and
prosperity of each. It will point out gaps and shortcomings in the relation-
ship, compared to those that the EU enjoys with other partners. It will,
finally, suggest that the development of knowledge-based economies, in
which innovation, access to information, and protection of intellectual
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property play a major role, present new policy challenges for governments
and that the very different approaches taken by China and the EU to them
could be a complicating factor for their future cooperation.

CHiNA’s EconoMIc RISE AND GROWING GLOBAL WEIGHT

The economic re-emergence of China has been well documented, most
strikingly (in English) by such authors as Jonathan Fenby, Niall Ferguson,
and Martin Jacques.? All have made the point that this process can be seen
as the correction of an historical anomaly, insofar as China is today
reclaiming the position of importance in the global economy that it
enjoyed until the early nineteenth century. But if China’s economic
re-emergence may have been expected after its rejection of Maoism, its
speed and scale were quite unforeseen at the outset and have proved to be
unprecedented. Never has a country risen so quickly from global eco-
nomic insignificance to become a global economic power. Since reforms
began to be implemented from the late 1970s, China has evolved from a
bystander in the world economy to one of its prime movers. As an exam-
ple, indications during the summer of 2015 of a decline in China’s eco-
nomic growth rate and the temporary shutdown of'its stock markets led to
sharp declines in other stock markets around the world and a further
depression of commodities and shipping markets. Until now, only the
USA has had such influence.

This transformation is already impressive when described in macro-
economic terms, looking at changes brought about in the Chinese econ-
omy as a whole. It is even more striking in terms of the changes it has
brought to the Chinese people.

Since 1978, the Chinese economy has moved from a mainly agrarian
to a manufacturing and service economy; from a country with most of
its population based in the countryside to one in which the majority
lives in urban areas (without taking into account the migrant labour
force in urban areas that is not reflected in official statistics); from an
economy largely bypassed by world trade to the world’s single biggest
exporter and importer; from a low-growth developing economy to one
that generates half the world’s economic growth; from one of the
world’s poorest economies to that of a middle-income country; from
an economy with no external financial assets to the world’s largest
holder of foreign exchange reserves and second largest foreign direct
investor (Table 2.1).3
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Table 2.1 China’s economic transition, 1978-2014
Sector of China’s economy GDP composition — Occupation percentage

1978 (%) 2014 (%) 1978 (%) 2014 (%)

Primary (agriculture, forestry, fisheries) 28 9.2 71 314
Secondary (manufacturing, utilities, 48 42.7 17 30.1
construction)

Tertiary (ICT, business services, retail, 24 48.1 12 38.5

other services)

Sources: Based on data from The World Bank Country Indlcntorq http: data worldbank.org ‘country
china; CIA World Factbook on China, https: i

geos/ch.html; China Statistical Yearbook 2014, http://www.stats.gov.cn t]sundsl gZOl‘Lgmdcxch htm,
all accessed 1() October 2015

China’s share of global activity has grown steadily—some would say
relentlessly. Measured in terms of purchasing power parity (which takes
account of the real cost of goods and services in different parts of the
world), China’s GDP has risen from just over 2 % of global GDP in 1980
to a share that exceeds that of the USA and is only slightly less than that of
the EU (18 % of world GDP in 2014, compared to 18.3 for the EU and
17.6 for the USA). Although China’s GDP expressed in US dollars is only
two-thirds that of the USA, the World Bank has predicted that China will
become the biggest economy in the world by 2030.*

This economic revolution has had an extraordinary impact on the Chinese
people. Average incomes have increased tenfold in real terms over the past
30 years. Although 100 million Chinese people are still defined as “poor” by
the World Bank, about 500 million have emerged from poverty in the same
period.® Consumer goods that were unavailable in China 40 years ago have
become widespread, especially in urban areas, where cars have replaced bicy-
cles. State-funded health and social security systems have been introduced
for most of the urban population and are being extended to the countryside.
Mobility of workers within China has become much more common and the
growth of the Chinese middle class means that over 100 million Chinese
citizens now leave the country each year as tourists or students.®

China still has to address formidable economic and social challenges,
but these no longer concern survival. The government’s priorities now
relate to improving the distribution of wealth, on the one hand, by
narrowing gross inequality of income, eliminating corruption and


http://data.worldbank.org/country/china
http://data.worldbank.org/country/china
https://www.cia.gov/library/publications/the-world-factbook/geos/ch.html
https://www.cia.gov/library/publications/the-world-factbook/geos/ch.html
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improving health care and education for the whole population, and
ensuring economic sustainability on the other hand, by replacing export-
led growth by domestic demand-led growth, managing the transition to a
more knowledge-based economy, and combatting the environmental and
health threats of decades of pollution.

How China chooses to address these issues will have a significant impact
on the rest of the world, because its rapid economic re-emergence has fun-
damentally altered the distribution and nature of global economic activity.
The main driver of change has been international trade, particularly
following China’s admission to the WTO in 2001, which provided the
stability of a rules-based system for China’s international trade at the same
time as its pool of low-cost labour provided the source of a massive increase
in its industrial output. China is the second most important generator of
international trade on the planet after the EU.7 It is the leading single-
country destination for exports from the rest of the world: a dominant
consumer of energy and raw materials, a huge and fast-growing market for
goods and services, and an increasing consumer of imported food. Changes
in China’s predicted economic growth rate have an immediate impact on
international commodities markets, as they did in 2015, when commodity
prices fell by 23 % largely because of growing doubts about recovery in
Chinese demand.® China alone accounts for a major share of global demand
for iron ore, copper and other metals, as well as wool and oil.

China is the second most important exporter in the world (after the
combined total of the EU Member States), as a competitive supplier of
finished manufactured goods, ranging from textiles and clothing to machine
parts, computers, telecommunications equipment, transport goods, and
wind turbines. It is a growing supplier of engineering and construction
services. Its biggest customers include the world’s most developed and
sophisticated markets; the EU and the USA account for two-fifths of its
exports. Its success as an exporter, combined with protection of key parts of
its own market from trade, results in trade surpluses with the developed
economies in particular, providing net inflows to bolster foreign exchange
reserves that can offer valuable support in volatile economic times.? Despite
reserves falling sharply in the second half of 2015, this steady income stream
has allowed China to accumulate one-third of the world’s total foreign
exchange reserves, worth about 35 % of China’s GDP.!?

A key driver of this process has been the development of global supply
chains in manufacturing, whereby industries in developed economies, in
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order to reduce their production costs and remain internationally
competitive, have outsourced all or a substantial part of their manufacturing
process to regions where production costs are significantly lower. The
obvious cost difference has been that of labour; the last 20 years has seen a
rapid increase in the international division of labour on an unprecedented
scale. Other costs, however, such as land, energy inputs, and regulatory
compliance, can also be relevant. Technological change has meant that the
cost of transporting goods from production plants to markets in other
continents has fallen steadily. China has been well placed to take advantage
of this phenomenon. It has been able to provide a low-cost production
base on an unrivalled scale, because of a pool of cheap labour in rural China
ready to migrate to the cities and provide the workforce for rapidly devel-
oping manufacturing industries. Over 200 million people moved to the
cities in the first decade of this century and 300 million more are expected
to do so by 2030, even if labour costs in China are steadily rising.!!

This comparative advantage was reinforced by the decision of the CCP
leadership in the early 1990s to develop the Chinese economy at high
speed as a matter of political survival. Following the political unrest of
1989, the legitimacy of the Party was to be sustained by improving the
country’s economic performance. This convergence of interest between
manufacturing firms based in economies that were less cost-competitive
than China but had the technology and know-how that China needed, on
the one hand, and the CCP, on the other, has led to the situation where
about half of China’s manufactured exports are produced by firms that are
wholly or partly foreign-owned.!? The share of foreign-owned firms in
China’s most advanced manufactured exports is even higher.

China has also become a major overseas investor. Its outward foreign
direct investment (FDI) flows increased about a 100-fold between 2000
and 2014." The process began with investments in countries producing
raw materials or foodstuffs, particularly in Africa and South America, but
it has diversified into manufacturing and distribution activities in the
developed countries, including for advanced technology products. China’s
total overseas stock of FDI remains small compared to that of some devel-
oped economies, such as the USA or the UK, which have been investing
in foreign countries for a century or more, but its annual outward FDI
now surpasses all but that of the USA.*

China also holds important investments in foreign government and
private sector securities. The most striking example of its weight is its
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holding of US$ 1.24 trillion in US Treasury bills, or about one-fifth of
US debt, despite falling from peak levels in 2013.® China is seeking to
diversify its foreign debt holdings beyond the US dollar, however, and
also holds European, Asian, and South American public debt. China’s
investment behaviour is increasingly influential as an indication of the
level of international confidence in a currency, including the euro.!®
Beyond such bilateral initiatives, China has also been active in the cre-
ation of new international financial institutions, such as the Shanghai-
based New Development Bank for the BRICS countries (Brasil, Russia,
India, China and South Africa) and the Asian Infrastructure Investment
Bank (AIIB).

Later analysis will show that China is not a serious competitor in all
fields and that its position is being eroded even in the areas where it is cur-
rently strong. Nevertheless, its size, continued economic growth and
overall leverage on the world economy mean that what China wants, and
where China wants to go, are questions that economic policymakers
around the world have to take into account.

THE GrROWTH OF EU—CHINA INTERDEPENDENCE
AND ITS IMPACTS

Over the past four decades, the European and Chinese economies have
become much more closely interlinked, to a point where a breakdown or
even a weakening of the economic relationship would cause damage to
both sides. That is partly a result of the sheer volume of economic activity
generated by EU-China trade, which has brought two of the biggest mar-
kets in the world closer together. Even more important is the nature of the
links between them, whereby the industrial tissue of each economy has
become partly reliant on the other. European companies have benefitted
from a closer relationship with China not just as a market for their prod-
ucts (where, until the recent expansion of the Chinese middle class, their
opportunities had been limited) but also as a source of competitiveness
through the supply from China of material and components for their own
production. Similarly, China has not only gained a large market for its
exports in the EU but its own industrial capacity, competence, and com-
petitiveness have been increased through European-financed investment
and technology transfer.

This interaction between the EU and Chinese economies can be illustrated
in three areas: trade, investment, and technology and knowledge transfer.
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Trade

The EU engaged with China at a relatively early stage in its post-Mao
re-emergence. As the European Economic Community, it concluded a
Trade and Cooperation Agreement with China in 1985, relatively soon
after the first signs of opening up of the Chinese economy in 1978.'7 This
Agreement is still the only formal agreement between the two sides.
Negotiations for a more ambitious Partnership and Cooperation
Agreement, launched in 2008 and intended to reflect the spirit of the
2003 Strategic Partnership, have foundered: they have been described to
the authors by a senior EU trade official as “not merely moribund but
mummified.”*®

Since 1985, China—EU trade has developed at an extraordinary pace.
The value of two-way annual trade has increased 200-fold in nominal
terms. Even after discounting inflation, this amounts to an average year-
on-year increase of 11 %. Two-way trade has quadrupled since the year
2000 and has continued to grow, despite the post-2008 financial crisis and
an economic downturn in Europe. The EU and China have become pillars
of each other’s international trade. China trades more with the EU than
any other trade partner (the EU provides 12 % of China’s imports and
takes 14 % of its exports). It is the EU’s second export market (10 % of the
total), well behind the USA (at 16 %) but with a growing share.!® It was
one of the fastest-growing EU export markets of the past decade, with
exports more than tripling in the decade 2003-2012. Both economies are
relatively trade-dependent. The value of EU-China two-way trade, worth
€520 billion in 2014, represents 3 % of the EU’s GDP and 5 % of China’s.?°

The EU’s open trade policy has contributed to the growth of trade
links. The EU has tended to favour the European consumer interest in
obtaining competitively priced imported goods rather than the European
producer interest in protection against competition. Measures to defend
EU producers against imports from China benefitting from unfair trade
practices under WTO rules affect only a tiny proportion of total trade.?!
The Chinese market itself became more open following China’s accession
to WTO in 2001 in sectors of importance to China and opportunity for
the EU, such as machinery and cars. In return for non-discriminatory
access to the world market, China agreed to reduce its tariffs to relatively
modest levels—significantly lower than those negotiated earlier by other
emerging economies such as India or Brazil—and to commit itself to mul-
tilateral rules for the management of'its trade, including non-discrimination



24 J. FARNELL AND PI. CROOKES

and “most favoured nation” treatment.??> And in the past decade, the
Chinese market has become much more attractive to European exporters
as the wealth of a fast-growing middle class increased and as China’s
industrial capacity broadened, providing a market not only for high-value
consumer brands but also for advanced production technology, in
particular from Germany.

Whilst China and the EU have continued to trade more with each other
each year, however, there are problems. Their trade is unbalanced, subject
to restrictions on both sides, and occasionally perceived by one or the
other party to be unfair.

China continues to export to the EU about twice as much as it imports.
(The same applies to an even greater degree to China’s trade with the
USA). China’s trade surplus with the EU began to cause concern in the
mid-1990s; it reached a peak of €162 billion in 2008, before falling to
€145 billion in 2014. A slower rate of economic growth in China in 2015
suggests that the deficit may start growing again.?® A plausible explanation
of this trade imbalance could be comparative advantage, i.e., that China is
a more competitive producer than the EU and that high-cost EU goods
and services cannot find buyers in the Chinese market. That is partly the
case. A comparison between like-for-like products suggests that China still
enjoys a considerable cost advantage over the EU, even compared to the
least-developed EU regions. Labour and land costs in China have been
much lower than those of the EU for some time, even if they are now
rising quickly; labour costs rose more than 20 % a year in 2011 and have
remained at double-digit growth since then. Labour has also been unor-
ganised. The cost of compliance with social and environmental regulation
is much lower for producers in China than in Europe. Such cost advantages
have encouraged European producers to invest in China.

But China’s competitiveness is not universal. There are many goods
that it is unable to produce (such as advanced manufacturing tools, or
specialised chemical and medical products). There are other goods and
services that China can supply but not as competitively as external suppliers,
including the EU (such as advanced passenger aircraft or high-performance
motor vehicles, or services such as banking, insurance, brokerage, logis-
tics, retailing, and specialised health provision). In areas such as these,
access to the Chinese market has been restricted to protect domestic pro-
ducers. WT'O trade rules leave a considerable margin for the protection of
domestic economic interests by other means than tariffs.?*

The other major problem for EU-China trade is the risk that differences
in industrial policy and banking systems between China and the EU, and
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their different approaches to competition and the use of subsidies, may
result in unfair trade. There has been a growing level of concern within the
EU about the impact of the Chinese approach to industrial development
on trade, not only within the EU market, as Chinese state-owned companies
have become important competitors in sectors such as telecommunications,
energy supply, and transport, but also in other international markets, where
Chinese government support for exporters, in the form of export credit
insurance, for example, has grown rapidly over the past decade.?®

Investment

Investment flows between the EU and China have lagged far behind trade
but since the turn of the century are becoming more important.
International interest in investing in the Chinese economy has increased
and China has itself become an exporter of capital.

China has been a major recipient of FDI since the 1990s, and much of
its subsequent economic transformation has been derived from that. The
accumulated stock of inward FDI is valued at about 20 % of Chinese
GDP.? The initial investment flow from the EU was modest, averaging
about €1 billion a year in the 1990s, but it increased tenfold over the first
decade of this century. Despite fluctuations in the wake of the euro and
sovereign debt crisis, EU investment flows into China continue to be sig-
nificant, although recording a fall in 2014 from the highs of previous years
to €9.1 billion.?” China has consistently been one of the top five important
destinations of EU FDI, tending to concentrated in the manufacturing
sector, although the services sector has become more important in recent
years. Today, EU Member States provide a fifth of total FDI in China,
ahead of the USA but well behind some of China’s immediate neighbours
such as Japan, South Korea, and Taiwan.?®

China has moved, however, from a relatively open position towards
foreign investment in the 1990s, when it was not internationally competi-
tive, to a more restrictive one today. Complaints have become louder from
EU and other foreign businesses about new Chinese restrictions on inward
FDI. Services such as financial services or health provision have been sub-
ject to severe restriction. Even where foreign investment is permitted,
restrictions on the level of foreign ownership or the number and scale of
operations may reduce its attractiveness. Other constraints on foreign
investment in China include uncertainty about property rights, whether
physical property (land and authorisations for its use) or intellectual and
industrial property, and the absence of national treatment for foreign
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investors, including alleged discrimination in the application of labour,
environmental, or tax legislation. EU companies have alleged that as
China becomes more competitive, it is seeking to reserve future growth in
the Chinese market for domestic companies and reduce the share of
foreign-owned ones. They are consequently setting more modest expecta-
tions for their China operations and revising down investment plans, and
half are already routinely reviewing investment opportunities elsewhere in
Asia.? The Chinese government announced modest liberalisation of rules
on investment in 2015 but its implementation is judged to be too slow.
The political debate within China about the future role of foreign
investment is clearly still open.3?

Meanwhile, China has started to export capital on a large scale, even if
its total stock of outward FDI is still relatively modest, at about 1 % of
GDP (compared to about 10 % for the EU). Chinese foreign investment
is now diversifying towards developed economies, including the EU, as
part of an effort to secure markets and, more recently, to purchase tech-
nology and skills, growing in the EU at a significant rate per year since
2009 and reaching €12.1 billion in 2014 (meaning that China became a
net investor with the EU that year).?! The interest of several EU Member
States in encouraging Chinese investment in large-scale infrastructure,
such as ports, motorways, airports, telecommunications systems or power
generation, has accelerated the rate of growth of inward investment flows,
but has also generated a political debate about the security, reliability, and
commercial fairness of such investment. Despite such political attention,
however, EU-China investment links remain relatively weak; the annual
flow of direct investment between the EU and China amounts to less than
3 % of their combined outward FDI. And only 2 % of the EU Member
States’ FDI stock is in China, compared to 30 % in the USA.*

China and the EU have expressed a strong interest in investing more in
the other region, and are negotiating a BIT, but this goal will not be
achieved without China accepting greater competition in its home market
and Europe being prepared to take greater political risks.

Technology and Knowledge Transfer

The transfer of industrial technology and know-how by foreign investors
is an important means of accelerating industrial development. European
companies have been heavily involved in such transfers to China. This hap-
pened first in the industrial sectors where EU industries used China as a
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low-cost source of supply for finished consumer goods (such as clothing,
electrical and electronic goods) or as a production platform for compo-
nents of producer goods to be completed in Europe (machinery and trans-
port goods). A second phase occurred in the first decade of this century,
as fast-growing demand in the Chinese domestic market encouraged
European investment in manufacturing plants in China for cars, pharma-
ceuticals, or chemicals.

Technology and know-how transfer has so far been one-way, from
Europe to China. It has taken place, however, against a background of
concern about Chinese governmental pressure on foreign investors to
transfer technologies to China and the uncertainty of intellectual and indus-
trial property protection in China. EU companies that are present in many
other regions of the world tend to carry out less innovation and research in
China than in other regions, not only because there are few areas in which
China’s level of knowledge and research capacity is equivalent to that in
Europe but also because, even where research in China might be an attrac-
tive option, companies are reluctant to run the risk that knowledge shared
with a competitor may be lost. Protection under the Chinese legal system
against the theft of ideas is judged to be relatively weak.?

In the public sector, too, the EU has invested in technical cooperation
with China in areas where both sides appear to have a common interest, such
as in the development of technologies to improve sustainability and resource
efficiency, including environmental technologies, measures to mitigate the
effects of climate change, or alternative energy. Cooperation in the areas of
innovation and research are less developed because of reservations on the
EU side about the wisdom of collaboration with China before essential safe-
guards concerning intellectual property rights (IPR) and the rule of law in
China are in place. The EU has made reciprocity in research opportunities
and a clear EU interest in cooperation a condition for the participation of
non-EU countries in the 2014-2020 EU Research and Innovation
Programme, Horizon 2020, which may affect relations with China.*

Seen from the European side, the longer-term potential for EU-China
technical and research cooperation is considerable. China is moving into the
world’s mainstream in addressing climate change and environmental issues
(in such areas as sustainable industrial production and consumption, alter-
native energy, transport, and urbanisation) and in confronting the social and
health challenges of an ageing population. A fuller commitment by China
to engage in two-way research cooperation could have a major impact.
Sharing the intellectual potential of a well-educated and hard-working
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population of the size of China’s in the hunt for innovative ideas and
practice would be of great interest to European governments and compa-
nies. In practice, however, European authorities and companies cooperate
less with China than with many other partners, and EU-China cooperation
programmes rarely result in company-level joint ventures. Closer analysis of
experience over the past decade suggests that there may be systemic obsta-
cles to such cooperation.®

The Impact of Closer EU-China Economic Relations

The development and enlargement of the economic relationship between
Europe and China has affected the economies of both sides. International
exchange has brought benefits, in the form of faster economic growth,
improved economic performance in particular industrial sectors and greater
consumer welfare, but has also led to industrial restructuring and loss of
jobs. For China, above all, economic re-emergence has generated enor-
mous social and environmental change that continues to impose high costs.

It is impossible to isolate the specific effects of EU-China economic
relations from those of other economic trends and developments, both
international and domestic. China is not the only low-cost exporter of
consumer or producer goods to the EU, even if it is dominant in many
sectors. The difficulties encountered by European manufacturers
competing with imports from China may have been exacerbated by indig-
enous factors, such as high labour costs, inflexible labour markets,
insufficient innovation, or a scarcity of well-trained engineers. Size
matters, however, and because of this, the EU and China exert leverage
on each other’s economies.

For the EU, rapidly growing trade with China has brought a number of
benefits. It has increased the standard of living of European consumers,
who have saved money through purchasing cheaper Chinese clothing,
toys, and electronic goods and then spent their surplus income on other
goods and services. The same process has reduced the level of EU infla-
tion, which, in turn, has encouraged economic growth by keeping interest
rates lower and favouring investment. Access to a wide range of consumer
goods produced in China at significantly lower cost than in Europe has
accelerated growth of the market for these goods, which, in the case of
information and communications technology products, for example, has
stimulated wider use of those products within the economy, bringing
gains in facility and efficiency.3¢
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The spectacular growth of the domestic Chinese economy in the first
decade of this century has created new opportunities for EU companies.
Global demand for products in which the EU is competitive, such as
motor vehicles, fashion goods, pharmaceuticals, or passenger aircraft, has
grown by nearly a third in the past two decades as a direct result of China’s
re-emergence and continual high growth. The profitability of many
European companies has been largely based on that growth. Some well-
known European fashion goods companies owe between 20 and 40 % of
their global sales to Chinese nationals inside and outside China.?” EU-based
companies in the luxury motor vehicles sector, such as Jaguar, Land Rover,
or Bentley, generate more than half of their pre-tax profits on the Chinese
market.*® Some European carmakers, such as Volkswagen, produce as
many vehicles in China as in their home market.

There have, however, been costs. Traditional labour-intensive indus-
tries, such as ceramic tableware, furniture-making, lace-making, or book
printing, have virtually disappeared in Europe, undermined by Chinese
competition. Many more European industries have had to change their
focus of activity as a result of exposure to Chinese imports, moving to
specialised production on a smaller scale and leaving mass production of
basic goods to the Chinese firms (textiles and clothing, electrical and elec-
tronic products, steel and non-ferrous metals, shipbuilding, chemicals).
Much of the Chinese production exported to Europe, however, has been
ordered and sometimes even financed by European producers. This has
particularly been the case for manufactured goods not directly destined for
the consumer, such as industrial parts and components.

Economists tend to take a positive view of the restructuring induced by
international trade. Competition from more efficient producers in China
and elsewhere has forced European businesses to adapt, to move from less
efficient to more efficient activities or from manufacturing to service
industries, both of which have contributed to higher productivity and
consumer welfare. The adaptation process itself generates costs in the
short term, however; governments may have to provide support for the
unemployed, promote training in new skills, and help to develop an eco-
nomic environment that can provide new jobs, usually through encourag-
ing the growth of small business.

The economic impact on China of its new relationship with the EU has
also been significant. The EU has provided a large, wealthy and, until
recently, dependable market for Chinese exports, which has grown steadily
until 2008 (although much less quickly than the Chinese market over the
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same period) and which has remained open to trade despite the political
pressure for increased protection of EU producers exposed to competition.
Although the relative importance of the EU market to China has shrunk
from 20 % of China’s exports in 2010 to 16 % today, it is still massive.

EU companies have also invested in industrial sectors that have been
important in China’s economic development, such as chemicals, pharmaceu-
ticals, electrical and electronic technologies, food processing, motor vehicles,
and passenger aircraft, and would have done so on an even greater scale if
Chinese regulations had not prevented them. That investment has provided
hundreds of thousands of jobs in China, has helped to train the Chinese
workforce and improve Chinese management skills, and has involved a trans-
fer of technology to China that has been at the base of China’s development
of increasingly competitive manufacturing companies.

A key question for the future is whether there is a risk of European
disinvestment in China, or what is sometimes referred to as the “re-shoring”
of business operations. The EU Chamber of Commerce in China, repre-
senting 1800 of the most competitive European companies, has empha-
sised that without further economic reform in China, this could become
an option. Re-shoring may occur for different reasons. Generic ones might
include the rising costs of production in China, especially labour costs, or
the risk of losing critical intellectual property to competitor because of
insufficiently reliable legal protection. Sector-specific problems might be
the lack of sufficiently skilled labour, management skills or quality control,
changes in production technology that make labour costs largely irrelevant,
or the need to move production closer to the final consumer in order to
ensure rapid adaptation of production to market requirements. One of the
imminent challenges for China is to reassure foreign investors that it has
the institutional and regulatory framework needed to remedy these
perceived shortcomings, including an administration that will manage the
Chinese economy fairly and without discrimination.®

Poricy CHALLENGES FOR THE KNOWLEDGE-BASED
EcoNnomy

The weaknesses and gaps in the EU-Chinese economic relationship
referred to above, which will be examined in greater detail in Part I, stem
partly from China’s current system of political control of the economy,
which gives rise to market distortions or a fear that they may develop,
partly from European reluctance to cooperate with a China that does not
apply the same ground rules of economic governance as the EU.
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Policy change may be on the way in China. The Chinese leadership
under President Xi Jinping has committed itself to extensive economic
reform, most strikingly at the Third Plenum of the Chinese Communist
Party (CCP) Central Committee in November 2013, at which it was
declared that the market would be given a decisive role in the Chinese
economy. It is possible that wider application of market economics into
the Chinese economy will attenuate or possibly even remove some of the
gaps and weaknesses referred to previously. A commitment to more com-
petition, further opening of the Chinese economy, the removal of restric-
tions on foreign investment and further progress towards convertibility of
the RMB were all mentioned in the conclusions of the Third Plenum.*
Some of the messages of the Plenum decision were, however, ambiguous.
The dominant role of the state in the economy and the preservation of a
significant role for SOEs was repeated throughout, and the general lan-
guage of the policy declaration suggested that internal debate within the
Party on the most critical policy issues was not yet over. Some key issues,
such as the rule of law, hotly debated in China, overlap with political
reform that has been ruled out by the Chinese leadership. Scepticism
about the CCP’s willingness or ability to deliver key parts of the announced
economic reform programme may therefore be justified. *!

Whatever the future intentions of the CCP leadership regarding eco-
nomic reform, changes in industrial technology and economic and social
organisation in the advanced economies will increase the pressure on
China to pursue economic reform and reconsider its economic relations
with the rest of the world.

In the past two decades modern industrial economies have, according
to recent commentators, embarked on a “third industrial revolution,”*?
based on growing digitalisation of the economy and the development of
more capital-intensive production systems, in which technologies such as
informatics, computer-based design, three-dimensional printing, customi-
sation and robotics play a large role. Manufacturing will be increasingly
based on the combination of technologies and expertise in their use (such
as bioscience, new materials, miniaturisation, energy efficiency and infor-
matics) rather than on specialised, one-track expertise. This will call for a
smaller but more highly-skilled labour force with the flexibility to adapt to
rapid change of production systems. The company of the future will tend
to combine manufacturing and service functions within a single firm, be
focussed on the continual innovation and measure its performance also in
terms of environmental sustainability and resource efficiency. Meeting
these demands will require communication in real time between suppliers
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and customers to ensure constant adaptation to market needs and access to
new knowledge from outside sources as the basis for economic activity.

Governments in developed economies are now concerned to provide a
regulatory and policy framework that promotes this knowledge-based
economy, in particular by improving the efficiency of markets, communica-
tions, and education and research systems. In parallel, they are promoting
environmental sustainability and resource efficiency through market-based
measures.

Measures of this type have been agreed within the EU as part of its
strategy to recover from the 2008 financial and economic crisis and achieve
long-term competitiveness and economic growth. They include the
Europe 2020 Strategy for Growth and Jobs agreed in 2011, the Digital
Europe programme proposed by the European Commission in 2014, a
new industrial policy agreed in 2013, as well as the programme agreed in
2011 on mitigation of the effects of climate change and the development
of alternative energies by 2020.** A significant part of the EU’s budget
over the period 2014-2020 for research, innovation, education, regional
development and industrial policy has been allocated to these goals. Future
measures related to this agenda include the development of financial mar-
kets better placed to identify and support innovative firms; providing edu-
cation systems adapted to lifelong learning; ensuring minimal state
interference in communications, including social networks; more flexible
labour markets; reliable legal protection of IPR; policies that minimise
external costs to business and society from pollution, waste, or regulatory
costs; and improvement of transport and communications infrastructure
through high-speed rail, computerised container transport, or high-speed
broadband networks.

The USA, although less committed to government intervention in such
areas as climate change, environmental protection, and energy than the
EU, has taken the initiative to focus regulatory attention and budgetary
spending on the promotion of industrial innovation.**

It will take time to achieve these objectives. Some of them imply
significant costs, in the form of investments in communications and
transport infrastructure, for example, or in terms of adjusting education,
training and social security systems to take account of more flexible labour
markets, labour mobility, lifelong learning, and recurrent retraining.
Public spending constraints mean that the private sector will have to share
the investment burden with governments.
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China can already compete with the rest of the world in several of these
policy areas. It has the financial resources to invest heavily in emerging
technologies and both its 12th and 13th Five-Year Plan provide for that.*s
It has a relatively unregulated labour market, and its impressive investments
in transport and communications infrastructure have been one of the main
drivers of its rapid economic growth. It has identified the reduction of
environmental costs on the economy as a priority, introducing regulations
on sustainable industrial production and experimenting with different
options for emissions trading, for example.

In other areas, however, China’s regulatory framework and economic
and social system is much further away from the paradigm needed to sup-
port the third industrial revolution. China has to catch up with developed
economies in the opening up of markets to competition, increasing capital
investment per unit of labour, financial market reform, education and the
development of skills, the removal of constraints on access to information,
and effective protection of property rights. It will also need to address the
problem of the rule of law, a fundamental condition for attracting
investment that is taken for granted in major economies outside China but
still not assured in China.

The developed economies are not only aiming to create a more
favourable framework for new forms of economic growth at home. They
are seeking to promote the same goal at international level. Frustration at
the failure of the multilateral trading system under the WTO to provide a
regulatory framework for trade and investment in high technology goods
and services has led to US-led initiatives for a new generation of regional
Free Trade Agreements (FTAs) across the Atlantic and Pacific. These will
include commitments to open investment, enhanced protection of intel-
lectual property going beyond WTO rules, action against cybercrime, and
the removal of technical barriers to trade (TBTs). They are intended to
produce giant, secure markets for emerging technologies that will not be
open to countries unwilling to commit to the new rules. One such regional
arrangement that excludes China, the Trans-Pacific Partnership (TPP),
has already been negotiated, subject to ratification. If others, such as the
Transatlantic Trade and Investment Partnership (TTIP) between the USA
and the EU follow, and China fails to carry out the economic reforms that
would allow it to join such arrangements, it could become an economic
casualty of regional FTAs.*¢

China is therefore under pressure to equip itself with a regulatory
framework that provides incentives for innovative companies to develop
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there. If it fails to respond, it risks becoming less attractive to the foreign
investment and other forms of partnership that it will need to overcome its
formidable economic challenges. This is what is at stake in the economic
reform to which the Chinese leadership is now publicly committed.

CONCLUSION

At first sight, the remarkable pace of growth of economic interdependence
between China and the EU over the past 40 years presents an encouraging
picture. Trade links between the two parties have grown enormously, have
diversified into more substantial investment links, and have involved
valuable if limited technological cooperation. Substantial improvement in
the quality and depth of the China—EU economic relationship will,
however, depend on each side’s readiness to take more radical policy deci-
sions than those of the past and to adopt a clearer position in regard to
difficult political choices at home.

The heaviest burden may seem to fall on China, in terms of opening up its
trade and investment markets and accepting the adverse political conse-
quences, at least in the short term, of dealing with its uncompetitive enter-
prises and finding work for laid-off workers. Just as challenging will be
ensuring the transition to a regulatory system that welcomes and protects
competition, rewards investment, encourages innovation by protecting
property rights, including for intellectual property, and assures the rule of law.

The detailed analysis in Part II will show that the EU’s performance,
too, in some of these areas is imperfect and that it suffers from a particular
handicap, namely, an inability to overcome internal disagreements about
economic policy priorities and an apparent reluctance to act as one in its
external economic policy. Competition between the Union and its Member
States for competence and influence can be an obstacle to defining a clear
EU strategy towards China and, even where such an EU competence
exists, to carrying it out effectively.

Before moving to that analysis and identifying the political obstacles that
will have to be addressed before EU-China economic cooperation can
assume anything like the spread and depth of, say, EU-US economic inter-
action, the following chapter will examine the international context in which
EU—China relations develop, and describe in particular the EU and Chinese
perspectives on the governance of global financial and trading systems.
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CHAPTER 3

The EU and China in the Governance
of Global Financial and Trading Systems

Key questions:
o How is the multilateral system of economic governance evolving to take account
of China’s global re-emergence?

e Do Europe and China bhave conflicting or compatible views regavding the
Sframework of rules governing international economic activity?

e How can China’s engagement as o member of curvent international economic
organisations best be characterised?

o What changes might China be secking in international economic governance
and what would be the implications of such changes for the EU?

This chapter will explore the concept of global governance and show
how China and the EU engage with each other in the domain of
international economic, financial, and trading regulation. It will explain
why it is that the global economic system is so important to this bilateral
relationship and will address why and how international interactions are
becoming increasingly problematic, in terms of differences in priorities,
objectives, and attitudes between these two actors. It will also show how
these differences may affect the changes now taking place in the interna-
tional economic regulatory environment.

The EU’s multilateral governance engagement with China is currently
evolving in a number of important ways. New international institutions are
emerging which may, over time, lead to systemic change at the multilateral
level with the potential for considerable divergence in the values and
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operating principles upon which these new arrangements are based.! For
example, China’s role as a re-emerging power is driving a debate on how
to reconcile different interests and priorities in the evolution of global gov-
ernance with the longstanding US-led consensus on how the system should
operate, who should be its leading decision-makers, and how to resolve
what “[mJany Chinese” see as “fundamental defects in the international
system.”? Concurrently, the EU’s philosophy is to continue to prioritise
what has been termed “effective multilateralism,” offering a very distinc-
tive view of drivers of the system as a whole, not all of which are shared by
the USA, let alone the People’s Republic of China.? This vision of effec-
tiveness collides with China’s long-held views on the need for multiple
poles of power within the global system to operate in tandem with a rather
looser framework of multilateral decision-making and a lighter-touch atti-
tude towards rule setting. Such differences in the underlying principles of
international engagement exacerbate tension in the bilateral relationship
between the EU and China in a number of policy domains.

Despite some progress being made towards enhanced cooperation
between China and the EU in the global sphere, especially in banking
regulation, deep discords persist. It is within this complex set of interde-
pendencies and distinctive positions that the EU’s bilateral relationship
with China must be located and explored.

THE CONTEMPORARY EVOLUTION OF GLOBAL
(GOVERNANCE

Global governance does not mean government in terms of a single
authoritative entity. Instead, it refers to an evolving system of agreed rules
and a network of intergovernmental and international institutions that
together shape policy across a wide range of issue areas within a framework
of state and non-state actor relationships, often characterised as a complex
collection of differentially constituted regimes.*

The EU and China are visible in all of the major institutions of global
governance and have tried to build a constructive working relationship
within them. For example, both have recognised the importance of
agreeing on global solutions to solve particularly intransigent global
problems, and they value the role of the United Nations as the final arbiter
of conflict resolution. However, in terms of specific procedures and
priorities, they disagree on a number of issues, such as the pace and extent
of institutional change, the role of the G20 group of nations as a future
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decision-making body, and the extent of authority that institutions should
have to regulate decisions behind national borders.®

There has been rapid expansion in recent years of the number of
agencies and organisations tasked with economic management at the
global level. These regulatory structures have been criticised, most
pointedly by a research panel of the United Nations Economic and Social
Council, as exhibiting “a deficit in coherence and consistency within the
existing international monetary, financial and trading systems.”® Chinese
endeavours in recent years have been, and are likely to continue to be,
focused on regulating future institutional expansion in ways that change
existing decision-making norms so that they better match China’s own
national interests rather than only those of the USA and EU.

There is now greater fluidity in the determination of priorities and pref-
erences at the global level than in previous decades, creating what has been
termed a “global multi-level governance paradigm.”” These developments
have included new regional cooperative models—for example, closer links
between the Association of South-East Asian Nations (ASEAN) and North
East Asia through ASEAN+3 and the entering into force of the ASEAN
Economic Community (AEC) on 31 December 2015—as well as new
agreements on investment and monetary cooperation between states that
operate outside the control of existing institutional structures. In this era
of change, evidence strongly suggests that China is seeking to secure its
own “geopolitical strategic rights” as an actor of global significance, for
example, in Central Asia security cooperation through the Shanghai
Cooperation Organisation (SCO), in Asia-Pacific trade negotiations such
as the Regional Comprehensive Economic Partnership (RCEP), and in
the AIIB.® Concurrently, the USA and EU are focused on defending their
own distinctive and long-established positions as both economic powers
and the structural designers of the post-war institutional framework.

The EU’s response to these evolving conditions has been variable
depending on the regime concerned, on the one hand forceful and deter-
mined in defending its interests in global institutions such as the WTO and
the World Intellectual Property Organisation (WIPO), whilst on the other
standing accused of being inhibited and inchoate in its dealings with
regional bodies such as the ASEAN Regional Forum (ARF) and the Asia—
Europe Meeting (ASEM).® The EU tries to use its engagement at the
multilateral level as an extension of its emphasis on projecting its own val-
ues in seeking to bring about behavioural change in states that it regards as
not operating in accordance with European ideals. Its strategy is therefore
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focused on ensuring continuing influence over the direction of change in
economic governance structures, whilst simultaneously re-establishing sta-
bility within its own regional fiscal and banking regulatory arrangements.
This has meant maintaining an emphasis on sustainable growth policies
within the Union, promoting EU-level external competences in the eco-
nomic field in relation to its Member States and reinforcing the
decision-making authority of the EU’s central institutions.!?

China’s goals at the global level reflect the agenda of a re-emerging rather
than an established power. The country’s political elite need to balance the
demands of domestic economic development and Communist Party legiti-
macy with a desire to reform the authority, accountability, and structure of
international institutions. The country’s engagement model is predomi-
nantly interests-driven rather than one based on projecting its domestic
values internationally, although the Chinese leadership is increasingly taking
the view that many of the country’s interests could be more effectively
served by a global system whose operating principles reflected China’s own
behavioural norms more than is currently the case. As China grows in
confidence and its capacity to shape policy grows across different regions
and within international institutions, the country looks set to project its own
operating standards into rules-setting processes.!!

The EU and China thus have different views on how to shape the char-
acter of the global economic governance system, and both need to mitigate
the risk of possible negative outcomes from the future evolution of the
system. The characteristics and implications of each side’s engagement
model will be examined in the remainder of this chapter.

THE EU anD GLOBAL EcoNoMIC GOVERNANCE:
CHARACTERISTICS, CHALLENGES, AND OBJECTIVES

The EU’s Promotion of Effective Multilatevalism

The EU has been at the forefront of promoting multilateralism as the key
underlying principle for constructing the basis of global governance by
institutionalising international cooperation. What marks out the Union’s
approach to multilateralism as distinctive, as compared to the USA and in
particular to China, is the strongly held belief—even if not explicitly articu-
lated in its founding treaties—that multilateralism is required in and of itself
for the successtul evolution of governance, as a basis for defining binding
international rules, as a framework for decision-making in specific issue
areas, and as a platform of legitimacy for enforcing decisions once made.!?
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After all, the EU is itself a collective actor by design whose commitment
to pooled sovereignty, majority voting, and legal enforcement of decisions
across a wide range of collective competences establishes its credibility as a
sponsor of multilateral principles. It is therefore no surprise that the EU
has been an active voice at the United Nations for many decades and that,
since 2011, its status as an enhanced observer has enabled the Union to
speak at both the General Assembly and Security Council to further what
the EU regards as its distinctive philosophical contribution.!?

First mentioned in a European Security Strategy document in 2003,
the underlying rationale for “effective multilateralism” can best be captured
from Article 21 of the Treaty on European Union (TEU), which states
that one of the key guiding principles of the EU’s foreign policy shall be to
“promote multilateral solutions to common problems” and to pursue
policies that support “an international system based on stronger multilateral
cooperation and good global governance.”!® This bedrock of EU engage-
ment is wholly in keeping with the Union’s self-identity as a normative
power within the international system, projecting its fundamental values at
all levels and seeking convergence between these values and the operating
behaviour of multilateral institutions of which it is a member.'¢

This is also the motive for advocating respect for the principles of
international law that underlies the EU’s agenda, where rules-based
behavioural boundaries are agreed and determined, both to tackle global
problems and also to act as a constraint on unilateral state action. In
essence, what the EU seeks to do in its support for effective multilateralism
is to embed its own particularity of a sovereignty-limiting system into the
realm of global order.!” In so doing, the EU secks an expansion of multi-
lateral solutions to tackle global issues as the best option for peace and
stability, within a framework that promotes the rule of law and respects
human rights as defined in the European concept of civilisation.!8

European Policy Challenges

The EU’s sometimes evangelical advocacy of these principles has, how-
ever, encountered challenges from two different quarters. One is internal
and linked to structural problems within the EU’s own decision-making.
The other is external, wherein Europe now faces competing centres of
power within the institutional system, such as China, whose political lead-
ership is also seeking to influence the development of systemic norms but
which may not share the EU’s blueprint.'®
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The special nature of the EU’s structure means that it can be difficult
to operate as a single actor with the same efficiency and effectiveness as a
unitary state. The Union’s project to institutionalise sovereignty pooling
among its Member States regularly encounters obstacles—in particular in
the field of foreign policy, which emerged from the Lisbon Treaty negotia-
tions as a special competence, with shared roles and equal visibility for the
EU’s newly created foreign service (the EEAS) and Member State minis-
tries. At key moments, national-level interests can diverge from Union
priorities in ways that hinder effective EU-level action and coherence. For
example, on the issue of solar panels and anti-dumping disputes with
China, Member State intervention (in this case led by Germany) effectively
curtailed EU trade defence action sanctioned by WTO, despite specific
Treaty provisions on Community competences which confirm that the EU
speaks for all with a single voice in matters of trade policy. The story is
similar in respect of trade disputes over Chinese subsidies. The Union’s
ability to construct a unified position concerning China is often inhibited
by internal differences of interest and policy even within global forums
covering areas which might properly be considered fully devolved
Community competences, as will be discussed further in Chap. 4.2°

Externally, the EU faces equally significant difficulties. For example,
effective multilateralism directly challenges long-held views across East
and Southeast Asia of the importance of sovereignty as the basis for dia-
logue between states. Such a tenet is encapsulated in the founding princi-
ples of ASEAN’s Charter, for instance, which states in Article 2 that its
members shall “act in accordance with ... respect for the independence,
sovereignty, territorial integrity and national identity of all ASEAN Member
States” whilst also demanding “abstention from participation in any policy
or activity ... which threatens the sovereignty territorial integrity or politi-
cal and economic stability of ASEAN Member States.”?! The contrast with
the spirit of the Treaty on European Union (TEU) is striking.

Most particularly, the EU’s multilateralist vision collides with the
emerging image that China presents to the world as a major power with its
own normative agenda. The Chinese take a very different view from that
of the EU: the country’s embrace of multilateral principles is more limited
and interest-led than philosophically underpinned. Defence of state sover-
eignty continues to be the driving principle of China’s participation in the
international system and, whilst it would be wrong to ignore China’s
recent rhetorical support for multilateralism, the strategic objective of this
discourse is to provide international stability for China’s own re-emergence
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whilst restraining American unilateralist actions that could harm China’s
regional and global interests.??

China is seeking what might be best termed as practical engagement for
particular purposes at the global level, or “functional multilateralism.”??
Examples of this approach can be seen in a number of China’s strategies:
in the G20 in respect of re-establishing global financial stability to protect
balanced growth and sustain employment, or at the United Nations
Security Council as a constraining voice in debates over the legitimacy of
international intervention through upholding its own “Five principles of
Peacetul Coexistence.”**

Intra-EU difficulties in developing a coherent response to these trends
have often been intensified by competing internal priorities. Key Member
States such as Germany, for example, have seized the opportunity to use
meetings such as the G20 to further their own economic interests through
cooperation with China. For example, China and Germany successfully
led opposition to plans put forward at the Seoul G20 meeting in November
2009 to impose numerical limits on current account surpluses, whilst they
have both also consistently presented a united front against the use of
quantitative easing (QE) by central banks, unified in their criticism of both
the US Federal Reserve and the European Central Bank (ECB).? The two
economies formalised bilateral support for their cooperation through the
creation of the China-Germany High-Level Financial Dialogue, which
held its first meeting in March 2015.%¢

Contrasting Objectives over the Shape of Power Politics

Coupled with disjointed European behaviour, there is growing evidence
to suggest an increasing self-confidence within China’s political elite in the
country’s ability to project its own norms at the global level as a basis for
building alliances across Central Asia, Africa, and Latin America, promot-
ing ideas such as the role of the state in national economic structure, the
primacy of society over the individual in defining human rights as material
principles rather than political pluralism, and the need to shift the global
order away from US-led hegemony towards regime-neutral international
institutions.?” All of this is a direct challenge to the EU’s blueprint for
international society.?®

Exacerbating these differences are those that exist between the EU and
China over the role that multipolarity should play in contemporary inter-
national relations.?” There is clear evidence to suggest that a world in
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which power can be more effectively balanced between different poles
within the international system continues to be an objective for which the
Chinese are striving and one to which they believe the EU should make a
more important contribution, independently of the USA. China’s objec-
tive is to balance the hegemonic power of the USA, whilst the European
objective is to co-opt the hegemon into embracing the EU’s engagement
principles.3

Whilst recognising the drift towards a multipolar world order in recent
years, the EU maintains that such moves should be firmly resisted because
they are dangerous.?! In the first place, they imply a return to international
relations that encapsulates what leading EU figures see as a nineteenth-
century view of power dynamics, with all the instability and risk of conflict
that such an approach precipitated in the first half of the twentieth century.
In the second place, an emphasis on multipolarity risks a return to the
bipolar relations that undermined stability and threatened peace for
decades during the Cold War after 1945. European political architects put
forward the strongly held view that it matters far less how many poles of
power exist but instead under what rules they operate.

Whilst the Chinese have repeatedly rejected any description of the
evolving international order as a prototype for a G2 relationship between
China and the USA, the EU has also rejected any moves towards a G3. It
is difficult to see how these competing visions can be reconciled and
friction becomes ever more likely as each side promotes its own set of
principles for a global system of governance.*

CHINA AND GLOBAL EcoNoMIC (GOVERNANCE: SECURING
INTERESTS AS A RE-EMERGING POWER

Simultaneously Revisionist and Status Quo?

China has been re-emerging into the international state system over the
last 35 years. Traditionally, an emerging power’s attitude towards the
current system and its willingness to operate within its constraints were
bifurcated into two very different categories. On the one hand, there was
the attitude of a revisionist power, implying that the state in question
would likely seek reform, or even the overthrow, of the current system. On
the other hand, a status quo power was typically characterised by broad
acceptance of present conditions and a willingness to work within existing
institutions and to abide by current behavioural norms. This raises the
question: What kind of power is China?
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China’s engagement strategy has typically been assessed by analysing
the number of different global organisations that it has joined and
considering its attitude within such organisations. Under this fairly
straightforward categorisation, China has been shown to have been
broadly constructive and positive in its engagement in a number of major
international organisations, such as the WTO, WIPO, and the World
Health Organisation (WHO), to name three where Chinese nationals
have held leadership positions and where the People’s Republic has
consistently taken an active part in policymaking.®® China is a member of
over 130 different international bodies, contributes towards numerous
peacekeeping operations, and supports EU and US forces in anti-piracy
deployment in defence of freedom of navigation in the Indian Ocean.?*

However, recent research is challenging the simplicity of this analytical
framework. China is now perhaps better understood as an exemplar of a
new kind of engagement that can be both revisionist and status quo simul-
taneously, seeking to shape both the norms and structures in some issue
areas whilst content to participate more passively in others. Such an
approach is compounded by changing behavioural patterns over time. An
emerging state may build capabilities to project principles based on its
own viewpoint in such a way that they can influence the evolution of
thinking in particular policy areas, for instance by acquiring the opera-
tional experience necessary to become more confident in asserting its own
perspective whilst simultaneously becoming more capable of negotiating
desired outcomes. In this way, working within existing institutional frame-
works can become an acceptable method of both maintaining stability at
the global level whilst also influencing the development of behavioural
standards and future structures.®

China’s priorities in economic decision-making are heavily influenced
by its domestic political realities. The legitimacy of the Communist Party
is intrinsically linked to the domestic grand bargain made with the Chinese
people since the start of China’s reform and opening, wherein financial
prosperity, economic development, industrial modernisation, and societal
rejuvenation were to be delivered in return for an acceptance of the CCP’s
political supremacy and an absence of meaningful pluralism outside Party
control. Nothing published in the proceedings from the Third Plenum in
December 2013 seems to change this approach at the strategic level.3¢

This has been consistently part of a Chinese approach to achieving what
it has termed the socialist market economy system. Nevertheless, fault lines
persist across China’s economy that may well constrain its capabilities at
many levels: export dependence in sectors often dominated by foreign firms,
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an over-reliance on public sector investment rather than consumer spending
to support growth, a relatively weak financial market, and limited levels of
internationally competitive scientific innovation are just some examples of
these weaknesses that the Party’s reform agenda will have to tackle.?”

China’s principal economic concern at the global level is, therefore,
maintaining stability, whether in the form of monetary systems, trading
mechanisms, financial markets or banking networks. These priorities also
shape the patterns of Chinese engagement, helping to explain the coun-
try’s visible presence in international organisations and the way that such
a presence is exercised. China has called for a greater voice in the strategic
direction of financial regulation and has shown its preparedness to exercise
leverage as a trading power in negotiations at the WT'O. Such activism
inevitably brings with it an increased risk of collision with established
actors such as the EU and the USA.*8

Chinese Attitudes to the Future of Global Economic Governance

A more plurilateral network of economic partnership agreements appears
to be emerging in the second decade of the twenty-first century that may
have important implications for the evolution of the institutional architec-
ture of the international economic system. For example, success in finalis-
ing negotiations for new forms of regional trade agreements, such as the
US-led Transpacific Partnership (TPP) and the US-EU TTIP could under-
mine the existing global system overseen by the WT'O. Whilst there remain
formidable issues to overcome before these new agreements materialise,
such an outcome could impact the power positions of major trading nations
such as China, as they will face the need to navigate new relationships,
understand new rules, and build new alliances. China’s need for stability at
the international level as a re-emerging power still focused on domestic
economic development may make it rather more status quo-oriented than
either the EU or the USA. This new generation of trade agreements could
require far greater levels of conformity to largely Western-led legal and
regulatory norms than China may be prepared to accommodate.?
Moreover, the definition of what constitutes the norm for future trade
agreements may be fundamentally shifting towards regional agreements
such as these that penetrate deeper into behind-the-border harmonisation.
Such developments profoundly worry China.* Concerns about initiatives
that may weaken control of international trade policy in existing institutions
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and so diminish Chinese power in a future fragmented regulatory land-
scape have been debated within Chinese policy forums. For example, in
September 2013, a meeting was convened of Chinese experts from the
Institute of European Studies (IES) of the Chinese Academy of Social
Sciences (CASS) in Beijing to analyse economic issues in EU-China rela-
tions, during which there was frank discussion of the serious implications
for China of both of these potential new trade accords. In a related move,
Chinese trade diplomats at a meeting in Geneva in December 2013 indi-
cated their willingness to become involved in future deals as a hedge
against potential failure of WTO talks at the multilateral level.*!

China also perceives that it has had insufficient recognition as a re-
emerging power within global institutions of economic governance and
has continually indicated concerns over the structure of international
economic institutions and their internal management that appear to per-
petuate a Western-led power relationship at its expense.*? At the structural
level, there is Chinese concern, shared by many developing nations, that
authority to make decisions and control outcomes in international eco-
nomic institutions is too heavily weighted in favour of established Western
powers and that greater account needs to be taken of alternative view-
points in policy formulation. The creation of the China-led AIIB shows
the Chinese leadership’s manifest dissatisfaction with the continued
dominance of economic governance by the USA and EU to the detriment
of China’s interests.*?

China has also repeatedly stated that the G20 should become less of a
crisis management forum and more of a platform for comprehensive interna-
tional cooperation with greater legitimacy as a result of developing and
emerging country representation. In contrast, the EU and the USA have
been largely silent on these wider concerns and together promote a list of
objectives for the forum that reflect a narrower view of the G20’s purpose.**

In terms of policy specifics, China has been troubled at the support by
the US Federal Reserve and ECB for quantitative easing as a way to pri-
marily benefit some national economies rather than the global economic
system. Given that these initiatives are seen by Chinese decision-makers as
remedies for a financial crisis that grew more from Western regulatory
failure than from any inherent weakness in China’s own economic model,
there is disquiet in elite circles about the applicability and imposition of
Western-sponsored solutions at the global level. A greater balance of power
at the global level is a key Chinese objective.*
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CURRENT Poricy ENGAGEMENT BY THE EU AND CHINA
IN EcoNoMIC GOVERNANCE

The Chinese and Europeans seek to interact within global bodies in a
constructive spirit of engagement. However, the differences in outlook
already highlighted affect dialogue between the two sides and can result in
sharply diverging visions of how international economic and financial
institutions should evolve. As China grows in confidence and refines its
ability to both marshal its own power internationally and assemble alliances
of states to support its position, such tensions are likely to increase.
Three areas of high political salience to both Europe and China will
now be examined in more depth as examples of these tensions: the
international financial system, banking regulation, and the trade system.

The International Financial System

As states seek to design a system that can reduce the risk of shocks to the
global economic system such as those caused by the post-2008 financial
crisis and recession, one of the main themes for reform has been the need
for greater institutional coordination between the international and
domestic level, recognising that modern financial systems cross borders
and present a major challenge to national fiscal, monetary, and social poli-
cies. Solutions have been proposed in two areas: first, coordination within
international regulatory bodies, such as the IMF and World Bank, in order
to build more coherent responses to international financial activity; second,
a strengthening of behind-the-border controls in domestic banking
regulation, including capital adequacy requirements, risk management,
and reporting systems.

The EU and China have been at the forefront of these negotiations,
as the impact of the crisis on both economies has uncovered inherent
weaknesses in their financial markets and broader economic governance.
For the EU, this has meant a markedly more active role within the
Eurozone for central EU institutions, in terms of monitoring, reviewing,
and rule setting, including in fiscal areas hitherto seen as the exclusive
preserve of Member States. At the global level, the European Commission
and ECB have established close working links with the IMF to create a
new kind of regulatory coordination on issues such as risk management
strategies for public debt and bailout conditions at the Member State,
EU, and global levels.*¢
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For China, long-delayed progress over two key elements in the
international monetary framework—voting rights within the IMF
membership and executive board composition changes—has reinforced its
concern about the reluctance of established powers to support change in
the systemic decision-making architecture. These two issues were origi-
nally separate objectives, although in the past they have been interlinked
by both China and the USA in both symbolic and political terms. Progress
has finally been made on implementing voting reforms originally agreed in
2010, as long-awaited approval for these new arrangements was finally
passed by the US Senate in December 2015.47 A rather more interesting
issue is whether these reforms will assuage Chinese concerns over continu-
ing imbalances in power dynamics in the institutional architecture of the
current system.*

China’s relationship with the World Bank has also been subject to ten-
sion, more particularly because the country has now become a leading
creditor, in particular towards developing Asian states and across sub-
Saharan Africa. Chinese engagement in this region has both political and
economic objectives, reflecting the desire of a re-emerging power to forge
alliances through building a network of supportive states, to expand export
markets for domestic businesses in manufacturing sectors, and to develop
reliable energy sources to safeguard China’s own development. In achiev-
ing this latter objective, China has been described as “mercantilist,” adopt-
ing a model that prioritises resource extraction to the point of a “tunnel
vision of Chinese commercial interests without combining them with the
political, economic and social interests of the local people,” with Chinese
enterprises being supported by Ministry of Commerce (MOFCOM)
strategies that direct financial support to those countries that can best
sustain China’s national priority of economic growth.*” Such lending is
frequently directed to resource-rich countries whose political systems are
regarded internationally as authoritarian and corrupt, such as Sudan and
Zimbabwe, both of which have been recipients of loans offered at
preferential rates for development projects.>®

Recent analysis has estimated that up to US$ 67 billion of loans have
been granted by the Chinese since 2002 across the African region, using
the resources of the well-funded Export-Import Bank of China (China
Eximbank)—more than by the World Bank itself. In a 2007 Memorandum
of Understanding between China Eximbank and the World Bank, China’s
new role as a meaningful world donor was firmly entrenched, by setting
out procedural rules and establishing general principles for “appropriate



54 J. FARNELL AND P.I. CROOKES

levels of concessionality in the loan packages that are to be co-financed by
China and the Bank,” the promotion of sustainable development, and the
definition of effective result measurements.®! Whilst such wording implies
at least partial acceptance by China of World Bank norms, there is a view
that these moves also presage attempts by the Chinese to create momentum
for a realignment of thinking in donor operations as part of a process of
change to achieve a more Chinese approach.>?

This trend has also been in evidence through China’s strategic leader-
ship of the recently launched AIIB, seen by many as a plan to institution-
alise Chinese preferences for greater flexibility in conditionality for
infrastructure lending across developing Asia. Thirteen EU Member States,
including Germany and the UK, committed to become founder members
of this new institution even as the USA vehemently counselled against such
moves, although the European Commission has remained largely silent as
officials considered whether and how best to design EU engagement with
the new organisation.®® The fact that Chinese preferences can influence
European political actors to oppose US preferences is an illustration of how
power has already shifted in international lending markets.>

International Banking Regulation

The stability of the international banking system is supported at the global
level by the Bank of International Settlement (BIS) which acts as the main
body through which central banks agree best practice and foster international
collaboration in resolving problems and agreeing appropriate solutions in
banking regulation. Headquartered in Basel, Switzerland, it is the oldest
international financial organisation in the world, having been established in
May 1930 to promote central bank cooperation and take over the manage-
ment of German reparation payments that were a product of the Treaty of
Versailles (hence the name). In more recent times, its mission has been to
promote effective regulatory supervision through its member central banks
that participate in the Basel Committee on Banking Supervision, most nota-
bly in the Basel Capital Accord of 1988 and its successor agreements of 2004
(Basel II) and 2010 (Basel III). These accords have promulgated far greater
scrutiny of bank liabilities, lending criteria, and risk assessment as the corner-
stone of regulation in the post-crisis era (BIS Overview, 2013).

China’s reaction to these initiatives has mirrored Europe’s, in that it has
been largely positive as it grapples with applying capital adequacy limits to
and improving loan management within its domestic banks. Although
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there were initial concerns over Chinese compliance, changes in control
policies implemented by China’s Banking Regulatory Commission
(CBRC) have assuaged many doubts about China’s determination to
achieve full compliance. Concurrent with these developments, the
Financial Stability Board (FSB), born out of the G20 negotiations in April
2009, introduces the prospect of further behind-the-border regulatory
requirements concurrent with China’s efforts to take over into its banking
system the original prescriptions of Basel initiatives. In a review report
published in September 2013, the BIS rated the Chinese domestic banking
system as compliant in 12 of the 14 sector-specific regulations, with none
of the deficiencies regarded as material.*®

The BIS report does seem to show that China is adapting its banking
regulation to international best practice. Indeed, the country may even be
exceeding Basel III requirements in capital adequacy monitoring of its
major commercial banks, whilst also prioritising improved risk assessment
and loan management processes.>®

The main challenge for China may be less in implementing the rules of
these new accords but in changing the nature of the state’s banking rela-
tionship with large SOEs that have benefited from prioritised lending
based on high domestic savings ratios to the exclusion of smaller busi-
nesses and individual entrepreneurs. Such state-sponsored lending is
alleged by EU regulators to be at the origin of significant sector-specific
subsidies to industries such as solar panel manufacturing, wind turbine
making, and paper milling.%” It remains far from clear whether changes in
China’s regulatory structure will promote concomitant adjustments in the
financial sector’s behaviour towards different types of corporate and retail
clients which is judged by China’s partners to be anti-competitive.*®

The International Trading System

As will be further analysed in Chap. 4, trade is an area of profound impor-
tance to China and the EU, and domestic dynamics play a significant part
in the engagement strategies of each. China has enjoyed significant benefits
from its membership of the WTO through coordinated tariff reductions,
institutionalised national treatment, and most-favoured-nation (MFN)
trading status, all of which have enabled it to benefit from operating within
a rules-based trading system. Realignments in the international division of
labour have helped to fuel China’s position as workshop of the world, with
export-led growth in manufacturing and technology sectors, coupled with
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significant state-led investment programmes, becoming the engine of
China’s economic transformation.

European enterprises have also gained as the distribution of production
processes and advanced logistics and supply chain management processes
now mean that they have been able to take advantage of human resource
cost reductions to relocate manpower-intensive operations overseas, and
in particular to China. Whilst high-value design skills have traditionally
remained within developed economies, assembly processing and
distribution management have been fragmented such that geography no
longer acts as a barrier. Further complexities in terms of gains and costs to
local enterprises have been taking place at the sub-national level too. Firms
in different parts of the EU have gained much over the last 15 years by this
manifestation of globalisation, and it is this interdependence between the
two since China’s WTO accession in 2001 that has most characterised the
political dynamics of relations between the EU, which is largely knowledge-
based, and China, which is mainly manpower-based, as each has engaged
in the global trade regime in different ways.®

Notwithstanding this strong case for positive interaction between the
EU and China, trade tensions have built up over their markedly different
perceptions of problems in the operation of the global regime and of pro-
posed solutions to them. The main conundrum that permeates the politics
of trade is a difference of perspective between developed and developing
countries over whether the policy framework for the global regime—effec-
tively its Grand Strategy—should prioritise free trade or fair trade. The US
and EU strongly favour the former, whilst China, Brazil, India, and most
other leading developing countries emphasise the latter. Impasses over the
Doha Development Round, launched in 2001 and officially concluded only
in 2015, centred on such disagreements.®! These negotiations were seen by
many in the developing world as a means by which fairness could be better
embedded into future trade regulation in such controversial topics as sub-
sidies and protectionism in agriculture. They were seen by most developed
economies as a way to provide stronger rules-based market access alongside
greater openness in trade facilitation.®? Disagreements over objectives may
help to explain how little progress was made in achieving the original goals,
which in turn prompted some major developed economies into taking a
greater interest in regional agreements such as the TPP and TTIDP.%

Changes in the distribution of power within the global trading system
have also been reflected in debates over the future of the global trade
regime. China now operates as a powerful actor within the WTO and can
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shape the evolution of future agreements or else block the development of
initiatives at ministerial conferences on agricultural reforms, the expansion
of services trade, the protection of intellectual property rights, and the
reduction of non-tariff barriers. China maintains that its contribution to
trade reform over the years should be fully recognised and that the signifi-
cant concessions agreed by China prior to joining the WTO should be
properly acknowledged by trading partners such the EU and the USA.

Such recognition has not been forthcoming. The EU sees China as
essentially a free-rider on the benefits of liberalised trade that has not fully
met the market access commitments and trading reciprocity to which it
originally signed up on its accession to the WTO in 2001, and which are
commensurate with those already enjoyed by Chinese firms across Europe.
These calls have been especially vocal in sectors in which the EU maintains
a distinct competitive advantage and in which China maintains either a
dominant role for SOEs or an interest in promoting a distinctive national
development strategy, such as in services, especially financial services, and
telecommunications.

In response, and focusing on the principles of fairness and consistency,
China sees the EU’s regular use of WTO-regulated trade defence instru-
ments (TDIs), especially anti-dumping levies, as a means of unfairly pro-
tecting the less efficient domestic industries of EU Member States,
exacerbated by the continual refusal of the EU to grant China the status
of'a market economy in its use of trade defence measures against Chinese
exporters as an exemplar of the EU’s recalcitrant mercantilism dressed in
the clothes of technical impartiality.®® Moreover, the EU is seen as having
been unwilling to recognise the nature and significance of the reforms that
China maintains it has undertaken since the opening of its economy.®”

Other WTO-related disputes such as these persist in many policy areas
between China and the major developed economies. For example, in the
context of government procurement, China has for more than a decade
refused to accede to the WTO’s Government Procurement Agreement
(GPA) that sets norms for transparency and even-handedness. International
efforts by the USA and EU to promote freer trade in technology products
by expanding the scope of the WTO’s International Technology
Agreement (ITA) to promote tariff reductions on high technology imports
effectively looked set to collapse in November 2013 in the face of Chinese
demands to include over 140 product exemptions, but China eventually
agreed a compromise that enabled a revised ITA to be adopted in 2015.58
A US-led initiative aimed to tighten the Trade-Related Aspects of
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Intellectual Property Rights (TRIPS) Agreement by seeking to harmonise
intellectual property enforcement policy and sanctions, known as the Anti-
Counterfeiting Trade Agreement (ACTA), became a further source of
friction with China during 2013, after the Chinese expressed disquiet over
trends towards harmonising intellectual property enforcement laws that
fail to take account of different conditions and practices in developing
countries.”” These disputes illustrate fundamental differences of interpre-
tation of what constitutes fairness in global trade regulation.

China sees the rationale for TRIPS protection for trade in knowledge-
rich products as being less about protecting rights holders and more about
balancing enforcement requirements, so as to reduce distortions whilst
promoting future economic development of society through technology
transfer and a reduction in trade impediments.”® In its response to the
ACTA, the Chinese therefore favoured conducting negotiations through
the Council of the WTO, where they believed a broader range of interests
could be included in the debates. The European Commission on the other
hand, supported by major European technology firms, actively promoted
the benefits of revising the TRIPS through the ACTA. In the end, EU
accession to the proposed treaty was rejected by the European Parliament
in July 2012, mainly due to Parliamentary concerns expressed over the
protection of civil liberties of European citizens under the plans. The
future for the ACTA across Europe looks now to depend upon the
successtul conclusion of the TTIP.”!

The uncertainty of direction for the international trading system, given
the underlying tension between developed and developing economies, is
heightening the challenges facing both Europe and China in their
relationship with each other and with the system as a whole.

IMpLICATIONS AND CONCLUSIONS

Two distinct and interlinked problem areas emerge from this review of the
engagement of the EU and China in global economic governance, and
both will affect their future bilateral economic relationship.

Problem area number one is the future evolution of norms in interna-
tional rule setting.

The EU sees a more assertive China, with growing power to shape the
evolution of guiding principles and the development of new approaches to
global problem-solving, as potentially presenting a challenge to European
views about how the international system should operate. China’s growing
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confidence and its readiness to abandon its previously low profile,
particularly in economic policy, coupled with the EU’s weakness in tackling
its own internal economic difficulties, offers a more uncertain future with
which the EU now has to deal. China, however, sees this problem from a
different angle, based on its concern over having its legitimate re-emer-
gence as a major power constrained by others. It has reservations about
the structure, reach, and priorities of the international regulatory frame-
work taking shape in response to the recent global economic crisis, view-
ing with anxiety the determination of the USA and EU to promote
growth-inducing solutions to the problems of economic stagnation with-
out regard to their impact on developing economies such as China’s.
China may have to navigate a delicate course between safeguarding its
state-led model of capitalism and mitigating the risk of reduced influence,
or even isolation, in the event of structural changes in economic decision-
making at the global level, particularly in respect of trade. That the Chinese
leadership is aware of such trends is clear: that they have formulated a
coherent response is less so.

Problem area number two concerns the power of the EU and China
within this evolving global regulatory system. The EU, together with its
Member States in some parts of the institutional system, is seeking to pre-
serve long-held positions at the international level at the same time as
competing with its Member States for Union competence and authority in
a number of policy areas. China, by contrast, is seeking to assert its right
to a greater leadership role in those institutions that affect its policy priori-
ties, maintaining that a shift in future economic power towards East Asia,
with China at the centre of that re-emerging region, will need to be
reflected across the whole framework of global economic governance.

The degree to which these conflicting concerns can be accommodated
will influence the strategic direction of both European and Chinese policies
at the international level and affect their bilateral relations. This chapter has
shown that there is genuine uncertainty over the future course of key parts
of the global governance system, especially in relation to trade but also to
international lending and financial regulation, and has uncovered the ten-
sions that persist between the EU and China as both economies seek to
shape this course to better accommodate their interests.

It is to the specifics of EU-China bilateral economic relations (in trade,
investment, research and innovation, monetary policy, and ensuring
sustainability) that this work now turns for a closer examination of the
prospects for their collaboration.
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Opportunities and Risks in the
EU-China Relationship



CHAPTER 4

Trade

Key questions:
o Why does EU-China trade matter to both sides?

o What ave the remaining barriers to EU-China trade, and how durable
are they?

o Is technological development changing Eurvopean perceptions of the need to
ensure “fuir trade” with China?

o Is EU-China trade tension increasing or decreasing?

Trade still dominates the EU-China relationship, even if other
economic issues, such as investment, or political ones, such as human
rights, occasionally compete for attention.

In one sense, EU-China trade can be seen as a success story, a striking
example of the impact of globalisation which has generated a massive
two-way flow of consumer and producer goods and closer integration of
businesses across continents, growing steadily and occasionally very rapidly
until the economic recession in Europe led to a levelling-off of two-way
trade from 2011. There are, however, stresses and strains in EU-China
trade relations. Each side regularly complains about unfair treatment from
the other. On the EU side, there is continuing suspicion that China acts as
a free-rider in the international trade system, benefitting from openness in
international markets but limiting access to its own. EU exports to China
are restricted in many areas where Europe considers itself competitive.
There are growing doubts about whether China’s system of state aid to its
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leading industrial champions and exporters is compatible with fair trade,
particularly in new technologies. From the Chinese point of view, the EU
appears less open to international competition than it claims and it contin-
ues to treat China differently from other trade partners.

This chapter will first summarise why EU—-China trade is so important
to each side and then analyse the problem areas, identifying the causes of
friction and assessing their relative importance and the likelihood of their
being removed. In most cases, the room for manoeuvre of each side to
meet the concerns of the other will appear to be small. Combined with
the prospect of relatively low levels of economic growth in both Europe
and China compared with the past, this inability to adapt trade policy
substantially may increase the risk of a deterioration rather than improve-
ment of EU-China trade relations in the medium term.

Way EU-CHINA TRADE MATTERS

For the EU

Since the beginning of the twenty-first century, China has become an
important component of the EU economy and a factor in its state of
health. The EU’s single most important supplier of imported goods for
many years, it has now become its second and fastest growing export mar-
ket. In 2015, China accounted for a fifth of all EU imports (20.3 %) and
nearly one-third of its imports of manufactures (29.8 %). It consumed
nearly a tenth of all EU exports (9.5 %).!

The overall importance of China as a supplier to the EU is shrinking, as it
becomes less competitive as a cheap source of manufactured goods in com-
parison to other emerging Asian economies. But a major share of Chinese
exports consists of inputs to the manufacturing and service industries of
the EU. Many European companies have entered into partnership with
Chinese counterparts to reduce their own production costs and increase
their competitiveness, in particular by subcontracting the production of
parts or components to Chinese partners. As a result, the composition of
EU imports from China has changed. Whereas in 2004, the lion’s share
went to textiles and clothing and manufactured consumer goods, with a
lesser share for components and semi-finished goods, ten years later, more
than half the total was accounted for by machinery, information technology
and telecommunications equipment, and electrical and electronic consumer
goods; textiles and clothing was reduced to just over 10 %. Approximately
two-thirds of the EU’s imports from China today are producer goods.
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In parallel, China’s importance as an export market for the EU is
increasing. The Chinese market continues to grow faster than most others
as its middle class increases in size. The prospect of further market growth
in the world’s second largest economy in purchasing parity terms partly
compensates for the impact of remaining barriers to EU exports in some
areas of the market. The EU’s own economic performance since 2008,
reflected in barely perceptible economic growth within the Eurozone, has
made China’s market even more attractive.

EU exports to China have grown strikingly since the beginning of
this century, quadrupling between 2000 and 2012. In 2000, China was
barely in the EU’s top 20 export markets; by 2010, it had become the
second. The EU’s exports to China are dominated by machinery and
transport equipment, including cars and parts (52 % of the total in 2015);
China accounts for an eighth of world demand for EU exports in these
categories. The rapid growth in EU exports to China in the first decade
of this century, however, has tailed off in the second. Annual increases
have been in single rather than double figures since 2012, and there have
been falls in EU exports of some luxury goods (such as high-performance
cars, expensive wines and spirits, watches, and fashion goods) as a result
of government’s anti-corruption campaign. Uncertainty in China about
economic growth in the developed world, together with an unstable prop-
erty market and tighter credit conditions at home, has reduced investment
and demand for capital goods. European direct investment in China to
meet growing consumer demand is replacing some trade in sectors such as
motor vehicles, aircraft, chemicals, and fashion goods.

Nevertheless, trade with China remains critical for EU business. Despite
the slowdown in China’s rate of economic growth, from 10 % in 2010
to 6.9 % in 2015, current forecasts from the IMF suggest that China’s
growth rate will be between 5 and 6.3 % at the end of the decade.? China
remains a key market for most European exporters and represents a signifi-
cant percentage of their overall profits. Removing the significant barriers
to entry to that market is a high priority.

For China

The financial returns from China’s exports to largely open world markets
have funded China’s investment in industrial production and infra-
structure at home. Trade with the EU still generates a significant share
of China’s new wealth. The EU market was until 2012 the single most
important source of Chinese export earnings, although lack of economic
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growth since the 2008 economic crisis has reduced its importance as an
export market, falling from 20 % of China’s exports in 2010 to less than
14 % in 2014.° While the Chinese leadership has announced a transition
to an alternative economic model for China, in which domestic demand
will replace exports as the motor of growth, exports to the EU market,
together with that of the USA, will influence Chinese economic growth
for years to come. This explains why the Chinese leadership has insisted
throughout the economic crisis on the need to resist protectionism.

China’s imports from the EU also contribute directly to its further eco-
nomic development. Critical capital goods such as transport equipment,
information technology, advanced machinery, or measuring instruments,
which constitute the greater part of EU exports today, serve to improve the
efficiency of the Chinese economy and contribute to its competitiveness.
EU-China negotiations for a bilateral investment agreement could, if suc-
cessful, mean that EU direct investment in China replaces some of this
trade, and voluntary or forced technology transfer may also reduce China’s
need for imports of European technology. But the historical contribution
of exports of production technology from Europe has been significant.

Imports of high-quality European consumer goods also serve a more
political objective, that is, meeting the aspirations of China’s rising middle
class. Access to these products may be seen as a component in the CCP’s
grand bargain between people and the Party.

THE ProOBLEMS: EU PERCEPTIONS OF CHINESE TRADE
PoLicy

The surge in the growth of EU exports to China in the twenty-first cen-
tury and the highly visible efforts of political leaders of the largest EU
Member States to develop further trade links suggest that China is seen
more as a trade opportunity than a trade threat.* The fact that China still
enjoys a large trade surplus with the EU is now rarely mentioned in high-
level political discourse.®

A number of difficulties need to be resolved, however, if the EU is
to make the most of that opportunity, and if China—EU trade is to be
put on a more stable footing. The priority issue, one of long standing,
is the removal of barriers to EU access to the Chinese market. A second
and growing concern is that of allegedly unfair competition from Chinese
exporters in the EU and other international markets, as well as restrictions
on the export of scarce minerals from China.
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Trade Barviers

Four types of trade barrier are regularly invoked by EU business in relation
to China: technical barriers to trade (TBTs), restrictions on trade in services,
closed public procurement markets, and uncertain protection of IPR.6

(a) Technical bavriers to trade

TBTs are becoming more important in international trade as tariff pro-
tection declines. The average level of applied tarifts in the EU and US
markets is now 5.5 and 3.4 %, respectively, and 9.5 % in China.” TBTs
impose additional costs on doing business in new markets, through initial
testing, certification and adaptation of products, the procedural delays in
obtaining approval, and recurrent inspection and reporting obligations, as
well as the risk of loss of valuable assets in the form of intellectual property.
They take the form of technical regulations, i.e., legal requirements for
placing a product on a market, voluntary standards that influence con-
sumer behaviour (including government purchasing), and testing and cer-
tification requirements.

International rules under the WTO Technical Barriers to Trade
Agreement (to which China is a party) aim to prevent discrimination
against imported goods, but they are limited to ensuring transparency of
rulemaking and standard setting. They are not designed to produce con-
vergence in technical regulations or standards.

The EU is concerned about the content of Chinese rules and standards,
the costs they impose, and the potentially anti-competitive practices they
encourage. Chinese technical regulations and standards often, for example,
diverge from international standards, which means that products conform-
ing to the latter remain excluded from the Chinese market. Foreign-owned
Chinese companies are not allowed to participate fully in the Chinese stan-
dardisation system, unlike foreign-owned companies in Europe. Foreign
companies complain about the lack of transparency in China’s preparation
of technical regulations, where consultation of industry is often perfunctory
and rules can be changed at short notice. Compliance with Chinese tech-
nical regulations and standards usually has to be verified by official bodies
in China, rather than through less burdensome procedures widely applied
elsewhere, such as using the manufacturer’s test results or those of indepen-
dent testing and certification bodies in a foreign country. The foreign man-
ufacturer may also be required to disclose commercially sensitive data under
an official approval procedure that could be disclosed to competitors.®
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These practices in China have been particularly obstructive for
information technology products, medicines, foodstufts, and cosmetics.
But they are not unusual in international trade, even if in a market the size
of China’s they have a serious impact. The EU regularly (and fruitlessly)
complains to the USA about its deviation from international standards
and imposition of local testing for motor vehicles and electrical products.
China is slowly coming into line with international practice as it attempts
to streamline its own bureaucracy in order to encourage domestic-led
economic growth, by simplifying its mandatory certification system and
accepting manufacturers’ or foreign test body data in some cases. Parts
of the Chinese government recognise that China as the world’s biggest
exporting country has an interest in reducing the diversity of rules and
standards across international markets, and China is becoming more
involved in international standardisation activity for new technologies,
such as electric vehicles.

While TBTs in China certainly impose extra costs on exporting compa-
nies, and in some cases carry a risk of loss of IPR or trade secrets, there is
gradual movement towards a more open approach. China does not stand
out as particularly defensive in this area, and most EU companies remain
undeterred by the risks. TBTs remain an irritant, but they are hardly a
fundamental obstacle to market access.

(b) Restrictions on trade in services

Service industries are the backbone of a modern economy. In devel-
oped economies such as the USA and EU, they account for nearly four-
fifths of total output and nearly the same share of employment. As China
becomes a fully developed economy it will over time follow the same path,
moving away from its relatively high dependence on manufacturing (still
accounting for 43 % of Chinese output in 2014, now less than the share
of services at 48 %) and agriculture, which still accounts for 9 % of GDP.

The lack of competitive service industries carries economic and social
risks for China. Its labour cost competitiveness is decreasing, and at the
same time, expectations about the quality of life in China are increasing. As
the World Bank’s 2012 Report on China in 2030 indicated, the develop-
ment of services would provide the new jobs needed in China to replace lost
jobs in manufacturing, increase economic efficiency (through more effec-
tive financial services, distribution, and transport, for example), and help to
achieve social goals, such as the provision of a cost-effective health service
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for all, including the rural population, or better education and professional
training.® China is already capable of becoming internationally competitive
in some niche service markets, such as I'T-assisted services in Asia, or inter-
national hotel groups, but many of its service sectors are underdeveloped
and tightly regulated, especially those that would have the greatest lever-
age on the performance of the Chinese economy. Foreign competition is
subject to restrictive licensing in sectors such as education and health, and
practically excluded in others, such as most financial services.

International rules about trade in services, in particular the WTO
General Agreement on Trade in Services (GATS), are relatively weak and
allow for very different levels of performance and opt-outs. Even within
a relatively integrated economy such as the EU, there remain multiple
restrictions on trade in services. Attempts by the EU and the USA to
strengthen WTO rules on trade in services during the Doha Round nego-
tiations have been frustrated by strong opposition from the developing
countries, in which many service sectors are state-controlled or regarded
as infant industries requiring protection. While the USA continues to
advocate multilateral liberalisation of trade in services between a coalition
of the willing in the Trade in Services Agreement (TISA) negotiations in
the WTO (in which the EU supports China’s participation but the USA
opposes it), both the EU and USA are now primarily looking to regional
FTAs (such as the TPP and TTIP) as a means of achieving this goal.

This conflict of interest between the EU, the world’s largest exporter
of services, and China, the world’s largest developing economy, is exacer-
bated by China’s low propensity to import services. EU exports of services
represent three-quarters of the value of its goods exports to the USA and
nearly half that of its goods exports to Brazil, an emerging economy; when it
comes to China, however, the share of services falls to only 30 % of the value
of goods exports, well below the average for all the EU’s trade partners,
including developing countries (35 %). It is hardly surprising that the EU has
repeatedly highlighted this issue as a priority in order to achieve fairer trade.

China has recognised that developing its services industries must be part
of its economic reform programme, but it still has to decide on how to
do it. The fundamental choice is between continuing to protect domestic
suppliers, including dominant SOEs in sectors such as energy, transport,
financial services, health, and education, or opening up the market to for-
eign competition. The Third Plenum reform programme suggests some
readiness to open the Chinese market gradually in such areas as financial
services, education, culture, and health services.! Some liberalisation has
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already been proposed in the health sector. But greater openness carries
two major risks: It would undermine the political control of the state
and Party in highly sensitive areas—especially financial services, health,
and education—and it would reduce the market share and profitability of
state-owned companies which are significant sources of revenue through
taxation. There has been no evidence over the three years since the Third
Plenum of a wish to implement radical change. And there are no specific
EU-China negotiations underway on services.

Services liberalisation seems likely, therefore, to remain a major source
of tension in the EU-China trade relationship. It exemplifies a collision
not only between different stages of economic development in Europe
and China but also different political cultures, in terms of commitment
to open markets or state control. Given the depth of these differences,
China is unlikely to address this issue in a manner that will make a substan-
tial difference to its trade with the EU. As a result, the EU is seeking to
strengthen its trade in services with more willing partners, with the USA
through the TTIP, with other Asian countries through FTA’s, and within
the multilateral TISA group.

(¢) Closed public procurement markets

Public procurement, the purchasing of goods and services by gov-
ernments or SOEs, represents a significant share of the market in most
economies (for example, about 16 % of total output in the EU) and a
much larger share in China. Under the WT'O Government Procurement
Agreement (GPA), open to all WTO members but subscribed to by only
15, including the EU, the contracting parties open some of their pro-
curement to international competition. The trade impact of the GPA is,
however, marginal. Although 18 % of government procurement within
the EU is subject to GPA rules, only 3 % of the value of those contracts is
awarded to non-EU bidders.!! China undertook to become a party to the
GPA under the terms of its WT'O accession but only opened negotiations
in 2007. Three attempts to negotiate terms of accession to the GPA for
China have not yielded results. China appears to be giving a low priority
to opening its procurement market.

A key issue in the negotiations has been whether China is prepared to
extend the coverage of the GPA to SOEs as well as government ministries
and agencies. SOEs dominate key sectors of the Chinese economy, such
as energy, transport, financial services, and health. In many respects, they
conduct business on the basis of commercial criteria, but it is the Party
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that decides on their economic strategy. The exclusion of procurement by
these economic giants from the scope of GPA disciplines would signifi-
cantly reduce the attraction of Chinese participation in the Agreement for
other parties—hence the current stand-off.

Participation by China in the GPA will, if it ever materialises, affect
only a very small fraction of Chinese public spending, but China’s accep-
tance of even limited international competition would be significant for its
trade partners. In many of the areas of the Chinese economy where public
spending is highest (transport and communication infrastructure, envi-
ronmental improvement, power generation and distribution, oil and gas
extraction, health services), European suppliers have proved that they can
be internationally competitive. European companies already act as sub-
contractors to Chinese companies bidding for public procurement con-
tracts in China, but they are frustrated at being unable to compete directly.

International competition in public procurement is not only helpful in
promoting international trade, it also contributes to economic efficiency
in the purchasing country. Opening up government procurement in China
to international competition would help to provide greater diversity of
service provision and lower costs. It would save public money in a country
with many competing claims on the public purse.!> The Third Plenum
conclusions on the need for greater use of the market in the next stage of
China’s economic development contained a passing reference to greater
openness of procurement,'® but this falls far short of indicating that China
will sign up to the WT'O GPA anytime soon. On the contrary, a recurrent
theme of the Plenum conclusions is the continuing leadership role for the
state and a protective attitude towards SOEs. The non-public sector is
given an ancillary role in China’s economic reform strategy. Many believe
that vested interests in powerful SOEs, including the personal financial
interests of senior Party members holding important management posts
in them, influenced the strong support for state ownership in the Plenum.

Government procurement is a part of the Chinese market where
China’s willingness to open up to international competition can be easily
measured. There has been no progress towards this goal since 2001 and
little evidence that the Third Plenum will change China’s conservative
position. International pressure on the Chinese government to do more,
in an area where it is directly responsible for both policy and economic
outcomes, will remain high. If China were, against expectations, to open
up government procurement to international competition after more than
a decade of delay that would indeed be an indication that the new leader-
ship is prepared to confront vested interests as part of its reform agenda.



78 J. FARNELL AND P.I. CROOKES

(d) Uncertain protection of IPR

Intellectual property in the form of patents, trademarks, copyright,
and other know-how is a key asset of international companies, reflecting
their ability to innovate and gain an advantage over competitors. As devel-
oped economies become more knowledge-based, the protection of IPR
has become more important for continued growth. Exporting companies
assess markets in terms not only of potential returns from sales but also of
risk to their intellectual property.

China’s reputation for protection of IPR is poor, although it is prob-
ably fairer to say that its performance is variable. The most frequent com-
plaints from European business concern the required disclosure and risks
of “leakage” of exporting companies’ intellectual property during official
certification procedures, weak enforcement of Chinese regulations pro-
tecting intellectual property in the market place, such as failure to prevent
the marketing of counterfeit products or take action against a breach of
patents and trademarks, and uncertainty as to whether intellectual and
industrial property rights can be successfully defended in Chinese courts.!*

China’s performance in this area, however, is defensible if one consid-
ers the context in which it is taking place. The concept of IPR protection
is relatively new in China, which only joined the WIPO in 1980. China
moved fairly rapidly from non-recognition of the concept of IPR under
Mao to the adoption in the 1990s of state-of-the-art regulation to protect
it, developed in cooperation with EU and US experts. In such a large and
highly entrepreneurial economy, with a longstanding tradition of copying,
overcoming scepticism about the benefit to society from protecting pri-
vate IPR will take time. The development of a legally enforceable system
for IPR protection in Europe and the USA has taken two centuries so far
and is still not entirely complete.

The main problem for right holders in China is not the absence of
rules but unreliable enforcement of them. The manpower available and
the skills and experience of Chinese officials vary, both between different
types of intellectual property (trademark and patent protection can rely
on substantial manpower, copyright protection much less) and between
regions (large coastal cities have more experienced lawyers and judges than
inland regions). Decentralised administration in China has made uniform
enforcement of IPR protection difficult to achieve; provincial authorities
may prefer to defend employment in local companies that disregard the
niceties of IPR protection rather than legal principles upheld by the cen-
tral government.
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The EU has campaigned for years for more effective protection of IPR
in China, but on this issue, as on others, the driver of policy change is
domestic political pressure. Fortunately, domestic pressure is increasing.
Chinese companies are acting to protect their own IPR in the Chinese
courts. The issue is no longer seen as one of protecting local interests
against foreign ones. Although there is still a risk of arbitrary and dis-
criminatory court decisions concerning the protection of intellectual (and
other) property in China, particularly as Chinese courts are subject to
political control, experts suggest that IPR protection is becoming more
reliable, at least in the most developed coastal provinces of China, pro-
vided that companies take elementary precautions (such as registering
their rights in China).'®

Most EU companies trading or investing in China (and there are now
over 10,000 of them registered with the Chambers of Commerce of
the EU Member States) seem ready to accept the risk of unreliable IPR
protection, after taking precautions before entering the market. Some
choose to disregard regulatory protection of their IPR and rely instead
on private protection of trade secrets, in particular through recruit-
ment and personnel policies designed to encourage company loyalty.
Cooperation at administrative level between the European Commission
and the Chinese authorities to accelerate notification of breaches of IPR
affecting small companies operating in China has also helped. So while
IPR protection is still a potential risk for EU companies trading with or
operating in China, and especially for smaller firms that are more vulner-
able to the loss of their IPR, government policy no longer seems to be
the root cause of the problem.

In this assessment of trade barriers in China two problem areas stand
out: services and public procurement. Liberalising both would improve
the efficiency of the Chinese economy. The Chinese leadership’s eco-
nomic reform programme appears to offer hints of progress, but there
is no guarantee that change will come quickly, if at all, in either of these
areas.

The other problems seem to be less acute. TBTs in the Chinese market
are worrying for some exporters, but they are not much more restric-
tive than elsewhere, even if China’s size makes any problem important.
With respect to IPR protection, the situation may occasionally be worse
in China than in other markets, but most commentators accept that it is
improving and that powerful domestic drivers of change, such as Chinese
companies seeking to protect their own increasingly valuable intellectual
property, will ultimately benefit non-Chinese operators.
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Unfair Competition

The second EU concern about China’s trade policy is the threat of unfair
competition. The main focus is on Chinese trade practices and policy
affecting the EU market, such as dumping or subsidies, but other distor-
tions of competition, such as export credit support to Chinese exporters
and restrictions on exports of raw materials from China, are also relevant.

(a) Dumping and subsidies

WTO rules allow member countries to defend themselves against unfair
trade practices, by imposing additional duties at import to compensate
for the ‘injury’ to domestic competitors from either dumping (exporters
selling below the cost of production) or subsidies (public aid to export-
ers that reduces their costs of production). Two WTO agreements, the
Anti-Dumping Agreement (ADA) and the Agreement on Subsidies and
Countervailing Measures (ASCM), lay down rules for the assessment of
dumping or subsidy and of injury, as well as the fixing of additional duty;
they also provide an appeals procedure against trade defence measures.

China has for many years been the single biggest target of EU trade
defence measures. Anti-dumping investigations involving Chinese com-
panies account for nearly half of EU investigations initiated in the past
five years; two-thirds of the EU’s anti-dumping measures currently in
force concern China.'® As China accounts for 18 % of all EU product
imports and 29 % of its manufactured imports, the incidence of dumping
by Chinese companies appears to be much higher than China’s share of
EU trade. But, as with IPR protection, mitigating circumstances need to
be taken into account:

e Emerging and fast-changing industrial economies, such as China,
are likely to show a higher propensity to practise dumping than
more stable developed economies. Their markets are less structured,
competition is fierce, there may be a high turnover of companies,
and those that are less able to compete may take pricing risks in
order to survive. Japan and Korea also displayed a disproportionate
propensity to practise dumping at an earlier phase in their indus-
trial development but reverted over time to the average or a
lower-than-average rate.
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e The proportion of exports from China to which EU trade defence mea-
sures apply has so far remained very small—less than 2 % until 2012,
although this percentage rose to 7 % if the settlement of the solar panels
anti-dumping case of 2013, under which Chinese firms accepted a mini-
mum price agreement in order to avoid anti-dumping duties, is included.

This being said, anti-dumping and anti-subsidy action against China has
become a more pressing concern for the EU since 2013. The development
by China of industrial technologies such as wind turbines, solar panels,
or telecommunications equipment which can compete with the original
producers of those technologies in the developed world, combined with a
growing awareness that China’s competitiveness has been brought about
at least in part by a complex system of state subsidies, has led to a more
politically charged debate in the EU about trade defence. Over-capacity in
steel production following the slowdown in the Chinese economy during
2015 and the sharp increase in low-cost exports of steel from China that
has followed have added to the attention given to dumping and subsidies
cases concerning China.

Concerns about the distorting effects of subsidies go deeper, and could
be more intractable, than concerns about dumping. Dumping is usually
a transitional, atypical practice, resorted to by some exporters as a means
of survival in a highly competitive market. State subsidies, however, rep-
resent a more structural and longer-term policy instrument, one that can
distort the international performance of an entire industry. The Chinese
companies that were alleged in 2013 to have benefitted from subsidies in
the telecommunications sector, for example, Huawei and ZTE, are among
the biggest and most sophisticated Chinese exporters, which have already
captured a significant share of the global market in their sector.

China’s political and economic structure gives it exceptional power to
subsidise business. The Chinese state (and, behind the state, the Party)
exercises direct control of most economic resources, independently of
markets and the law and with limited transparency. This provides ample
opportunity for direct and indirect subsidy of factors of production
through a system that is complex and opaque.”

e Land in China belongs to the state and is allocated temporarily
(usually through a lease) by local and provincial authorities. Land
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may be allocated to business purposes without reference to a market
price, although a notional price will be paid and additional costs
(including bribes to the officials concerned) will add to that cost.
The cost of land is determined politically, not by the market; if, for
example, a local authority sees job creation as a priority, this will tend
to reduce the price of land for a factory.

e The Chinese labour market is largely unregulated, which tends to
keep labour costs lower than they would be otherwise, but direct
subsidisation of labour costs is rare.

e The state-controlled banking system in China means that lending
to business, especially the larger SOEs, is not based on market-
determined interest rates. State-owned banks are subject to political
direction in relation to credit policy, giving favourable (or unfa-
vourable) treatment to designated economic sectors or individual
businesses. Bad debts are usually rolled over rather than called in,
although this policy was abruptly changed for some debtors dur-
ing 2015. Smaller privately managed companies in China complain
about the difficulty of obtaining credit on reasonable terms from
state-owned banks and instead have recourse to shadow banking.!®

e Compliance with regulations (on health and safety, environmental
standards, or competition) also increases the cost of doing business.
There is some evidence that major SOEs are less subject to inspec-
tion and enforcement of regulation than smaller companies, and
that foreign-owned companies may be more harshly treated than
Chinese-owned ones."

It is impossible to obtain official information on Chinese state aid pol-
icy and practice or to calculate with any precision the levels of subsidy
granted to individual firms. The EU Commission has failed in attempts
to include state aid on the agenda of the official dialogue between EU
and Chinese competition authorities. It has also raised the matter with
European businesses, but has not received any complaint from a European
company on which it could base an anti-subsidy investigation because of
fear of retaliation by the Chinese authorities against the company making a
complaint. European businesses that are active in China prefer to live with
the distortions of competition they encounter from Chinese firms on the
EU market rather than challenge them openly and run the risk of exclu-
sion from the Chinese market or exposure to tax investigations or other
official checks for compliance with Chinese regulations.?
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Consequently, the Commission announced in early 2013 that it would
open an “own-initiative” investigation into subsidies received by Huawei
and ZTE in the absence of a complaint from an EU company. Although
the Commission agreed to suspend its anti-dumping investigation in
the telecommunications sector, as part of a broader agreement with the
Chinese authorities on anti-dumping cases in July 2013, this anti-subsidy
investigation remained open until immediately before the Commission’s
mandate expired in October 2014.

This high-profile subsidies investigation, strongly advocated by the then
Trade Commissioner, Karel De Gucht, signalled a new determination to
get tough with China. Since China’s accession to the WT'O, the EU had
taken other isolated anti-subsidy measures against Chinese firms benefit-
ting from subsidies, but the possibility that the Commission might con-
clude that the Chinese telecommunications sector, accounting for 14 % of
China’s total exports to the EU, benefitted from subsidies damaging to
EU interests would have increased EU-China trade friction dramatically.
Anti-subsidy measures are a direct challenge to the exporting country’s
industrial policy, a quite different matter from anti-dumping duties that
address anti-competitive practices by rogue exporters.

The Commission’s robust approach was not universally welcome and
divided opinion among the EU Member States.

Trade defence is more subject to political considerations than other
aspects of trade policy. Whereas a finding that dumping has occurred or a
subsidy has been given is based on technical evidence, the assessment of
injury and the need for countervailing duties tends to be more subjective,
and is influenced, for example, by different national attitudes to govern-
ment intervention or the benefits of a free market, different weightings of
the consumer or producer interest, and different assessments of the costs
and benefits of economic restructuring brought about by international
competition. A number of northern EU Member States (the UK, Sweden,
the Netherland, Denmark, and often Germany) are generally reluctant
to support trade defence measures; other Member States, usually from
Southern Europe, are more inclined to see such measures as an essential
tool in EU trade policy.

The EU’s growing economic interests in China add another dimension
to this discussion. Member States have different views on how best to pro-
mote economic relations with China, and some of them question the wis-
dom of a confrontational approach in trade defence. Those most successful
in exporting to China, such as Germany, which accounts for half of the
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EU’s exports of goods to China, prefer to maintain harmonious economic
relations, even if that means turning an occasional blind eye to Chinese
shortcomings in relation to competition. Others maintain that ignoring
harmful foreign subsidies is incompatible with the EU’s commitment to
open markets and fair trade, and that taking a firm position towards China
now will avoid more damage to EU industrial interests in the longer term.
Most Member States sit on the fence and take a case-by-case approach.

The Chinese government has been adept at using its growing economic
leverage on individual EU Member States, offering more trade with China
or more Chinese investment in their country to persuade them not to
support a Commission hard line on trade defence. A senior EU politician
expressed himself bluntly:

The Chinese subsidise like hell, but they also cleverly invest in the Member
States, spreading their money around and weakening the resolve of the
Member States concerned to take action.?!

The opportunity for a long-awaited (some would say overdue) debate
on the EU’s attitude to Chinese subsidies was, however, removed by the
outgoing Commission’s decision in October 2014 to drop the ongoing
anti-subsidy investigation, in order to provide its successor with a clean
slate in regard to trade relations with China. Many on the EU side con-
sider that the underlying problem remains: the EU’s approach to state aid
and that of its second trade partner are probably incompatible, and the
EU should confront the issue sooner rather than later. Meanwhile those
Member States that are significant exporters to China, or hope for more
Chinese investment in their countries, question the advisability of basing a
major trade dispute with China on the basis of incomplete or contestable
evidence, with little chance of a conclusive finding.

(b) Chinese export subsidies

Most developed countries offer financial support to their exporters, pro-
viding export credit insurance to compensate exporters for non-payment
by purchasers or providing loans to the purchasers of the exported goods.
This support is a potential source of unfair competition (as subsidies may
lower the cost to businesses of such support). An international agree-
ment within the OECD, the Arrangement on Guidelines for Officially
Supported Export Credits (1978) (hereafter The Arrangement), provides
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that assistance must be based on an agreed minimum rate of interest. The
ASCM includes this rate in its definition of export subsidies that are not
automatically prohibited; in other words, compliance with the Arrangement
provides a “safe haven” against WTO anti-subsidy proceedings.

China offers significant loans to Chinese exporters and their customers;
its export finance funding in 2014 was estimated by the US Export-
Import Bank to be US$ 58 billion, more than that of the USA and the EU
Member States combined, a substantial proportion of these loans being
offered at subsidised rates.?? Since 2012, the EU has been a party to dis-
cussions within an international working group (IWG) of major providers
of export finance, convened to extend the OECD arrangement to a wider
group, including China and other emerging economies. Progress has been
slow: negotiations have concerned only two economic sectors, and it will
take years before a general restriction on subsidised rates of interest similar
to that of the Arrangement can be agreed.

The EU appears unwilling to press China to align with international
practice for the world’s developed economies. One option would be
action under the ASCM; the US administration is already under pressure
to take such action. The EU debate may heat up if the IWG negotiations
fail but instead they are regularly prolonged. As usual, obtaining evidence
to support a WT'O complaint will be a major challenge, given that data on
Chinese official credit guarantees are scarce and affected EU companies
are reluctant to provide hard information for fear of retaliation.

(c) Chinese export vestrictions

Restrictions placed on exports from China of raw materials in 2009
and, more significantly, of rare earths in 2011 have been the subject of
successful EU-led WTO dispute settlement procedures. The rare earths
case is the most important example.

China is rich in a number of rare earths that are used in the production
of electronic components; these are also found in other areas of the world,
including Europe, but the cost of mining and refining is high compared
to China. Mining production in the USA closed down in the first decade
of the century because of competition from China, and China had become
the source of nearly all the world’s supply of these materials by 2010.
In 2011, the Chinese government imposed export duties, export quotas,
minimum prices, and trading restrictions on rare earths, allegedly to con-
serve an exhaustible natural resource and to protect human or plant life
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and health put at risk by mining. Some believe that a more likely reason
for the measure was to put economic pressure on Japan, a major user of
raw earths, to be more compliant in relation to its territorial dispute with
China over the Senkaku/Diaoyu Islands in the East China Sea.

The quantity of rare earths available for export was reduced by a third,
prices rose quickly, and producers of the downstream products in Europe,
Japan, and the USA complained about the impact on their production.
The Chinese restrictions were seen not only as destabilising for markets
but also as a potential security threat, as some of the products incorporat-
ing rare earths were considered strategic. The absence of restrictions of
supply to Chinese users of rare earths suggested that the measure was
discriminatory and designed more to encourage greater use of rare earths
by Chinese manufacturers than to conserve the resource.

The EU, supported by the USA, Japan, and Canada, brought a WTO
infringement case against China in 2012. In March 2014, a WTO Panel
found the Chinese measures to be incompatible with China’s obligation to
eliminate export restrictions and, in the absence of restrictions on domes-
tic producers, rejected the argument that China was seeking to conserve
a resource. China appealed against some aspects of the findings, but the
appellate body overwhelmingly supported the WTO Panel.>

TaE ProOBLEMS: CHINESE PERCEPTIONS OF THE EU’s
TRADE PoLicy

China’s complaints about the EU’s trade policy are less wide-ranging than
those of the EU about China’s policy. Since joining the WTO in 2001,
China has enjoyed relatively open access to the EU market and a fourfold
growth in its exports, but that access has not been problem-free. China
has identified specific trade barriers to some of its exports and complained
of treatment that it considers discriminatory and inappropriate for such an
important trade partner of the EU. It is also concerned that future trade
agreements being negotiated by the EU may be designed to exclude China
and have the effect of undermining China’s position on the EU market.

Trade Bavriers

Chinese exporters benefit from the relatively low tariffs that apply in
the EU market (except for agricultural products and food, which is not
an area in which China has a major export interest) and face only a few
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technical trade barriers. For example, Chinese herbal medicines may not
be marketed in the EU (a problem shared with other WTO members such
as India, and one that may evolve in the light of the debate within the EU
on regulation of alternative medicines). Chinese motor vehicles have also
not yet obtained type approval within the EU, apparently for safety rea-
sons. These trade obstacles are not significant in economic terms.

China has made formal complaints against the EU under the WTO’s
dispute settlement procedure, mostly concerning EU practice in the applica-
tion of trade defence measures, such as anti-dumping duties, which China
considers as incompatible with the relevant WTO rules. Apart from the
major issue of “market economy status,” however, to be discussed below,
the complaints made by China have been found to be unjustified by WTO
Panels or have been rectified by the EU. The only current Chinese com-
plaint outside the trade defence area concerns the alleged imposition of
local content requirements by some EU Member States on government
purchasing of alternative energy products, such as solar panels, apparently
to exclude imports of such products from China. Chinese companies have
no legal right to compete for EU public procurement, as China is not yet a
party to the WT'O GPA. EU Member States are, however, free to open their
government contracts to competition from Chinese bidders if they wish, and
there are a number of cases where they have done so, most notably in UK
(for telecommunications and power supply), Poland (for the construction of
a motorway), and Malta (for the supply of buses to the capital city, Valetta).

In short, restrictions on China’s trade with the EU appear to be an
irritant rather than a major issue.

Discriminatory Treatment

China nevertheless considers that it remains subject to arbitrary and discrim-
inatory treatment by the EU in trade. At nearly every high-level meeting,
the Chinese side asks for a reversal of EU policy on two issues, and it is pre-
occupied by an emerging third issue, the future of EU-US trade relations.

(a) The EU arms embargo

The EU still maintains an embargo on exports of arms to China that it
putinto place in 1989, shortly after the violent repression of the democracy
movement in Tiananmen Square and other areas of Beijing. China objects
to the embargo as a matter of principle, considering that it reflects mistrust
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of the Chinese government and that is incompatible with the EU’s
commitment to a strategic partnership with China. The EU reviewed the
need for the embargo between 2003 and 2005 (a more detailed account
of this process, and the USA’s involvement in it, is given in Chap. 9) and
decided to keep the embargo in place. Since then the issue has not been
reopened and the consensus is that it will not be for the foreseeable future;
the reinforced role of the European Parliament in giving assent to changes
in EU trade policy since the entry into force of the Lisbon Treaty in 2010
makes it highly unlikely that this position will change.

(b) Denial of “market economy status” (MES)

A second allegation of discrimination is the EU’s unwillingness to
recognise that China has “market economy status” when investigating
alleged dumping by Chinese companies. The WTO ADA rules allow
parties to disregard price data from firms under investigation if they are
established in countries which do not enjoy MES because of the absence,
for example, of a market price system, audited accounts, or bankruptcy
procedures. Instead, price data from producers of similar products in
countries enjoying MES may be used to calculate the extent of dump-
ing. Such an indirect method of calculation clearly raises doubts as to the
validity of the price data and the reliability of any finding based on it.

The EU’s arguments for not granting China MES, shared by the USA,
Japan, and other WI'O members, have centred on the fact that many
Chinese companies, particularly SOEs, are not exposed to normal market
discipline, although privately owned Chinese companies face competi-
tion that is second to none. The EU has up to now maintained that its
assessment of China’s position regarding MES is neutral and objective,
based on technical criteria agreed in WTO. The Chinese government, on
the other hand, considers that its status as a major actor in international
trade and the second trading partner of the EU should also be taken into
account. It argues that, following the terms of its accession to the WTO,
it will have an automatic right to MES from December 2016, and that the
refusal of the EU to recognise that status before the deadline is arbitrary
and unhelpful.

Until very recently, EU officials affirmed that there could be no auto-
matic change in China’s status in 2016.%* Any change would require new
EU legislation, proposed by the Commission and carried by a qualified
majority in the Council with the approval of the European Parliament. At
the end of 2015, however, some Member States, including Germany and
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the UK, were alleged to be arguing for the recognition of MES for China
and pressing for a proposal in this sense from the Commission. Other
Member States expressed concern at any change of the EU position, as did
the USA. The European Parliament adopted a resolution strongly oppos-
ing MES for China. The political sensitivity of the issue was underlined by
a number of threatened steel plant closures or redundancies in the EU,
including in the UK allegedly as a result of dumping of Chinese steel
because of overcapacity in China. At the time of writing, the Commission
has postponed its proposal on MES until July 2016.

The economic impact on China of the final EU position on MES may be
small, as Chinese exports affected by EU anti-dumping measures account
for a very small share of the total, but the political sensitivity for the
Chinese side of this question, as well as that of the arms embargo, is great.
As already mentioned in Chap. 3, the MES issue raises the wider issue of
which states make and interpret the rules of international economic organ-
isations. In China’s view, both issues will have to be addressed before the
EU can expect any significant move by China to improve trade relations,
even though senior EU officials tend to play down Chinese complaints and
suggest that they are pro forma rather than real.’® Any change in the EU
position, however, is likely to be arrived at only after an extended debate,
which will underline varying degrees of scepticism among the Member
States and among the EU institutions about China’s commitment to mar-
ket forces in its economic management. Other prominent WIT'O members
will no doubt also wish to influence the course of the EU debate.

(¢) Free Trade Agreements

The possible repercussions on China’s trade with the EU of a future
TTIP, combined with EU reluctance to open negotiations for an FTA
with China, are considered by China as potential discriminatory treatment.
China feels threatened by the creation of a transatlantic single market and
rebuffed by the EU’s rejection so far of'its overtures for an EU-China FTA.

The first of these concerns, on TTIP, is somewhat a hypothetical prob-
lem, given the many question marks over the capacity of the EU and USA
to reach any such agreement in the short to medium term, but Chinese
representatives already express concern that the TTIP will over time erode
China’s access to the EU and US market on a most-favoured nation basis.?®

The EU’s wish to put off FTA negotiations with China may, indeed,
indicate that the EU treats China differently. Over the past five years, the
EU has launched negotiations for an FTA with most of its main trade
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partners. Agreements have been concluded with Mexico, the Andean
Pact, Central American countries, and Korea, negotiations with Singapore
and Canada have been completed, and others have been opened with sev-
eral Asian countries (India, Japan, Indonesia, and Vietnam) as well as with
the USA for the TTIP. The ambition of these agreements varies, but each
negotiation has the objective of going well beyond WIT'O commitments.
China is so far being left out in the cold.

The EU’s reaction to Chinese requests for an EU-China FTA, given
most recently at the June 2015 EU-China Summit, has been one of polite
caution, not excluding the possibility of negotiations but setting a condi-
tion that will not be easy to fulfil, namely, that EU-China negotiations for
a bilateral investment agreement should be concluded first.?”” This would,
according to the EU, provide evidence of both sides’ willingness to make
substantial concessions to the other before they embark on more ambitious
and comprehensive negotiations. Behind this precondition, however, lies
profound EU scepticism about the willingness of China to deliver what
would be required for an FTA, in terms of significantly wider access to the
Chinese market in key areas such as services, government procurement, or
TBTs. Equally important is the nagging doubt that an FTA with China
would be a dead letter without assurances of China’s commitment to the
rule of law and greater transparency of its state aid system. The EU side
sees the need for more extensive reform in China before the basic condi-
tions needed for free and fair trade are met.

China’s concern at its exclusion from the EU’s emerging network of
FTAs is, therefore, like its other complaints about EU discrimination,
unlikely to be resolved soon.

CONCLUSION

This chapter’s analysis of EU-China trade tensions and the reasons for
them suggests that the situation seems unlikely to change significantly,
even if incremental improvement may be possible. The justification offered
for each side’s trade barriers is usually economic, but at heart it is funda-
mentally political.

On the Chinese side, it will remain politically difficult for China to
improve access for EU exporters in the provision of services or public
procurement, for example, on a scale that would make a difference to the
quality and depth of the EU-China economic relationship. Only tentative
steps towards the introduction of international competition, case by case
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and on an experimental basis, may be expected. Many in China, particularly
within the Party, would see more rapid or extensive reform as contradict-
ing the leadership’s commitment at the Third Plenum to the leading role
of the state and of SOEs.?® This being said, China’s defensive position
is not unique. International competition in government procurement is
the exception rather than the rule, and, as for services, China is only one
among many emerging and developing economies that are reluctant to
take on greater international obligations in an area so critical for future
growth and jobs in their economies.

The situation is more promising for TBTs and IPR protection, where
gradual improvement can be expected, largely as a consequence of China’s
own search for economic efficiency and the reduction of business costs.
But progress in these areas, while welcome, would not be a game-changer
for European business. It would certainly not be enough to change the
longstanding and large imbalance in the EU-China trade relationship.

Meanwhile, the EU has so far been unwilling to accede to Chinese
demands for a change of policy on MES, the arms embargo, or negotia-
tions for an FTA, despite China’s insistence that progress on these issues
is a precondition for more openness on its side towards EU market access.
On the first and third of these issues, greater openness on the EU side
would be interpreted by many, both within and outside the EU, as weak-
ening its fundamental commitment to fair as well as free trade. On the
second issue, change cannot be delivered for political reasons.

This apparent impasse in trade policy may become more difficult to
manage in the medium term. An EU decision to challenge China’s indus-
trial subsidy system or an agreement with the USA to establish a TTIP
could constitute aggravating factors. While neither seems likely in the
short term, neither can be excluded. An EU still struggling to emerge
from recession may be more ready to retaliate against unfair trade practice
than one enjoying steady economic growth. If the EU were to decide on
anti-subsidy measures against China, however, it is highly likely in the
short term that the Chinese government would not only challenge the
decision in WTO but also retaliate against EU economic sectors that ben-
efit from subsidies, such as wine and food. If the EU and USA were to
grant each other preferential access to each other’s markets or, at least,
launch a quasi-permanent process of negotiation of common rules for
trade between them in emerging technologies, China’s position in its two
biggest export markets would risk being undermined. While it would be
difficult for China to conclude rival preferential agreements with economic
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partners of anything like equivalent weight, its resentment of such treat-
ment at the hands of the EU and the USA would delay any liberalisation
of its own market to their advantage.

There is, consequently, little prospect of a lessening of EU-China trade
tensions in the coming years. At best they will remain much as they are, at
worst they could increase.
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CHAPTER 5

Investment

Key questions:
o What are the potentinl benefits and risks of closer investment ties between the EU
and China?

o Why ave divect investment flows between the EU and China so much lower than
those between the EU and the USA?

o Whyis China veluctant to open its market further to foveign divect investment (FDI)?

o Isthe EU ready to take a common view on inward FDI, especially when it comes
from China?

Investment flows are an important feature of the international economy.
They channel economic resources to areas of potential profitability for the
investor and can contribute to economic development in the host country
by transferring capital, technology, and skills. International direct invest-
ment flows today are huge (amounting to US$ 1.35 trillion of outward
investment in 2014, or about 7.5 % of the value of world exports in that
year), and they are a major driver of economic growth and development.!

The history of developed economies shows that international trade
has been accompanied by increasing levels of FDI.2 Emerging markets,
including China, have recently begun to follow the same tendency and
now account for nearly two-fifths of the world’s FDI.*> However, the
growth of FDI has led to more searching questions about the rules that
govern it at the international level and, in particular, the gap between
the generally liberal attitude towards inward FDI of developed economies
and the more restrictive approach of developing or emerging economies.*
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China presents this dichotomy in its most extreme form. It is the world’s
second largest single economy, with growing ambitions as an international
investor, but is the most restrictive economy towards inward FDI among
OECD and G20 member countries.

Two-way investment between the EU and China has grown rapidly in
the past two decades, and encouraging that process is a priority for the
EU-China Strategic Partnership.® Negotiations for an EU-China bilateral
investment treaty (BI'T) were opened in 2014. FDI is a politically sensitive
issue for both sides, however, and negotiations are proceeding slowly.

China’s attitude to inward investment is affected by its history: by
resentment of the domination of China’s first wave of industrialisation
by foreign investors in the first half of the twentieth century, on the one
hand, and by pride in the economic power acquired by its SOEs over the
past 40 years, on the other. For the EU, these negotiations with China are
the first major test of a newly acquired exclusive competence under the
Lisbon Treaty (2010) to conclude international investment agreements
on behalf of the Member States, which have distinct national investment
policies and different views about both the benefits and risks of FDI and
the particular challenge posed by investment from China. The cohesion
of the EU is being challenged by negotiations with such an economically
powerful partner.

The negotiations will also test the readiness of the EU and, especially,
China to offer significant concessions in a politically sensitive area. Failure
to conclude an EU-China investment treaty would have economic costs
in itself, but it would also have implications for the entire economic
relationship.

In examining the economic and political background to these nego-
tiations, this chapter will, first, outline the reasons why companies invest
overseas and the benefits and costs to host countries of such investment.
It will consider the positions of both the EU and China in respect of FDI,
with a detailed analysis of the constraints on inward FDI in China and the
EU’s progress towards a common policy on FDI. The concluding section
will weigh up the prospects for an investment agreement between the EU
and China. Despite the rhetoric of EU and Chinese leaders in favour of a
substantial investment agreement, it appears that, yet again, political con-
straints on both sides, but particularly on China’s, make it unlikely that
a major improvement on today’s imbalanced situation can be expected.
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TuaE EconoMmic S1GNIFICANCE OF FDI
FDI is defined by the OECD as:

...obtaining a lasting interest by a resident entity in one economy (“direct
investor”) in an entity resident in an economy other than that of the investor
(“direct investment enterprise”). The lasting interest implies the existence
of a long-term relationship between the direct investor and the enterprise
and a significant degree of influence on the management of the enterprise.
The direct or indirect ownership of 10% or more of an enterprise resident in
another economy is evidence of such a relationship.¢

The “significant degree of influence on the management of the enterprise”
implied by FDI distinguishes it from portfolio investment, which aims at
obtaining a return on assets rather than control over them.

Companies make direct investments in foreign markets for a variety of
motives. They may want to secure access to assets that are unavailable or
insufficient in their domestic economy, such as natural resources, includ-
ing raw materials for industrial processing, energy sources, or land for
food production. Such resource-driven investment was the main driver of
FDI by European countries in their colonies in earlier centuries and is the
dominant driver of China’s FDI today. Approximately 70 % of Chinese
outward FDI between 2000 and 2010 occurred outside Europe and the
USA and was predominantly focussed on the acquisition of resources in
Asia, Latin America, and Africa.”

FDI may also be market-driven. Foreign markets may offer higher prot-
itability than the investor’s home market, because of lower production
costs or less intense competition. Investment may improve access to mar-
kets by circumventing trade barriers, such as tariffs, quantitative restric-
tions, or technical barriers, reducing the transport and logistical costs of
bringing goods to a distant market, or bringing production closer to the
final consumer and allowing it to be more easily adapted to changing cus-
tomer requirements. EU car manufacturers have followed this approach in
China with some success.

Foreign acquisitions may be a means of acquiring new technology,
management know-how, or worker skills, or learning how to operate in a
different kind of market, where new forms of branding or marketing are
necessary.® Such technology- or knowledge-driven investment has been
one of the prime goals of Chinese companies’ acquisitions in both Europe
and the USA?
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Globalisation of the world economy, involving the development of
global supply chains and major changes in both the logistics of industrial
production and the international distribution of labour, has provided a
compelling incentive to diversify production. It has increased the pressure
on companies to compete in all major markets, and increasing their physical
presence is an effective way to do that. Larger companies increasingly
consider their access to markets, natural resources, local knowledge, and
technology at a regional or global level rather than a national one, and
FDI has grown rapidly as a consequence. The 28 countries that are now
EU Member States directly invested US$ 11 billion outside their own ter-
ritory in 1973; the average figure for the five years up to 2013 was US$
330 billion.! Investors in developed countries are keen to improve their
access to FDI opportunities worldwide. As growth in their domestic mar-
kets has become more uncertain, this goal has assumed more importance.

A key requirement for FDI, however, is confidence in the stability of
the conditions that justify the initial investment and legal protection of
investments against expropriation. Governments seek to acquire guaran-
tees about the rules that will apply to their companies’ foreign investments
through investment agreements concluded between investor countries and
the host country. Twenty-six of the EU Member States have already con-
cluded bilateral investment protection agreements with China. The EU
is, however, now seeking an agreement with China which would extend
beyond investment protection to include conditions for mutual access to
the investment market—a far more ambitious objective.

FDI is potentially beneficial for the host country as well as the inves-
tor. It can be a source of growth and positive change both at the macro-
economic level and that of individual companies.

Inward FDI represents a net increase in the host country’s economic
assets, most obviously in the form of capital that can provide additional
employment and stimulate new economic activity. But its economic impact
can be wider, notably through the transfer of new technologies and skills.
FDI also generates competition to which incumbent firms must adapt, not
only in terms of the quality of the final product or service but also through
innovative working practices, financial engineering, or marketing. In the
case of services, such as financial services, transport or infrastructure services,
increased competition and the improvement of productivity can produce
spillover effects in other economic sectors.!! At the level of the individual
firm, inward FDI through a merger or acquisition can bring additional capi-
tal required for product development, new technology, improvement of the
acquired firm’s expertise, or an introduction into new foreign markets.!?
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China’s recognition of the transformative power of FDI was most
evident during the 1990s, under the leadership of Deng Xiaoping, who at
the beginning of that decade declared:

Our socialist economic base is so huge that it can absorb tens and hundreds
of billions of dollars' worth of foreign funds without being shaken. (...)
[FDIs]| negative impact will be far less significant than the positive use we
can make of it to accelerate our development. It may entail a slight risk, but
not much.!?

Substantial inward FDI was encouraged in such sectors as energy, raw
and semi-finished materials, and communications. The impact of FDI on
employment in China has been significant in all three sectors of the econ-
omy.!* Host governments may, nevertheless, perceive some forms of FDI
as a threat. As Deng himself put it, in relation to his opening-up policy,
“When you open a window, fresh air will come in but so will some flies.”*®

In developing economies, host country governments such as China
need to balance conflicting economic objectives: stimulating innovation
and structural change through international competition, on the one
hand, and, on the other, allowing domestic companies the opportunity to
grow without being overwhelmed by such competition. They may wish
to avoid the advantages of being a first mover in the market accruing to
foreign-owned rather than domestic firms. Hence China’s insistence dur-
ing the 1990s on limits on the extent of foreign ownership, the establish-
ment of joint ventures rather than wholly owned foreign companies, the
transfer of technology and new skills to the local labour force, or even, in
some politically sensitive or strategic sectors, the exclusion of FDI alto-
gether. In developed economies, too, governments are concerned to pro-
tect jobs and to avoid the “hollowing-out” of national enterprises by the
transfer of technology and jobs to the purchasing entity and the closing-
down of local economic activity. For both sides, some forms of FDI may
be a threat rather than an opportunity.

EU aNxD CHINA APPROACHES TO FDI

The EU Member States and China are both significant international investors
but at different stages of development and with different priorities. The former
are traditional net exporters of investment but with declining surplus resources
and a growing need for inward FDI to spur their economic growth; China
has until very recently been a traditional net importer of direct investment
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which, exploiting its new-found wealth, has become the world’s second big-
gest overseas investor and, since 2014, a net exporter of investment.

The EU

EU Member States account for about half the global stock of outward
FDI and a third of the stock of global inward investment.'® Several of them
(not only the biggest, such as the UK, Germany, and France, but also the
Netherlands and Denmark) have a long tradition of overseas investment.
In the past decade, three-quarters of the EU’s outflows have been to other
OECD countries, even if the share of investment in the largest emerging
economies (the BRICS) has been growing steadily, from 2 % of the total
in 2002 to 15 % in 2012.17 Annual outflows from the EU are significant,
averaging about €330 billion a year, as are receipts from them.

The situation is changing, however. Economic growth in most of the
EU has stalled for the past six years. Urgent restructuring needs, includ-
ing the need to renew infrastructure in transport, energy, and housing,
reduced bank lending resulting from the need to improve the solvency
of banks, high unemployment, and high levels of public debt, have made
most EU Member States concerned to attract inward FDI as an additional
source of funds. Companies in trouble following the recession have also
been the target of takeovers, including from outside Europe.

The EU’s policy on FDI is liberal. As a starting point, Article 63 of
the Treaty (TFEU) lays down that “all restrictions on the movement of
capital between Member States and between Member States and third
countries shall be prohibited.” The following articles provide, however,
that Member States are entitled to defend national security or public order
by restricting FDI. Member States have therefore been able to maintain
national legislation to protect these fundamental interests, subject to chal-
lenge by the Commission; 11 of them have done so. This legislation may
be applied so long as it is non-discriminatory and does not amount to a
disguised restriction of trade.!®

The newly acquired responsibility of the EU to negotiate international
investment agreements will require the Member States to define a more
precise common position on inward FDI that goes beyond the principles of
the Treaty. Member States will no longer be left to find their own balance
of interest between the benefits of foreign investment and the protection of
domestic employment against competition. Common standards and princi-
ples will have to be worked out at the EU level—an entirely new challenge.
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China

China has until 2014 been a net recipient of FDI. After joining the WTO
in 2001, it rapidly became the world’s second biggest market for inward
FDI after the USA. Manufacturing companies from all over the world, led
by investors from Japan, Taiwan, and Korea, rushed to build up capacity in
the workshop of the world. China’s inward FDI stock rose from US$ 193
billion in the year 2000 to US$ 1.09 trillion in 2014."

This large FDI inflow, averaging over US$ 76 billion a year in the first
decade of the century,?® and its importance for China’s economic growth
and development, should not be taken to mean that China is wide open to
inward FDI. China has welcomed large inflows of certain kinds of invest-
ment, mainly in manufacturing, but it remains relatively protectionist,
banning FDI in many sectors and setting restrictive conditions for it in
others. In 2014, China was rated by far the most restrictive of 59 major
economies, including all OECD and G20 members.?!

Meanwhile, one-way investment into China has become a thing of the
past. FDI inflows have grown less quickly since the post-2008 recession
and have flattened out at a level of around US$ 120 billion per annum
since 2011. The rising cost of labour and other resources in China are
reducing its attractiveness as a manufacturing base for export to interna-
tional markets. The recession in the USA and Europe reduced the wish for
risk-taking, and Western companies based in China consider that regula-
tory constraints on FDI have increased.

China’s outward FDI has increased rapidly as its economic growth has
gathered pace, moving by degrees from a stock of about US$ 4 billion
in 1990 to US$ 28 billion in 2000 but accelerating rapidly since then,
reaching US$ 729 billion in 2014. Most of China’s initial investments
targeted natural resources, whether raw materials (metals, wood, building
materials) or energy (oil and coal), and were concentrated in developing
or emerging economies in Asia, Latin America, and Africa. From the mid-
2000s, rising commodity prices, largely provoked by insatiable Chinese
demand during its fastest period of economic growth, acted as a spur to
major Chinese companies to invest in extractive industries. More recent
investment has diversified into a variety of manufacturing and service sec-
tors in developed economies. Annual outflows increased over 100-fold,
from US$ 0.9 billion worldwide in the year 2000 to USD$ 116 billion in
2014. In 2014, China became the world’s second biggest capital exporter
after the USA, ahead of Japan and Germany.??
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China’s investment in developed countries now represents about
one-third of its total FDI stock but a much higher proportion of its recent
annual outflows (about 60 % in 2015), driven not only by the wish to
service export markets but also the acquisition of technologies, skills, and
marketing assets. It is a strategic element in China’s progress towards
becoming a moderately wealthy society.

Tre EU-CHINA INVESTMENT RELATIONSHIP

Two-way EU-China investment flows have followed the global trend,
growing quickly in the past 15 years. However, while China’s FDI stock
in the EU has increased fivefold in the past six years and is continuing
to grow steadily, flows of EU investment into China have fluctuated and
they declined sharply in 2012 and 2014.%% The value of two-way EU-
China investment flows remains relatively small, well below what might
be expected between such large economies. In 2013 and 2014, it was just
over €20 billion a year; by comparison, EU-US investment flows in 2014,
an atypically low year, amounted to US$ 180 billion a year.?*

EU Investment in China

European investment grew steadily after the Deng-inspired liberalisation
in the 1990s, when China climbed from insignificance to figure among
the top 20 destinations of EU outward FDI by the year 2000. It has
grown even faster since, reaching a total stock of about US$ 130 billion
by 2013.2° However, China is only the tenth most important destination
of EU direct investment, coming after much smaller economies, such as
Singapore, Switzerland, or Hong Kong, for example. Its importance for
European investment is severely limited by Chinese regulations.

Chinese rules on inward FDI are laid down in the Catalogue of
Industries for Guiding Foreign Investment (or Catalogue) published
by the Chinese MOFCOM, although the National Development and
Reform Commission (NDRC), the planning ministry of China, is respon-
sible for their content. The Catalogue lists sectors in which foreign
investment is “encouraged,” “restricted” (i.e., permitted subject to cer-
tain conditions), or “prohibited.” Examples of “encouraged” sectors are
manufacturing in sectors not subject to government planning and retail
distribution, industries that generate domestic research and development
(R&D), industries that reflect China’s comparative advantage and increase
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employment opportunities, and technology-intensive sectors. Permitted
but “restricted” sectors include manufacturing sectors subject to govern-
ment planning, such as information technology or motor vehicles. Foreign
investment in encouraged and restricted sectors is subject to bureaucratic
procedures that are judged to be relatively untransparent. For example,
the rules of the Catalogue may be overridden by detailed rules for par-
ticular sectors, and the NDRC has to issue a permit for all applications,
including those for encouraged sectors. Sectors that are prohibited to for-
eign investors include electricity distribution, telecommunications, legal
services, most financial services, the media, and transport services.?®

The right to invest in a restricted sector is accompanied by conditions
that reduce the freedom of choice of foreign investors and, consequently,
the attractiveness of the investment. These include:

e restrictions on ownership: full foreign ownership is the norm for the
“encouraged” sectors, but in “restricted” sectors, foreign ownership
is limited to 49 %;

e requirements for the transfer to Chinese investment partners of tech-
nology as part of the process of approval,

e where a joint venture with a Chinese company is required, identi-
fication of the Chinese partner by the government rather than the
foreign investor;

e in restricted sectors, the requirement for approval of changes in
products or production capacity (car or chemical plants, for example,
are restricted in number and additional capacity has to be negotiated
with the central government; foreign companies may also be pre-
vented from producing products which would compete with domes-
tic production).?”

To sum up, Chinese regulation of foreign investment conveys the
message that whilst inward FDI is welcome in some areas, investor
choice is never free, even when the investment is “encouraged.” The
Chinese approach also implies that every step towards market opening
requires a decision to amend a positive list of what is permitted. China
is being pressed by both the USA and the EU to adopt the more flex-
ible approach, widely followed elsewhere, based on a (shorter) negative
list of prohibited sectors and a less bureaucratic procedure for permit-
ted investments, such as simple registration without any requirement
for approval.
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EU investment in China is dominated by larger international companies
(especially in the chemicals, pharmaceuticals, motor vehicle, aircraft, and
food sectors), although many more mid-caps and even small and medium-
sized enterprises (SMEs) are also seeking investment partnerships in
China. One thousand eight hundred European companies are members
of the European Chamber of Commerce in China based in Beijing, and
thousands more belong to the Member State Chambers, based not only in
Beijing but in many major cities across China.

The luxury car sector provides a striking example of how European
trade with China has evolved into investment links. This is a sector where
European products are internationally competitive and where a prosper-
ous Chinese middle class has made the Chinese car market the biggest in
the world, with sales of approximately 18 million vehicles a year.?® Several
European carmakers now have multiple automobile plants in China.

Volkswagen, for example, began to export to China in significant
quantities from the 1970s. But cars exported from Europe not only took
a long time to reach China, they were subject to a 25 % tariff. As early
as 1984, Volkswagen had set up its first joint venture for car produc-
tion in China with Shanghai Automotive Industry Corporation. It now
has 18 car and component plants across China.? Implementation of this
strategy, however, highlighted the constraints facing competitive foreign
investors. First, the choice of a Chinese business partner (car companies
were denied full ownership of their investments) was made in negotia-
tions with the government. As demand expanded, the question of further
plants also became a matter for discussion with the Chinese government.
The frontier between the luxury car market and the mass market, and
the determination of products to be produced by the joint ventures with
foreign companies, was also a matter taken out of the companies’ hands.
In relation to IPR, too, there were difficult discussions over the kind of
technology to be transferred from the European partner to joint venture
companies in China.

Despite difficulties and constraints along the way, the strategic impor-
tance of these investments has been striking. Volkswagen now produces
2.8 million vehicles a year in China, Mercedes produces 240,000 in two
plants, BMW 130,000 in two. The companies attribute significant shares
of their global profits to the Chinese market. Some observers have com-
mented that the German motor industry is as dependent on sales in China
as sales in Germany. A fourth originally European make, Jaguar Land
Rover, largely based in the UK but owned by Tata of India, announced
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in October 2014 that it, too, would produce 130,000 cars in China from
2015, to avoid a high tariff, to be closer to customer needs, and to be in a
position to adapt production to local consumer tastes. Meanwhile, another
European car brand, Volvo, is now rapidly expanding its car production
in China after being taken over by China’s Geely in 2012. Although its
production in Sweden still provides 16,000 jobs there, its output in China
was expected to be 500,000 vehicles in 2015.%°

Chinese economic reform is beginning to affect investment policy, but
slowly. The Third Plenum conclusions held out the prospect, in principle,
of restrictions on inward investment into China becoming the exception
rather than the rule, and the adoption of a “negative list” approach. A year
later, in December 2014, a number of changes to the current regulations
were announced as the basis for public consultation. A revised Catalogue
for FDI, aiming at facilitating foreign investment specifically in the sec-
ondary and tertiary sectors, came into effect in April 2015. The number
of restricted sectors has fallen from 79 to 35: Sectors such as beverage
manufacturing, electrical machinery and equipment, real estate transac-
tions, steelmaking, oil refining, and papermaking have been liberalised.
A registration-only procedure for “encouraged” sectors has also been
announced.

These changes, however, only affected the partly open sectors of the
Chinese economy. Prohibited sectors have been unaffected, and the number
of restricted sectors (at 35) is still impressive. More substantial progress
may be impeded by a reluctance to allow competition from foreign inves-
tors to weaken the position of SOEs, whose role in the Chinese economy
was consolidated in the 2013 Third Plenum conclusions:

We must unwaveringly consolidate and develop the public economy, per-
sist in the dominant position of the public ownership, give full rein to the
guiding function of the State-owned economy, incessantly strengthen the
vitality, control power and influence of the State-owned economy.®!

This language suggests that, at best, the Party still has to agree on the
extent to which SOEs will be exposed to foreign competition, and that
achieving an open economy in the sense that that term is understood in
the West will take years to achieve, if it is achieved at all. The fact that
SOEs dominate the services sectors in China that are of the greatest inter-
est to the EU, such as banking, energy, transport, telecommunications,
and health, is not promising.
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Regulatory constraints are not the only discouragement to inward FDI
in China. In October 2014, the EU Chamber of Commerce in China high-
lighted other problems affecting the business environment and which can be
summarised as uncertainty about the rule of law in China.?> They include:

¢ the uncertainty of intellectual property protection, which makes for-
eign companies reluctant to deploy their most valuable intellectual
property in China;

e discriminatory treatment of non-Chinese companies in the enforce-
ment of regulations by public authorities (whether in respect of
product safety, environmental standards, taxation, competition, or
access to finance), which adds significantly to foreign-owned compa-
nies’ costs and reduces their competitiveness;

e unpredictable and non-transparent rulemaking, which creates uncer-
tainty about future profitability (property rights relating to an invest-
ment, for example, may be put into question when land originally
granted to an investor for industrial use is reallocated to housing, at
short notice and without compensation)??;

e lack of confidence in the rule of law in the event of disputes, arising
from political control of Chinese courts;

e the prevalence of corruption, which involves significant additional
costs in bribes, may also be a major risk to the reputation of the
foreign company.?*

None of these problems is specific to China, although uncertainty
about the rule of law may be more widespread than in other emerging
economies. What is of most concern in China is the accumulation of dis-
couragements. Taken together with the still-to-be-delivered reform of
regulatory restriction applying to inward investment, they amount to a
substantial barrier to further growth of inward FDI from Europe. The
Fourth Plenum of the CCP undertook in November 2014 to improve
the rule of law in a number of respects that might be relevant to business
activity, such as the reduction of corruption and capital ownership rights,
but progress in this area has been slow.

Up to now, the size and the rate of growth of the Chinese market may
have tended to outweigh these discouragements in the minds of European
businessmen. Most internationally competitive European companies have
considered that it is in their interest to secure a permanent base in the
Chinese economy, even if they have been cautious about how much of
their technology they make available there.
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Adverse economic or political developments in China could, however,
change this perception. The sharp fall in Chinese stock markets in July
2015 and January 2016 and the draconian measures taken by the govern-
ment to control securities trading that followed, together with an unex-
pected devaluation of the RMB in August 2015, were a reminder that the
Chinese economy is prone to instability and unpredictable government
intervention. The slowdown in China’s rate of economic growth, from a
high of 14.2 % in 2007 to less than 7 % in 2015, has reduced its attractive-
ness as a market. There are also questions about the reliability of Chinese
official statistics on growth; indicators of real activity in the economy, such
as consumption of electricity or steel, which have sometimes been referred
to as the “Li Keqiang index,” suggest a much more modest rate of eco-
nomic growth.?® Additional shocks, such as a collapse in property prices
or a more extensive credit crisis, could be expected in an economy with
debt levels approaching 250 % of GDP. This more sombre economic back-
ground may convince more foreign investors that the constraints, costs,
and risks of investment in China outweigh the benefits. The fluctuation in
EU EDI into China in recent years may only be a statistical blip; it may, on
the other hand, signal a turning point.3®

Chinese Investment in the EU

Chinese direct investment in the EU was virtually non-existent before the
year 2000, but after a modest start of less than one billion euro a year
during most of the following decade, it is now rising quickly. China’s FDI
stock in the EU quadrupled between 2010 and 2014, from €10 billion to
€46 billion. The annual investment flow, still modest compared to Chinese
investment in Asia, Africa, or South America, is catching up with that of
EU direct investment towards China. In 2014, when new EU outward
FDI to China dipped to €9 billion, new Chinese investment in the EU (at
€12 billion) surpassed it for the first time.?”

There have been a number of recent studies of Chinese direct investment
in Europe. Knoerich (2012) investigates the key drivers of investment by
Chinese companies,* Clegg and Voss (2013) look at EU Member States’
national policies to attract Chinese investment,* and Nicolas (2014) pro-
vides a comprehensive survey of Chinese company behaviour and of the
restrictions on FDI within the Member States.*® Backaler (2014) also
gives an interesting typology of the motives for Chinese firms’ FDI across
the globe, giving some European examples.*!
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What kind of Chinese companies are investing in Europe, and why?
In terms of number of companies, most Chinese investment in the EU
has come from mid-caps and smaller companies, which make relatively
small-scale investments in representative offices and distribution services.
Their driving motive has been to consolidate their export market; this was
the main reason given for investment in Europe by respondents to the
European Union Chamber of Commerce in China (EUCCC) 2013 sur-
vey of 74 Chinese firms investing in the EU.*? In terms of size of invest-
ment, however, it is the larger Chinese companies, including SOEs, that
are responsible for four-fifths of the total value of Chinese investment.*?

Some of the biggest Chinese investments have been in the energy sec-
tor, in public utilities, and in infrastructure projects, where large Chinese
companies or sovereign wealth funds have acquired shareholdings in major
European companies, including oil majors, electricity generators and dis-
tributors, and ports and airports. Similar investments have also taken place
in the financial services sector, especially in companies based in the City
of London.

Other acquisitions, usually involving full ownership, have been moti-
vated by Chinese manufacturing or service companies wishing to strengthen
their technology, market, and skills base (Geely bought Volvo for US$ 1.6
billion in 2010, Bright Foods bought Weetabix for US$ 1 billion in 2012,
and Baugur Group bought House of Fraser for US$ 5 billion in 20006).
Chinese companies are also investing in or taking over control of specialist
European firms in order to acquire technology and expertise: Examples
include Sany’s takeover of Putzmeister, a specialist German cement-pump
producer, for US$ 390 million in 2011, and COFCO Wine and Spirits’
decision to purchase Chateau de Viaud, a Bordeaux vineyard, in 2011.*

Major Chinese multinational companies such as Huawei and Haier,
already internationally competitive in the telecommunications and electri-
cal goods sectors, have made large greenfield investments in both produc-
tion and research facilities in Europe. Most Chinese investment has been
concentrated so in the biggest Member States, which suggests that size of
the national market and level of technology or specialist skills is an impor-
tant consideration. The UK has been the single biggest destination, arising
from investments in the energy, real estate, and financial sectors, followed by
France (also important for energy) and Germany (engineering specialisation).

Investment in Eastern and Southern Member States is now growing,
however. Much of this investment, such as COSCQO’s 30-year lease on
the cargo terminal in Piraecus harbour and investments by Chinese SOEs
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in motorway and high-speed rail development in South-East Europe, is
directly related to the “One Belt, One Road” initiative, also referred to as
the New Silk Road, announced by President Xi in November 2013. This
strategic initiative has both economic and political aims. It is intended to
generate more effective communications and transport systems between
China, Central Asia, and Europe and thereby promote closer economic
cooperation across this vast region, whilst at the same time promoting
economic development in the less favoured Western provinces of China.*®
The One Belt, One Road initiative is also intended to reinforce China’s
political presence in an area traditionally regarded as a Russian sphere
of influence. China has committed to a US$ 40 billion programme of
foreign investment to support the initiative, which will be co-funded by
participating countries.

This expansion and acceleration of Chinese investment in the EU
should, however, be kept in perspective. China is still not among the
top ten sources of FDI in the EU and accounted for less than 1 % of its
inward FDI in 2013.%¢ Whilst Chinese companies’ interest in European
technology and skills may lead them to invest more heavily in Europe
in future, their level of investment is unlikely to rise to a completely dif-
ferent order of magnitude. The need to access scarce energy and natural
resources in other parts of the world remains a priority.

Although the EU, founded on the principle of free capital movement,
is much more open to inward FDI than China, there are constraints on
Chinese investment in Europe owing to the diversity of Member State
rules on inward FDI. Whilst in future the EU intends to conclude invest-
ment agreements with its international partners, in which common EU
rules on the right to invest will be defined, for the time being the situa-
tion is not clear-cut. Member State attitudes to inward EDI vary. Eleven
have procedures for vetting foreign investment, five of them revised or
introduced since 2007.*” The exclusion of the defence sector, telecommu-
nications, transport, or education because of national security concerns is
common. Some Member States have also chosen to identify other sectors
as strategic or economically sensitive. France requires that any invest-
ment in the food sector should be notified to the authorities and assessed;
Germany and Austria do the same for any investment exceeding 25 % of
ownership in public utilities. Other Member States, such as the UK, rely
on general provisions that allow the government to review any foreign
investment that is not in the national interest or hold golden shares that
allow them to oppose any investment.*s



110 J. FARNELL AND P.I. CROOKES

Despite these differences, there is a consensus within the EU that
direct investment from China should be treated like any other foreign
investment. Apart from the French government’s strenuous and success-
ful efforts to find an alternative bidder to Bright Food for Yogplait, a
yoghurt manufacturer, in 2010,* there have been no publicised cases of
Member State intervention to restrict Chinese investment. The reserva-
tions about FDI from China that is found among opinion leaders in the
USA appear to be largely absent in Europe (although even in the USA,
there have been only three rejections of Chinese investment projects in
the past 25 years). It is, however, possible that some proposed Chinese
investments in Europe have been discreetly abandoned once a host coun-
try has made its opposition known. The fact that most of the Chinese
investment in Europe has taken place during an economic downturn,
when investment from any source was in short supply, may also have
influenced national policy.

Some have asked whether the EU should establish a system for vetting
inward FDI similar to that of the USA. The existence of a single market
within the EU implies that decisions on inward FDI taken by one Member
State may affect others. In 2011, two European Commissioners proposed
a Commission study of a mutual information system that would allow all
Member States to consider proposed inward FDI in any Member State,
but they did not obtain support in the Commission.*® The position of the
EU as a whole towards inward FDI remained open. The negotiation of a
bilateral EU-China investment agreement, however, provides the biggest
test yet of that position.

ProsrecTs FOR CHANGE: AN EU-CHINA INVESTMENT
AGREEMENT

When the EU and China opened negotiations for a BIT in late 2013°%,
it had already taken two years to agree on the scope of the negotiations.
China had originally wanted to restrict the agreement to investment pro-
tection (the rules governing ownership of foreign investments, the right
to compensation in the event of expropriation, and the procedures for
applying these rules). The EU had to press hard for the negotiations to
include rules regarding access for foreign investment, which would provide
the main added-value of an EU-China agreement compared to existing
bilateral agreements at national level.
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This disagreement about objectives was an early pointer to difficulties.
Inclusion of rules of access for investment in the BIT will present a major
challenge for China, although the EU will also have to address unresolved
questions about its own policy.

If China is to reach agreement with the EU on access to investment,
it will have to reconsider its policy of protecting the leading position of
SOEs in the Chinese economy, one of the recurring principles of the Third
Plenum conclusions on economic reform. SOEs dominate the economic
sectors that would be of greatest interest to the EU in the investment
agreement negotiations: health, telecommunications, other public utili-
ties, and financial services. It will be difficult for the Party to liberalise
investment substantially or quickly in any of these sectors without drawing
attention to the contradiction between two of the guiding principles of
the Plenum conclusions: the determinant role of the market, on the one
hand, and the leadership and controlling power of the state-owned sector,
on the other. Undermining the position of SOEs will weaken government
finances as well as political control of the economy.

The negotiations will also require the EU to put flesh on the bones of
its theoretical common approach towards inward FDI. FDI is an area in
which competition between Member States to attract investment is rife
(most Member States have active foreign investment promotion services)
and, as already noted, where differences between them in defining strate-
gic interests to be protected against foreign investment are marked. There
is little appetite to establish a fully fledged EU policy in the form of, say,
a common assessment procedure for proposed foreign investments, but
there are questions in the minds of Commission lawyers as to whether dif-
ferent national systems for the control of foreign investment are compat-
ible with the single EU market for goods and services and with the EU’s
new international competence for investment negotiations.

China’s economic weight and new activism as an outward investor is
forcing the EU to think harder about these issues. Apart from the rap-
idly increasing Chinese investments in most Member States, China’s One
Belt, One Road initiative, which aims to renovate and reinforce transport
and communication links between China and the regions to the west of
it and build up the economies of central Asia, also has implications for
Europe. China has created a special fund of €10 billion for infrastruc-
ture investments within Eastern and South-Eastern Europe, and a num-
ber of investments in motorways, high-speed rail links, and harbours in
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South-East Europe have taken place. >3 China has also discussed with the
EU how it can participate in projects financed by the new €300 billion
European Fund for Structural Investment and proposed in September
2015 that the European Bank for Reconstruction and Development
include a Chinese board member.

Eleven negotiating rounds for a BIT have been held so far to define
the scope of negotiations but the time of writing there is no draft agree-
ment text on the table. This is hardly encouraging, notwithstanding the
Chinese Ambassador to the EU’s claims in June 2015 that both sides
“agree to accelerate the negotiations so as to achieve substantial progress
by the end of this year. During the 17th China—EU Summit (i.e., during
2016), Premier Li Keqiang will exchange views with his European coun-
terparts on this important topic and provide political guidance for future
work.”** Off the record, EU negotiators estimate that the process could
take a decade, even if there may be pressure to deliver “interim results”
within a shorter deadline.®®

Similar negotiations between the USA and China have been under-
way since 2008.>¢ EU-China investment negotiations could perhaps
move faster than the US—China ones, if only because the EU has made
clear that any future negotiation of a bilateral FTA between the EU
and China, which is now a major goal of Chinese economic diplomacy,
depends on the conclusion of the BIT. As the EU has already negotiated
or is negotiating FTAs with several of China’s neighbours, as well as the
TTIP with the USA, China may be ready to make some concessions on
investment in order to bring forward negotiation of an FTA with its sec-
ond biggest export market.

The decision of Chinese leadership on this issue will, however, be based
on domestic considerations rather than the benefits for China of easier
trade with the EU. The main benefit of allowing FDI into China in sectors
where it is today excluded would be the promotion of a more interna-
tionally competitive economy through the introduction of new technolo-
gies, skills, and management practices. The Chinese leadership appears to
recognise that more inward FDI is a necessary part of Chinese economic
reform.” But that somewhat theoretical argument may not overcome
resistance to change from important vested interests in China, such as the
SOE:s that dominate the sectors where inward investment is restricted or
excluded, and the broader fear of pressure for political change that could
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result from further economic liberalisation. The modest amendments
to China’s regulations governing inward FDI announced in April 2015
suggest that the Chinese approach will be cautious, with incremental
changes being accompanied by long transition periods.

In these circumstances, early delivery of an EU-China BIT that would
substantially reduce barriers to EU direct investment in China and make
a significant difference to EU-China economic relations seems highly
unlikely. EU negotiators recognise that selective and gradual market open-
ing, on a case-by-case and sectorial basis, and only when that suits China,
seems to be a more realistic outcome.?® The authorities on both sides,
however, have raised expectations about the BIT, by making it the highest
economic priority of the 2020 Strategic Agenda for Cooperation agreed
at the 2013 Summit.*® Failure to deliver substantial improvements for
European direct investment in China, at a time when Chinese investment
in the EU is rapidly increasing, will be seen by European business inter-
ests as yet another indicator of the one-sidedness of the EU’s economic
relationship with China. The EU’s trade deficit with China is already well
known; an EU-China investment deficit may be in the making.

Conclusion

The promotion of further investment links between the EU and China
appears to be a priority for both sides, the opening of a new chapter in
EU-China economic relations. Yet the slow pace of negotiations for a BIT
reflects the underlying political difficulties in reaching an agreement that
will guarantee greater symmetry of access for direct investment.

For China, the prospect of EU investment in areas of the Chinese econ-
omy where SOEs dominate the market, as well as further relaxation of
Chinese constraints on inward investment in other areas, raises problems
of substance as well as presentation. Even the political link made by the
EU between a successful outcome to these negotiations and the opening
of negotiations for an EU-China FTA may not be enough to persuade the
Chinese side to make the kind of concessions that the EU wants.

For the EU, whilst Chinese investment in Europe is generally welcome
as a means of accelerating infrastructure spending and economic recovery,
it will be difficult to justify a BIT that fails to demonstrate the value-
added of EU-level negotiations with China. Unless China can offer sub-
stantial market opening, albeit implemented over a transitional period, it
is unlikely that the EU will want to accept a deal.



114

J. FARNELL AND P.I. CROOKES

NOTES

. Data on FDI: UNCTAD, ‘Annex Tables: Foreign Direct Investment’, World

Investment Report 2015 (updated 24 June 2015) <http://unctad.org/en/
Pages/DIAE /World%20Investment%20Report/Annex-Tables.aspx>,
accessed 30 November 2015; World Trade Organisation, ‘World Trade
Report 2014°, WTO Research & Analysis <https:/ /www.wto.org/english /
res_c¢/publications_e/wtrl4_e.htm>, accessed 30 November 2015.

. Further reading on the relationship between trade and FDI: Lionel

Fontagne, ‘FDI and International Trade: Complements or Substitutes?’,
OECD Science, Technology and Industry Working Papers (updated 14
October 1999) <http://dx.doi.org,/10.1787 /788565713012>, accessed
2 February 2015; Jose Pedro Pontes, ‘FDI and Trade: Complements and
Substitutes’, Working Papers 2006/03—Department of Economics, University
of Lisbon (updated October 2005) <https://ideas.repec.org/p/ise/
isegwp,/wp32006.html>, accessed 2 February 2015.

. UNCTAD, ‘Annex Tables: Foreign Direct Investment’.
. OECD, ‘FDI Regulatory Restrictiveness Index’, Organisation for Economic

Co-operation and Development:  Investment <http://www.oecd.org/
investment/fdiindex.htm>, accessed 2 February 2015.

. European External Action Service, ‘The EU-China Comprehensive

Strategic Partnership: Woking for You—131106,/02’ (Brussels: European
Commission, 6 November 2013).

. OECD, Benchmark Definition of Foreign Divect Investment (4th ed.; Paris:

Organisation for Economic Co-operation and Development, 2008),
pp- 50-51.

. Lina Lian and Ma Haiying, ‘Overview of Outward FDI Flows of China’,

International Business Research 4, no. 3 (2011), 103-107; Tomoo
Marukawa, Asei Ito, and Zhang Yongqi, ‘China’s Outward Foreign Direct
Investment Data’, ISS Contemporary Chinese Research Series No. 15
(Tokyo: Institute of Social Science, University of Tokyo, March 2014);
Bijun Wang and Yiping Huang, ‘Industry and Ownership Structure of
Chinese Overseas Direct Investment (Paper No. 75)°, East Asian Burean
of Economic Research Working Paper Series (Canberra: Australian National
University, September 2012).

. Natasha Argarwal and Chris Milner, ‘FDI Spillovers in China: Connecting

the Missing Link Between Micro and Macro’, China and the World
Economy Research Paper Series (Nottingham: University of Nottingham,
2011); Galina Hale and Cheryl Long, ‘Are There Productivity Spillovers
from Foreign Direct Investment in China?’, Pacific Economic Review 16,
no. 2 (Spring 2011), 135-153.

. Margot Schueller and Anke Turner, ‘Global Ambitions: Chinese Companies

Spread Their Wings’, CHINA aktuell 4 (2005), 3-15.


http://unctad.org/en/Pages/DIAE/World Investment Report/Annex-Tables.aspx>
http://unctad.org/en/Pages/DIAE/World Investment Report/Annex-Tables.aspx>
https://www.wto.org/english/res_e/publications_e/wtr14_e.htm>
https://www.wto.org/english/res_e/publications_e/wtr14_e.htm>
http://dx.doi.org/10.1787/788565713012>
https://ideas.repec.org/p/ise/isegwp/wp32006.html>
https://ideas.repec.org/p/ise/isegwp/wp32006.html>
http://www.oecd.org/investment/fdiindex.htm>
http://www.oecd.org/investment/fdiindex.htm>

10.
11.

12.

13.

14.

15.

16.

17.

18.

19.
20.
21.

INVESTMENT 115

UNCTAD, ‘Annex Tables: Foreign Direct Investment’.

Bernhard Michel, ‘Productivity Gains and Spillovers from Offshoring—
Paper 5-11°, Working Paper Series (Brussels: Federal Planning Bureau,
March 2011); Syeda Tamkeen Fatima, ‘Foreign Direct Investment and Its
Impact on Total Factor Productivity: Evidence from Turkish Micro Level
Data’, Sixteenth Annual Conference: European Trade Study Group (Munich,
11-13 September 2014); Gabriele Tondle and Jorge Fornero, ‘Sectoral
Productivity and Spillover Effects of FDI in Latin America’, Tenth Annual
Conference: European Trade Study Group (Warsaw, 11-13 September
2008); Yiying Zhu, ‘An Analysis on Technology Spillover Effect of Foreign
Direct Investment and Its Countermeasures’, International Journal of
Business and Management 5, no. 4 (2010), 178-182.

Rui Albuquerque et al., ‘International Corporate Governance Spillovers:
Evidence from Cross-Border Mergers and Acquisitions—WDP /13 /234°,
IMF Working Paper, Institute for Capacity Development (Washington, DC:
International Monetary Fund, November 2013); Jian Wang and Xiao
Wang, ‘Benefits of Foreign Ownership: Evidence from Foreign Direct
Investment in China—DPaper No. 191, Working Paper Series (Dallas:
Globalization and Monetary Policy Institute, Federal Reserve Bank of
Dallas, October 2014).

Deng Xiaoping, The Selected Works of Denyg Xiaoping. Translated by Bureau
of Translation of the Chinese Communist Party Central Committee
(Volume II1, 1983-1992; Beijing: Foreign Languages Press, 1994), p. 49.
Ying Wei, ‘The Effect of FDI on Employment in China—Paper 13379’,
Graduate Thesis and Dissertations (Iowa State University, 2013).

Quoted by Joel Backaler, China Goes West: Everything You Need to Know
About Chinese Companies Going Global (Basingstoke: Palgrave Macmillan,
2014), p. 117.

European Commission, ‘Direct Investment Outward Stocks by Main
Destination’, Eurostat (updated 9 November 2015) <http://ec.curopa.
eu/eurostat/web/products-datasets /- /tec00052>, accessed 10
December 2015.

European Commission, ‘EU Direct Investment Outward Flows by Extra
EU Country of Destination’, Eurostat (updated 16 July 2015) <http://
ec.curopa.cu/eurostat/web/products-datasets /- /tec00050>,  accessed
10 December 2015.

A useful summary of EU law on investment is given in Francoise Nicolas,
‘China’s Direct Investment in the European Union: Challenges and Policy
Responses’, China Economic Journal7,no. 1 (2014), 103-125.
UNCTAD, ‘Annex Tables: Foreign Direct Investment’.

Ibid.

OECD, ‘FDI Regulatory Restrictiveness Index’.


http://ec.europa.eu/eurostat/web/products-datasets/-/tec00052>
http://ec.europa.eu/eurostat/web/products-datasets/-/tec00052>
http://ec.europa.eu/eurostat/web/products-datasets/-/tec00050>
http://ec.europa.eu/eurostat/web/products-datasets/-/tec00050>

116

22.
23.

24.
25.

26.

27.

28.

29.

30.

31.

J. FARNELL AND P.I. CROOKES

UNCTAD, ‘Annex Tables: Foreign Direct Investment’.

European Commission, ‘EU Trade with China Significantly Up in 2014
for Both Goods and Services’, Eurostat News Release: 116/2015 (Brussels:
European Commission, 26 June 2015), see p. 4: ‘China Net Investor in
the EU in 2014°.

Ibid.

European Commission, ‘Direct Investment Outward Stocks by Main
Destination’.

For an interesting comparative analysis between the 2011 and 2015 cata-
logues, in terms of specificities and translation nuances, see Covington and
Burling LLP, ‘Catalogue for the Guidance of Foreign Investment Industries
(Comparison of the English Translations of the New 2015 Catalogue
Against the 2011 Catalogue)’ <http://www.cov.com/files /upload /Blog_
Insert_Foreign_Investment_Catalogue_Redline_Comparison.pdf>,
accessed 2 April 2015 and also here Ashwin Kaja, Ning Lu, and Tim
Stratford, ‘Chinese Government Issues 2015 Foreign Investment
Catalogue—Eftective April 10, 2015°, Global Policy Watch: Covington &
Burling LLP (updated 24 March 2015) <http://www.globalpolicywatch.
com/2015/03 /chinese-government-issues-2015-foreign-investment-
catalogue-effective-april-10-2015 />, accessed 2 April 2015. The official
version may be found here: National Developmentand Reform Commission,
P. R. China, ‘Foreign Investment Industrial Guidance Catalogue (Revised
in 2015)’, Order No. 22 <http://www.ndrc.gov.cn/zctb /zctbl /201503 /
t20150313_667332.html>, accessed 10 December 2015.

European Union Chamber of Commerce in China, ‘European Business in
China Position Paper 2014°, European Chamber Publications <http://
www.europeanchamber.com.cn/en/publications-annual-report>,
accessed 2 April 2015.

Hilton Holloway, ‘China Topples Europe as World’s Largest Car Maker’,
Autocar (updated 1 November 2014) <http://www.autocar.co.uk/car-
news/industry/china-topples-europe-worlds-largest-car-maker>, accessed
2 April 2015.

Carsten Isensee, ‘China: The Second Home Market of the Volkswagen
Group’, Volkswagen Group China: Speeches and Presentations Awrchive
(updated 8 June 2015) <http://www.volkswagenag.com/content/
vwcorp/info_center/en/talks_and_presentations/talks_and_presenta-
tions.html /archive-on/index.html>, accessed 1 May 2015.

Andy Sharman, ‘China Becomes Volvo’s Biggest Market’, Financial Times
(updated 26 February 2015) <http://on.ft.com/1zl7Th]>, accessed 2
April 2015.

China Copyright and Media, ‘CCP Central Committee Resolution
Concerning Some Major Issues in Comprehensively Deepening Reform’,
The Law and Policy of Media in China <https:/ /chinacopyrightandmedia.


http://www.cov.com/files/upload/Blog_Insert_Foreign_Investment_Catalogue_Redline_Comparison.pdf>
http://www.cov.com/files/upload/Blog_Insert_Foreign_Investment_Catalogue_Redline_Comparison.pdf>
http://www.globalpolicywatch.com/2015/03/chinese-government-issues-2015-foreign-investment-catalogue-effective-april-10-2015/>
http://www.globalpolicywatch.com/2015/03/chinese-government-issues-2015-foreign-investment-catalogue-effective-april-10-2015/>
http://www.globalpolicywatch.com/2015/03/chinese-government-issues-2015-foreign-investment-catalogue-effective-april-10-2015/>
http://www.ndrc.gov.cn/zcfb/zcfbl/201503/t20150313_667332.html>
http://www.ndrc.gov.cn/zcfb/zcfbl/201503/t20150313_667332.html>
http://www.europeanchamber.com.cn/en/publications-annual-report>
http://www.europeanchamber.com.cn/en/publications-annual-report>
http://www.autocar.co.uk/car-news/industry/china-topples-europe-worlds-largest-car-maker>
http://www.autocar.co.uk/car-news/industry/china-topples-europe-worlds-largest-car-maker>
http://www.volkswagenag.com/content/vwcorp/info_center/en/talks_and_presentations/talks_and_presentations.html/archive-on/index.html>
http://www.volkswagenag.com/content/vwcorp/info_center/en/talks_and_presentations/talks_and_presentations.html/archive-on/index.html>
http://www.volkswagenag.com/content/vwcorp/info_center/en/talks_and_presentations/talks_and_presentations.html/archive-on/index.html>
http://on.ft.com/1zl7ThJ>
https://chinacopyrightandmedia.wordpress.com/2013/11/15/ccp-central-committee-resolution-concerning-some-major-issues-in-comprehensively-deepening-reform/>

32.

33.

34.

35.

36.

37.

INVESTMENT 117

wordpress.com/2013 /11 /15 /ccp-central-committee-resolution-
concerning-some-major-issues-in-comprehensively-deepening-reform />,
accessed 1 October 2015.
William Soileau and Rosario di Maggio, ‘Compliance and “Rule By Law”
in China’, EURObiz: Journal of the European Union Chamber of Commerce
in China (updated 8 October 2014 ) <http: / /www.curobiz.com.cn/com-
pliance-rule-law-china/>, accessed 31 March 2014.
Interview with Jorg Wuttke, President of the EUCCC, Beijing, March
2012.
For example, see the case of GlaxoSmithKline in 2014, involving alleged
bribery of Chinese doctors resulting in a fine of RMB3 billion and sus-
pended prison sentences after conviction under Chinese law for a number of
senior China-based executives: GlaxoSmithKline PLC, ‘GSK China
Investigation Outcome’, Media Press Releases (updated 19 September 2014)
<https://www.gsk.com/en-gb/media/press-releases /2014 /gsk-china-
investigation-outcome />, accessed 1 May 2015; and Hester Plumridge and
Laurie Burkitt, ‘GlaxoSmithKline Found Guilty of Bribery in China’, The
Wall Street Journal (updated 19 September 2014 ) <http://www.wsj.com/
articles /glaxosmithkline-found-guilty-of-bribery-in-china-1411114817>,
accessed 2 May 2015.
China Daily, ‘Why Li Keqiang Index Remains Important Benchmark’,
China Daily Business Section (updated 6 June 2015) <http://www.china-
daily.com.cn/business/2015-06,/06 /content_20928149.htm>, accessed
30 November 2015.
European Union Chamber of Commerce in China, ‘Business Confidence
Survey 2014°, European Chamber Publications (Beijing: European Union
Chamber of Commerce in China, 2014); Michael Martina, ‘EU Lobby
Piles in on Foreign Criticism of China’s Antitrust Enforcement’, Reuters
Business  News  <http://uk.reuters.com/article /uk-china-antitrust-eu-
idUKKBNOH40SB20140909>, accessed 2 April 2015.
Thilo Hanemann and Mikko Huotari, “Chinese FDI in Europe and
Germany: Preparing for a New Era of Chinese Capital”, Mercator institute
for China Studies and the Rhodium Group, June 2015; and European
Commission, ‘EU Trade with China Significantly Up in 2014 for Both
Goods and Services’. Statistics on EU-China FDI flows can be problematic.
Chinese official statistics on outward FDI (from MOFCOM) are not
particularly transparent and should be treated with caution. For example,
only the first destination of the investment is recorded, which means that
Chinese FDI flows to offshore financial centres such Hong Kong, the
British Virgin Islands or the Cayman Islands is unduly high, as most of this
investment is transferred to other destinations. Luxembourg, which plays a
similar financial intermediary role within the EU, accounted for 35 per cent


https://chinacopyrightandmedia.wordpress.com/2013/11/15/ccp-central-committee-resolution-concerning-some-major-issues-in-comprehensively-deepening-reform/>
https://chinacopyrightandmedia.wordpress.com/2013/11/15/ccp-central-committee-resolution-concerning-some-major-issues-in-comprehensively-deepening-reform/>
http://www.eurobiz.com.cn/compliance-rule-law-china/>
http://www.eurobiz.com.cn/compliance-rule-law-china/>
https://www.gsk.com/en-gb/media/press-releases/2014/gsk-china-investigation-outcome/>
https://www.gsk.com/en-gb/media/press-releases/2014/gsk-china-investigation-outcome/>
http://www.wsj.com/articles/glaxosmithkline-found-guilty-of-bribery-in-china-1411114817>
http://www.wsj.com/articles/glaxosmithkline-found-guilty-of-bribery-in-china-1411114817>
http://www.chinadaily.com.cn/business/2015-06/06/content_20928149.htm>
http://www.chinadaily.com.cn/business/2015-06/06/content_20928149.htm>
http://uk.reuters.com/article/uk-china-antitrust-eu-idUKKBN0H40SB20140909>
http://uk.reuters.com/article/uk-china-antitrust-eu-idUKKBN0H40SB20140909>

118

38.

39.

40.

4]1.

42.

43.

44.

J. FARNELL AND P.I. CROOKES

of Chinese FDI in the EU in 2013, whereas its economy contributed only
one per cent of EU GDP.

EU statistics (from Eurostat) also have shortcomings. Luxembourg,
although an important destination of investment from China into the EU,
has not until recently submitted foreign direct investment statistics to
Eurostat, on the grounds of protecting banking confidentiality. Several
Member States are regularly late with their submissions.

Alternative independent sources, based on the tracking of mergers and
acquisitions by individual companies or announcements of greenfield
investments, such as those produced by The Rhodium Group, give a more
up-to-date picture of the location and source of bigger investments.
However, they do not include much of the investment by smaller compa-
nies that appears in official statistics.

Jan Knoerich, ‘The Rise of Chinese Outward FDI in Europe’, in Chinese
International Investments, edited by Ilan Alon, Marc Fetscherin, and
Philippe Gugler (Basingstoke: Palgrave Macmillan, 2012).

Jeremy Clegg and Hinrich Voss, ‘Chinese Overseas Direct Investment in
the European Union’ (London: Europe China Research and Advice
Network, 2012).

Nicolas, ‘China’s Direct Investment in the European Union: Challenges
and Policy Responses’.

Backaler, China Goes West: Everything You Need to Know About Chinese
Companies Going Global.

European Union Chamber of Commerce in China, ‘Study: Chinese
Outbound Investment in the European Union’, European Chamber
Publications (updated 15 January 2013) <http://www.curopeanchamber.
com.cn/en/publications-archive /10/Chinese_Outbound_Investment_
in_the_European_Union>, accessed 2 April 2015.

The visibility between SOEs and private firms in China’s OFDI depends in
part on how SOE is being defined and has changed over time as China’s
private sector has expanded. One reasonable definition is to define a private
enterprise as having 80 % or more non-government ownership. Using this
definition, researchers at the Rhodium Group have calculated that the
majority of China—Europe investment deals by number 2000-2011 were
actually carried out by non-state firms (with a 63 % share), although by
value the SOEs and other government-controlled firms (such as sovereign
wealth funds) accounted for 72 % total deals. See Thilo Hanemann and
Daniel H. Rosen, ‘China Invests in Europe Patterns, Impacts and Policy
Implications’ (New York, NY: Rhodium Group, June 2012) and in par-
ticular, Table 4: ‘China’s FDI in the EU-27 by Ownership of Investing
Company, 2000-2011°, p. 46.

These examples are taken from Backaler.


http://www.europeanchamber.com.cn/en/publications-archive/10/Chinese_Outbound_Investment_in_the_European_Union>
http://www.europeanchamber.com.cn/en/publications-archive/10/Chinese_Outbound_Investment_in_the_European_Union>
http://www.europeanchamber.com.cn/en/publications-archive/10/Chinese_Outbound_Investment_in_the_European_Union>

45.

46.

47.

48.

49.

50.

51.

52.

53.

54.

55.

INVESTMENT 119

Xinhuanet, ‘Chronology of China’s Belt and Road Initiative’ (updated 28
March 2015) <http://news.xinhuanet.com/english /2015-03 /28 /c_134
105435.htm>, accessed 30 November 2015.

European Commission, ‘Foreign Direct Investment Statistics’, Eurostat
(updated  June  2014)  <http://ec.curopa.cu/curostat/statistics-
explained /index.php /Foreign_direct_investment_statistics>, accessed 30
November 2015, see Table 1: ‘Foreign Direct Investment, EU,
2010-2013".

For more details on FDI legislation in the Member States, see Nicolas,
‘China’s Direct Investment in the European Union: Challenges and Policy
Responses’.

See Appendix A: ‘National Security Considerations in Foreign Investment
Review in Selected Countries’, p. 32.

See Backaler, China Goes West: Everything You Need to Know About Chinese
Companies Going Global, p. 124. France chose a 50 % lower bid for Yogplait
rather than accept a Chinese buyer.

The two main sponsors of the proposal were Vice-President Tajani
(Commissioner for Enterprise and Industry) and Commissioner Barnier
(Internal Market and Financial Services). The lack of enthusiasm for the
initiative suggests that the rest of the Commission considered that open-
ness to foreign investment contributed to safeguarding EU growth and
jobs. See Ian Wishart and Jennifer Rankin, ‘Call to Investigate Foreign
Investment in EU Market: Commission Considers Committee to Vet Bids
Amid Growing Interest in EU Firms from China and Russia’, Politico:
Europe Edition (updated 12 April 2014) <http://www.politico.cu/arti-
cle/call-to-investigate-foreign-investment-in-eu-market/>, accessed 30
November 2015.

European Commission, ‘Statement by President Barroso at the Press
Conference of the EU-China Summit’, European Commission Press Release
Database (updated 21 November 2013) <http://europa.cu/rapid/press-
release_SPEECH-13-959_en.htm>, accessed 22 October 2015.

Interview with a senior EU official involved in the negotiations, 27 May
2014.

Bloomberg, ‘One Belt, One Road: Assessing the Economic Impact of
China’s New Silk Road’, Bloombery Brief: Digital Newsletters (updated 2
July 2015) <http://www.bloombergbriefs.com,/2015,/07,/02 /chinas-
new-silk-road />, accessed 30 November 2015.

European Commission, ‘EU-China Summit Joint Statement: The Way
Forward After Forty Years of EU-China Cooperation’ (Brussels: European
Commission, 29 June 2015).

Ibid.


http://news.xinhuanet.com/english/2015-03/28/c_134105435.htm>
http://news.xinhuanet.com/english/2015-03/28/c_134105435.htm>
http://ec.europa.eu/eurostat/statistics-explained/index.php/Foreign_direct_investment_statistics>
http://ec.europa.eu/eurostat/statistics-explained/index.php/Foreign_direct_investment_statistics>
http://www.politico.eu/article/call-to-investigate-foreign-investment-in-eu-market/>
http://www.politico.eu/article/call-to-investigate-foreign-investment-in-eu-market/>
http://europa.eu/rapid/press-release_SPEECH-13-959_en.htm>
http://europa.eu/rapid/press-release_SPEECH-13-959_en.htm>
http://www.bloombergbriefs.com/2015/07/02/chinas-new-silk-road/>
http://www.bloombergbriefs.com/2015/07/02/chinas-new-silk-road/>

120

56

57.

58.
59.

J. FARNELL AND P.I. CROOKES

. Marney Cheek, ‘Why a U.S.-China Bilateral Investment Treaty Matters’,

Investment Policy Central <http://www.investmentpolicycentral.com/
content/why-us-china-bilateral-investment-treaty-matters>, accessed 2
April 2015.

Li Keqiang, ‘Reshaping the World Economy Through Reform, Opening
Up and Cooperation’, State Council, P. R China: Premier—Speeches
(updated 22 January 2014) <http://english.gov.cn/premier/
speeches/2014,/08 /23 /content_281474983013002.htm>, accessed 2
May 2015.

Interview with senior European Commission officials, Brussels, May 2015.
Ministry of Foreign Affairs of the People’s Republic of China, ‘China—EU
Summit Joint Statement: The Way Forward After Forty Years of China—
EU cooperation’ (updated 29 June 2015) <http://www.fmprc.gov.cn/
mfa_eng/wjdt_665385/zyjh_665391 /11277467 shtml>, accessed 30
November 2015, see paragraph 10, which states that “China and the EU
view the ongoing investment agreement negotiations as one of the most
important issues in China—EU bilateral economic and trade relations.”


http://www.investmentpolicycentral.com/content/why-us-china-bilateral-investment-treaty-matters>
http://www.investmentpolicycentral.com/content/why-us-china-bilateral-investment-treaty-matters>
http://english.gov.cn/premier/speeches/2014/08/23/content_281474983013002.htm>
http://english.gov.cn/premier/speeches/2014/08/23/content_281474983013002.htm>
http://www.fmprc.gov.cn/mfa_eng/wjdt_665385/zyjh_665391/t1277467.shtml>
http://www.fmprc.gov.cn/mfa_eng/wjdt_665385/zyjh_665391/t1277467.shtml>

CHAPTER 6

Innovation and Research

Key questions:

o What ave the aveas in which closer cooperation between the EU and China might

be beneficial, and why?

o What political obstacles stand in the way of such cooperation, and ave they likely

to be overcome?

o Isthe “mixed” EU competence for innovation and research a handicap in deal-

ing with China?

China and the EU are both economies in transition, restructuring and
investing heavily in the knowledge and innovation needed to make them
more productive, knowledge-intensive, and sustainable. On the surface,
they have many common interests and compatible talents which would
argue for closer cooperation between them, but, as this chapter will show,
they are not as well matched as might appear at first sight, and there are
persistent obstacles to such cooperation. This chapter aims to analyse
each side’s capabilities and attitudes towards cooperation in research and
innovation.

China is already an important research partner for the EU, consid-
ered to be the third most significant participant in external cooperation
programmes, after the USA and the Russian Federation.! This partner-
ship has been developed through formal agreements, policy dialogues,
and project collaboration since first bilateral links under the 1998 EU-
China Scientific and Technical Cooperation Agreement. Both econo-
mies recognise the importance of improving their research outputs and
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investing in innovation-led technology as key factors in maintaining future
industrial competitiveness. In this context, the EU has long recognised
the contribution that international participation in the European Research
Area (ERA) can bring as a way of enhancing competences through coop-
erative research beyond the borders of any one Member State. Chinese
visibility in collaborative projects with the EU is noticeable in sectors that
converge with its own strategic research objectives, such as agriculture,
biotechnology, urbanisation and clean energy sectors.?

Whilst the Chinese have clear intentions to compete at the very highest
level, their performance to date has been mixed. High levels of funding
and the large number of human resources mobilised in R&D sectors are
necessary but insufficient conditions for China to achieve an economic
transformation. China’s significant advance in international comparisons
of R&D intensity (gross expenditure on R&D as a percentage of GDP),
where its ranking has steadily risen over the last decade, has provided some
commentators with headlines that describe the inevitability of Chinese
dominance, but this chapter argues that the reality is much more nuanced.?
China has enjoyed competitive success in areas of incremental innovation
in manufacturing and logistics markets, but is relatively weak compared
to advanced economies in basic research, managing knowledge flows, and
sustaining the commercialisation of ground-breaking ideas—what might
be termed disruptive innovation*—when brought to the market, all of
which could combine well with the Europe’s greater capacities in these
areas. For example, according to assessments by the OECD in 2015, the
EU and the USA dominated invention patenting for recently discovered
disruptive technologies within quantum computing and health-related
technology sectors when compared to China, although the Chinese have
gained some ground since 2007.°

This chapter will examine these contrasting yet complementary abilities
in China and the EU, exploring areas of synergy and collaboration that
have been prioritised by both sides. Whilst recognising achievements at the
level of some individual projects, such progress will be assessed against the
apparent failure to realise more extensive structural cooperation because
continuing political obstacles on both the European and Chinese sides and
a lack of mutual trust are preventing deeper bilateral engagement.®

For the EU, policy fragmentation remains a problem, as research and
innovation policy struggles for pan-European coherence as a mixed com-
petence. Member States often operate with zero-sum mentalities regard-
ing engagement with China, whilst at the same time, the Commission’s
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DGs seek EU-level agreement on broad cooperation priorities. For China,
policy shortcomings continue to blight incentives for international cooper-
ation, such as weaknesses in intellectual property protection enforcement,
opaqueness in the legal protection of trade secrets (especially significant
for innovation-driven enterprises), continuing preferential Chinese gov-
ernment procurement in favour of domestic Chinese firms, and compul-
sory technology transfer in a number of knowledge-driven investment
sectors.”

THE Poricy FRAMEWORK FOR EU-CHINA COOPERATION

Collabovative Policy Initiatives

The EU’s overarching technology strategy is based on promoting the prin-
ciples of open innovation in contrast to other, more traditional types of closed
approaches. Open innovation implies that research and innovation success
is no longer achievable within the confines of a single organisation, research
group, policy body, or country but instead needs to be fostered between
enterprises and institutions at an international level. It depends on creat-
ing what is effectively a distributive model for the nurturing, creation, and
practical application of new ideas, in which “purposive inflows and out-
flows of knowledge” cross company and national boundaries.® Within the
EU, the principles behind these goals are jointly managed by the European
Commission and the Open Innovation Strategy and Policy Group (OISPG),
which feeds strategic thinking into EU policy formation. One of the impor-
tant aims of OISPG is to allow the EU to exploit and sustain its innovative
advantage in knowledge-rich sectors where policy fragmentation, coupled
to a lack of coordination, has arguably been weakening its capabilities. This
objective has become more important as emerging economies such as China
seck to move up the production value-chain.’

EU research cooperation with China is based on the 1998 Scientific
and Technical Cooperation Agreement, under joint responsibility of
the European Commission’s DG Research and Innovation (DG RTD)
in Brussels and China’s Ministry of Science and Technology (MOST) in
Beijing. This agreement has enjoyed heightened visibility at Summit level
in recent years because of the importance attached to innovation by both
sides, with political support helping to spur the creation of a Science and
Technology Partnership (STP) in 2009 to promote common priority areas,
followed by an administrative arrangement in 2010 that enabled each side
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to accelerate research projects in areas of common interest.!® However,
the Partnership’s principles were built on a rather low base point of col-
laboration—for example, one analysis argued that in the decade before
2009, there were “almost no cases where EU participants were involved
in Chinese funding programmes.”!!

Chinese participation within the EU’s last Research Framework
Programme (FP7), which ran until the end of 2013, was intended to rein-
force progress and included a range of technical areas, the top three sectors
being healthcare (19 % of the total), environment (16 %), and ICT (12 %).
Activities covered 274 collaborative research projects and included a total
contribution from the EU of €35.2 million.'> FP7’s rationale was to focus on
facilitating research outcomes, in contrast to many other foreign sources of
funding for the Chinese that typically prioritised capacity-building, reflecting
the fact that China’s research infrastructure had already received significant
domestic stimulus. This emphasis may explain the high level of involvement
of Chinese participants under the Programme. Moreover, nearly three-
quarters of the Chinese participants in EU framework programme projects
were new partner entities, indicating a rising trend in fostering productive
networking as part of a broader trust-building process. This kind of engage-
ment by the EU is seen from the Chinese perspective as markedly different
to that of the USA, whose concerns about the security aspects of innovative
research and development work inhibit collaboration and mutual invest-
ment even in the context of purely commercial endeavours.!?

One example of two-way teamwork with Europe has been the
OpenChina-ICT project, giving researchers on both sides tools to cre-
ate collaborative ventures in information and communications technol-
ogy. Led by the German research provider Fraunhofer in partnership with
both European and Chinese organisations, this initiative concluded in
December 2013 with a plan for future action to enhance bilateral commu-
nications, improve researcher and student exchanges, and provide better
research support for industry in both economies.!* In order to counter
claims that such initiatives often offer little more than laudatory objec-
tives without tangible results, the CHOICE project established in January
2014 as a two-year follow-on from the OpenChina initiative argues that
it has delivered concrete collaboration agreements in high-value sectors of
priority interest to both European and Chinese enterprises, such as in the
design of multimodal software systems for the medical services sector.!®

China is seen as a key target for further cooperation under the Horizon
2020 programme, which has replaced the former Framework Programme.
Whilst EU research and innovation funding is no longer automatic for the
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BRIC economies, Chinese involvement is expected to continue at a rela-
tively high level due to the fact that much of Chinese R&D is already well-
funded. In the view of one senior Commission official, these budgetary
changes are not intended to exclude prospective partners; they merely rec-
ognise the new economic strength of many emerging countries, including
China. FP7-funded projects such as Dragon Star will also continue to offer
practical help to Chinese organisations and individuals wishing to partici-
pate in Horizon 2020 initiatives whilst enabling European researchers and
enterprises to engage more actively in collaboration. Chinese partners can
bring both specialised expertise and access to local data and field research
beyond Europe, for example, in niche areas such as biomaterials.! Small-
scale but useful initiatives to realise this potential include online calls to
increase Chinese participation in peer reviews of project assessments and
a Travel Grant Scheme to enable European specialists to identify a poten-
tial Chinese partner first-hand through participation in events such as the
Technology Cooperation Fair in Chengdu.!”

Similar initiatives have been evolving in the context of fostering closer
bilateral cooperation in innovation. In 2012, the two sides announced
the formation of the EU-China Innovation Cooperation Dialogue (ICD)
which held its first meeting in November 2013 in Beijing.'® The ICD builds
on the principle that the economies of both China and the EU each need to
sustain future competitiveness through promoting increased levels of inno-
vation and that this can be achieved only by nurturing success on the foun-
dations of an effective research and development platform. In this objective,
prioritising knowledge creation is of vital concern to both sides.

Cooperating on Common Concerns

Common concerns in research, development, and innovation overlap not
only in domestic sectors such as food security and biotechnology but also
in others that address emerging global challenges, such as sustainability
in urbanisation, energy efficiency, and environmental protection. These
priorities help to explain the cooperation projects that have dominated
the first years of the Horizon 2020 strategy. Three examples drawn from
across this spectrum stand out in particular:

(a) Food, agriculturve, and biotechnology

The European Commission has agreed on a Letter of Intent with the
Chinese Academy of Agricultural Sciences in order to promote research
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cooperation in specific areas such as inland water research, bio-economy,
and food security.?’ Coupled to these primary areas of concern are themes
such as crop development, animal welfare policy, and livestock breeding
systems. Each represents an issue of political and public concern in both
economies, but there continue to be significant challenges in managing
differences in policy and technical understanding.

For example, in animal welfare, recent research has shown that a num-
ber of problems in China may stem from mismatches between genetic and
environmental conditions, leading to some breeds enduring sub-optimal
rearing. Jointly developed solutions will take time to emerge and embed
and will to take account of both international scientific best practice and
local cultural sensitivities.*!

(b) Sustainable urbanisation

The idea of linking economic development with sustainable urbanisa-
tion is a broad policy objective for the EU that includes a number of dif-
ferent research topics within the Horizon 2020 framework. One of these
is the Smart Cities programme.??> What is being proposed here is active
Commission participation with involvement of experts from both Member
States and China with the intention to move beyond hosting joint work-
shops to achieving practical project outcomes on the ground.?

An initial scoping project—called UrbaChina—was successfully com-
pleted in 2015 after a four-year effort to pinpoint key problem issues and
target priority urban areas. The outcomes from this phase were four principal
themes to take forward: patterns of urbanisation in China caused by shifts
towards a services-led economy, territorial expansion pathways for Chinese
urban housing, the provision of transport infrastructure and social welfare to
support expansion trends, and the development of planning cycles to deliver
public spaces and sustainable urban communities. These were anchored on
specific case studies from Shanghai, Chongqing, Kunming, and Huangshan,
which were together seen as cities that captured the breadth of different
conditions of China’s contemporary urbanisation challenges.?*

(c) Advanced telecommunications network infrastructure

China’s achievement in ICT is now recognised as having moved beyond
an assembly hub role, although technological leadership at an internation-
ally competitive level is limited to a small number of major firms, such as
ZTE and Huawei.
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The role that individual companies play in fostering closer bilateral rela-
tions and in building trust has been noted at the political level. For exam-
ple, in a speech to European businesses in early 2014, Yang Yanyi, China’s
ambassador to the EU, made clear that, in Chinese eyes, Huawei “plays an
important role in the development of China—EU relations” through its pro-
curement spend of nearly €3 billion in Europe during 2013.2° The EU has
also recognised that Chinese research on network technologies and human-
computer interactions for the next generation of internet technologies is
valuable for both sides and that the EU could greatly benefit from effective
cooperation with Chinese laboratories in this field.?®

The next steps for these flagship initiatives will be to target specific
research projects for funding to take forward each theme.

Despite positive progress in these areas, there remain two important
considerations. First, how will the success of these projects actually be
measured, at least from a European perspective? Second, will such mea-
surements be able to reliably show whether the EU-China cooperation
dialogue has been effective in facilitating success? European Commission
officials acknowledge that both questions will need to be addressed, but
for now, the message is that future evaluation will also need to take into
account political as well as business criteria for success.?” For example, one
interviewee questioned during research for this book did admit that the—
albeit still quite new—ICD with the Chinese had thus far been largely
“empty of substance,” but that it did offer a platform to bring together
high-level Chinese and European decision-makers to publicly reaffirm
their intentions.*®

In order to achieve its political objectives with China in this policy area,
the EU is dependent on securing reliable partnerships built on complemen-
tarities with potential Chinese firms. This can still be problematic despite
progress with specific projects. China’s research and innovation strategy,
notwithstanding repeated declarations from the Chinese side in favour of
deepening collaboration, has been strongly criticised for focusing more on
developing national innovation capacity to achieve technology leadership
than on fostering genuine collaboration to achieve international break-
throughs. Whilst such a nationalist edge to R&D policy may be under-
standable from a re-emerging economic power seeking to leapfrog rivals,
it is widely acknowledged that such narrow scoping of scientific support
is at best detrimental and at worst obstructive to achieving China’s policy
goals.?®

However, there are signs that some headway is being made in this
respect. In late 2015, the European Commission highlighted “substantial
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progress” made on the development of reciprocal access to funds under
the EU-China Co-Funding Mechanism which can act as a spur to con-
solidating bilateral cooperation.’® The announcement that MOST had
agreed to provide an annual allocation of RMB200 million to support
China-based entities “participating in joint projects with European part-
ners under Horizon 2020” has been seen as highly significant. To the
extent that in future this develops into encouragement of the participa-
tion of EU partners in China’s research programmes, as well as Chinese
partners’ participation in the EU’s research programme, this could help to
belief the nationalist tone of China’s earlier engagement pattern and allay
concerns about a lack of reciprocity on the Chinese side in implementing
the principles of numerous bilateral cooperation agreements.’! The EU,
for its part, will provide €100 million each year as part of its commitment
to sustaining future cooperation.*

A collaborative approach that could enhance China’s domestic capa-
bilities in knowledge-rich industries would certainly be in China’s inter-
ests. The pursuit of increased levels of innovation and the improvement
of the quality of scientific output across the Chinese economy is now a
strategic priority for China, which may help to explain the more recent
emphasis on enhancing cooperation with the EU.3? Leadership in science
and technology that produce high-value knowledge-intensive products
for domestic and international consumption is essential for the future
success of China’s economic development, as it seeks to rebalance the
structure of its economy to a more viable growth model, moving away
from a reliance on low-wage labour arbitrage towards middle-income
sustainability. Too great a dependence on overseas intellectual property
in China’s export-led industries has emphasised low value-added assem-
bly on items made in China at the expense of moving to products that
are made by Chinn.3*

CHINESE AND EUROPEAN INNOVATION CAPABILITIES
IN COMPARATIVE PERSPECTIVE

The Chinese government has long been aware of the country’s current
weaknesses. In 2006, the State Council initiated a major overhaul of tech-
nology policy with a view to facilitating China’s evolution into a major
research and scientific power of the future. The Medium and Long-term
Science and Technology Policy 2006-2020 (hereinafter S&T Policy) was
the result. It outlined substantial changes that had to take place in order for
China to realise its ambitions. In political terms, sustainable development
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is another component of the performance legitimacy of the CCP and is
therefore as essential for regime security as it is for economic prosperity.?®
China has achieved many of the benchmarks laid down in its S&T pol-
icy but has yet to make substantive breakthroughs in disruptive, industry-
shaping, outputs. Substantially increased funding for domestic research
and development projects, the construction of advanced, well-equipped
science parks, and the training of a growing number of commercially
minded specialists were the key objectives of this plan, with a view to
creating a national innovation system that could feed into strategic eco-
nomic goals.*® Nevertheless, evidence from international analyses confirms
that China has not yet become a leader in knowledge-rich industries. It
remains a follower, albeit one with great potential.’” These realities help
to show why cooperation with the EU has become important for China.

China’s Investment in R&D Inputs

China has been investing heavily in science and technology in order to
promote innovation at the domestic level. This has led to impressive year-
on-year increases in spending, both in absolute terms and in relation to
GDP. The level of national gross expenditure on research and development
(referred to as R&D intensity) shown in Fig. 6.1 illustrates that China is
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Fig. 6.1 R&D intensity: gross expenditure on research and development
(GERD) for selected economies as percentage of GDP. Sowrce: Based on data
from OECD Main Science and Technology Indicators (MSTI) database, July
2015. See http://www.oecd.org/science/inno/msti.htm, accessed 30
November 2015
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now among the world’s top spenders on research in relative terms, surpass-
ing the EU and approaching the OECD average for 2013.

A comparison with selected national economies shows that China has
now surpassed a number of leading EU Member States in its R&D inten-
sity, including leading innovative countries such as the UK, although it is
still some way from challenging the position of Germany and Finland (see
Fig. 6.2). China’s S&T Policy aims to reach a GERD of 2.5 % of GDP by
2020; on current estimates, this seems quite achievable.®®

In terms of total spending, one research organisation has estimated
that China will match America in gross expenditure by 2022, when both
economies are expected to invest around US$600 billion on research
and development as a spur to innovation.* China’s expenditure is domi-
nated by enterprises rather than government, although numerous public
research institutes were converted to enterprises in the early years of the
twenty-first century, and some of these retain strong connections with
public authorities.*® This privatisation of China’s economic and human
capital was designed to commit it to market-led research priorities but
may also have had an adverse effect on China’s capacity to develop fun-
damental research capacities, as many of these newly privatised institutes
have concentrated on lower-level outputs that could be commercialised
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Fig. 6.2 R&D intensity 2001-2013—Comparative trends of selected econo-
mies. Sowrce: Based on data from OECD MSTI database, July 2015. See
http: / /www.oecd.org/science /inno /msti.htm, accessed 30 November 2015
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quickly.*! This may be a further explanation of the country’s current bias
towards incremental innovation as opposed to blue-sky thinking.

Comparative international figures on R&D intensity should therefore
not be considered in isolation. Overall, the Chinese research landscape
contrasts with that of both the USA and Europe as still being “highly
centralised, tightly organised and controlled by the central government in
Beijing.”*? Despite decades of economic reform, many industrial sectors
continue to be dominated by large SOEs with ready access to capital and
political support. Under such conditions, it can often be very difficult for
smaller and potentially more entrepreneurially dynamic firms to obtain
finance and bring ideas to market due to the top-down decision-making
hierarchies that are prevalent across China’s funding bodies.*?

Assessing the Quality of China’s Innovative Outputs

Innovation capabilities are usually measured against a broad range of indi-
cators, including levels of patenting activity, the production of internation-
ally regarded journal articles, the extent of international collaboration, and
the number of research specialists as a proportion of overall employment.
Care needs to be taken when evaluating the quality and value of outputs
from China’s significant levels of R&D expenditure.

There has been spectacular growth over recent years in Chinese patent-
ing activity through Beijing’s State Intellectual Property Office (SIPO)
(see Fig. 6.3). Figures published by the WIPO show that since 2011,
when SIPO first overtook the USA and Japan in terms of the number of
patent applications received, China has consolidated its position as the
world’s leading patenting country.** Similar trends are observable from
data analysing country of origin for these applications, with 85 % of
SIPO’s applicants being from Chinese residents—the highest of any office
worldwide in 2013.%

The relatively modest showing of the European Patent Office (EPO)
during these years may be explained by the absence of a European Patent
(known formally as the “European Patent with Unitary Effect”). This
measure was passed into law in 2013 and will create a unitary patent for
the EU, but it will only come into force once ratified by 13 Member
States, which must include France, Germany, and the UK. As at the end of
2015, this requirement had been only partially achieved, with eight ratifi-
cations confirmed including France but not yet Germany or the UK. The
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Fig. 6.3 Growth in China’s patent application filings from 2004 to 2013. Source:
Based on data from WIPO statistics database, http://www.wipo.int/ipstats/en/
statistics/patents, accessed 30 November 2015

absence of a unitary patent across the EU continues to make patenting
decisions for innovating enterprises across Europe less than straightfor-
ward, particularly when compared to procedures in the USA and China.*®

There has been much debate about the significance of China’s remark-
able growth in patent applications. Some analysts have pointed to politi-
cal pressure from regional academies or provincial governments, as well
as national agencies, to promote patent activism across China. Financial
incentives have been offered to researchers who create patentable ideas, to
companies that file patents, and to patent evaluation officials who grant
patents.*” These potential distortions suggest that in China not all patents
may be associated with high quality. It is therefore necessary to assess
Chinese innovation capabilities with a more nuanced analysis than simply
numbers of patent filings. One alternative approach is to identify how
many of these domestic patents have also been assessed and registered in
international filing systems.

Typically, such international assessments are carried out either through
treaty mechanisms such as the Patent Cooperation Treaty (PCT), man-
aged globally by the WIPO, or through combined direct filings in the
world’s three major patent offices—the United States (USPTO), the
EPO, and the Japan Patent Office (JPO)—which together are known
as the triadic patent family. International filing of a patent is more time
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consuming than that carried out locally and, for Chinese enterprises in
particular, is also likely to involve greater costs and a much more rigorous
assessment of the worth of an invention than the one typically expected
at China’s SIPO. It is reasonable to assume that only the most important
invention patents from a given economy will use these filing processes
and that, as a result, usage statistics are a valuable proxy for assessing
the comparative technological sophistication of businesses in different
economies.*®

China as a country of origin for international PCT filings and triadic
patent family filings shows a much more mixed level of performance (see
Table 6.1 for PCT filings and Table 6.3 for triadic filings).

Chinese firms have, over recent years, shown a rapidly growing inter-
est in international patent filings through the PCT, although a number
of EU Member States continue to be significant participants. However,
whilst China has clearly increased its use of international patent filings
quantitatively, qualitative weaknesses persist compared to the country’s
competitors.

Data published by the WIPO in 2015 indicated that, whilst the Chinese
are by far the most active middle-income economy using national phase
filing facilitation of the PCT, on average, national phase entries (NPE)

Table 6.1 Number of PCT international filings by country of origin—Top ten

Country of Year
origin

2008 2009 2010 2011 2012 2013 2014
USA 51,668 45,658 45,090 49210 51,859 57441 61,492
Japan 28,763 29,810 32216 38,864 43,523 43,771 42 459
China 6119 7896 12,300 16,398 18,620 21,514 25,539
Germany 18,857 16,793 17,559 18,847 18,750 17913 18,008
Republic of 7902 8040 9604 10,357 11,787 12,381 13,151
Korea
France 7076 7218 7231 7406 7802 7905 8319
UK 5479 5039 4892 4875 4917 4847 5282
Switzerland 4361 4420 4011 3511 4077 4188 4218
Netherlands 3778 3677 3761 4045 4222 4372 4115
Sweden 4135 3567 3303 3476 3600 3946 3925

Source: Based on data from WIPO statistics database, http://www.wipo.int/ipstats/en/statistics
patents, accessed 30 November 2015. See also PCT Yearly Review 2015 (Geneva: World Intellectual
Property Organisation), pp. 36-37
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n China’s PCT filings list only one foreign economy, typically either the
USPTO or the EPO (NPE is defined here as the offices apart from SIPO
in which the patent is also intended to be filed). The same figures for the
EU’s most innovative Member States range from an average of 3.4 offices
in German PCT filings, 3.3 in Swedish, 3.9 for the UK, to 4.3 for the
Netherlands. The most popular five destination offices for leading EU users
of the PCT are the USPTO, the EPO, SIPO, the JPO, and the patent office
of the Republic of Korea. This implies that whilst China’s international
outreach is expanding, the intention of Chinese resident corporations to
patent overseas may be less marked than for many European firms.*

China’s patents filed through the PCT have also tended to be focused
on a narrower range of industrial sectors and technology fields and have
originated from a much smaller number of firms when compared with
those from the USA, Japan, and the EU. The research data for China in
2015 showed a very heavy concentration in the field of digital commu-
nications, whilst Germany’s entries were spread over areas such as elec-
trical machinery, energy technology, medical instruments, engineering,
and transport technology.®® Having said that, China’s Huawei did file the
highest number of applications of all firms in 2014 and two of the top ten
applicants were Chinese firms (see Table 6.2), an impressive achievement.
The top 50 firms with the most prolific use of the PCT are, however,
dominated by those of American, European, and Japanese origin.®!

In terms of triadic patent filing, latest figures from the OECD show
that in 2013, just over 54,000 triadic patent family applications were filed.

Table 6.2 Triadic patent families—Number filed by selected economy by prior-
ity year™

Country/region Year 2013 share

2008 2009 2010 2011 2012 2013

OECD 48,699 48,029 47,362 48,945 49661 50,604  93.6%
Japan 15,723 15,326 16,042 16423 16220 15970 29.5%
USA 13,852 13,553 12,823 13254 13,819 14,606 27.0%
EU 14,728 14451 13,558 14,067 14,111 14,162 262 %
Germany 5472 5560 5352 5396 5440 5465  10.1%
China 824 1295 1417 1542 1657 1785 3.3%

Source: Based on data from OECD Main Science and Technology Indicators: Volume 2015 /1, pp. 82 and
83, updated August 2015 (OPCD Publlshmg) See also OECD Data: Triadic patent families:
d0i:10.1787 /6a8d10f4-en, d cd.

December 2015

d/triadic-patent-families.htm,  accessed 16
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Chinese companies gained ground over recent years compared to their
international competitors, more than doubling the number of filings since
2008 (see Table 6.3). Yet, even after years of investment through the
country’s S&T policy, China remains well outside the top five economies
in using triadic patents. This is consistent with the broader analysis of
China’s competitive landscape conducted annually by the World Economic
Forum (WEF), in which China’s standing in providing key enablers for
innovation falls well short of some EU Member States.

These statistical indicators tend to give credibility to themes that are
brought up in dialogue at the political level between the EU and China
in respect to their future economic development. The EU, for example,
has been critical of practices that may inhibit Chinese innovation as well
as economic cooperation with European firms, such as the absence of
reliable rule-of-law principles in domestic market regulation and a lack
of access to free-flowing information portals because of China’s internet
controls that appear to have tightened in recent years. Achieving success-
ful collaboration with EU partners is important for China but so is an
effective institutional and legal environment in which such collaboration
can flourish.

In terms of institutional capacity, technological readiness, and innova-
tion support—arguably three of the most important indicators of an effec-
tive research framework—China is found by the WEF to be a follower

Table 6.3 Top ten PCT enterprise applicants, international phase, ordered by
2014 data

Rank  Applicant Origin 2014 PCT  Change from
applications 2013
1 Huawei Technologies China 3442 1332
2 Qualcomm USA 2409 351
3 ZTE Corporation China 2179 -130
4 Panasonic Japan 1682 -1157
5 Mitsubishi Electric Corporation  Japan 1593 280
6 Intel Corporation USA 1539 -332
7 Telefonaktiebolaget LM Ericsson Sweden 1512 44
8 Microsoft Corporation USA 1460 652
9 Siemens Germany 1399 51
10 Koninklijke Philips Electronics ~ Netherlands 1391 -32

Source: Based on data from WIPO PCT Review 2015 (Geneva: World Intellectual Property Organisation),
p. 44
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rather than a leader (see Table 6.4).5 The OECD confirms these findings,
showing China well below OECD average levels of performance for entre-
preneurship, business innovation, and the provision of an effective scientific
base. Chinese capacity for managing knowledge flows and achieving high
levels of commercialisation of ideas through international co-patenting
and international co-authorship is also considered to be weak.>*

The areas of weakness for China are precisely the areas in which the
WEF’s latest report shows strengths in Europe, especially in Germany,
Finland, and the UK, suggesting that collaborative opportunities for syn-
ergy with China could be wide-ranging if enterprise-level contacts could
be initiated and sustained.*® It is also instructive to dig a little deeper into
the detailed analyses of the competitiveness report, as it makes for sober-
ing reading from a Chinese perspective. China’s transition from an econ-
omy that is efficiency-driven into one that is innovation-driven has not yet
taken place. Whilst acknowledging China’s strengths in maintaining a sta-
ble macroeconomic environment and the potential to harness a substantial
domestic consumer market, detailed metrics show serious shortcomings
in China’s capacity for innovation in the generation of new ideas and the
cultivation of what the report terms an “ideas ecosystem,” weaknesses in

Table 6.4 International competiveness in selected pillars for China compared
with selected EU Member States, the USA, and other European economies with
overall ranking in the top 20 of 140

Pillar country Overall  Institutions Higher Technological Innovation
ranking education readiness
& training
Switzerland 1 7 4 2 1
USA 3 28 6 17 4
Germany 4 20 17 12 6
Netherlands 5 10 3 10 8
Finland 8 1 2 13 2
Sweden 9 11 12 4 7
UK 10 14 18 3 12
Norway 11 5 7 7 13
Denmark 12 15 9 9 10
Belgium 19 22 5 14 16
Luxembourg 20 6 40 1 15
China 28 51 68 74 31

Source: Based on data from the WEF’s Global Competitiveness Index in the World Competitiveness
Report 2015-2016 (Geneva: WEF, September 2015), pp. 15-21
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the ability to nurture talent through the national education system, and
continuing problems in promoting firm-level technology absorption, well
below the capabilities of leading EU economies. This inhibits the coun-
try’s innovation-led growth strategies.>¢

China also exhibits weaknesses in fostering international collaboration in
the generation of research outputs. Assessments show pronounced leadership
by EU Member States, alongside the USA, in both internationally high-qual-
ity publications and cross-border collaborations involving authors affiliated
to different institutions (see Fig. 6.4), although the latter performance of EU
Member States is enhanced by their purely intra-EU cooperation.

In terms of quantity of researchers, China presents some contradictions.
In absolute numerical terms, the number of researchers in the People’s
Republic has been growing steadily since 2001 and accounts for most
of the increase for Asia as a whole.’” However, absolute numbers are not
the whole picture. As a percentage of full-time employed, the country’s
research specialists form a relatively small group within China’s working
population compared, say, to some EU Member States, and these num-
bers indicate the gap that still remains between China and the EU average
level in regard to the depth of research expertise, which in turn affects
innovation capacity in China.®

These various assessments serve to underline three related points.
First, whilst China is approaching world leadership in terms of state-led
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Fig. 6.4 Collaborative outputs from the USA, selected EU Member States,
China, and significant others as a percentage of published scientific publica-
tions—2003-2011. Source: Based on data from OECD Science, Technology
and Industry Scoreboard, October 2013, p. 135 (OECD Publishing). Sec
also StatLink data at http://dx.doi.org/10.1787 /888932891606
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investment and absolute R&D intensity, such purely quantitative leader-
ship needs to be supplemented by other innovation drivers. These include
policy support to improve the flow of finance to smaller entrepreneurial
firms and promote the diffusion of ideas as part of encouraging a stronger
innovation capacity in the economy, which are two areas where China’s
performance falls well behind that of more developed economies.

Second, there can be cause for optimism within the EU about the
extent to which European firms and high technology centres continue to
enjoy international recognition of excellence, and where EU capabilities
far exceed anything offered by China. Whilst this should not be a cause for
inaction, it does reflect a more nuanced picture of China’s weaknesses and
Europe’s strengths, and acts as a rationale for further bilateral cooperation.

Finally, the areas in which China is seeking to improve its own innova-
tion performance match the EU’s strengths, which should provide ample
opportunity for collaboration and synergy.

PorrricaL OBSTACLES TO ACHIEVING (GREATER
COOPERATION

Given the potential for mutually successful collaboration in research and
innovation between the EU and China, why is collaboration not yet more
advanced? This section will examine the factors on both sides that con-
tinue to inhibit trust and partnership.

China’s Legal Framework

The WEF’s Competitiveness Report (2015) highlighted China’s relatively
low performance for national institutions and business sophistication.
In respect to innovation, these shortcomings impair the development of
trust-building frameworks that are critical for domestic research activi-
ties to flourish and international collaboration to prosper: adherence to
rule-of-law principles, the support and development of non-state venture
capital funding, the protection of intellectual property, and the encour-
agement of open communications as a generator of innovative thinking.
All of these issues are problematic for China and the country’s inability
to resolve them stands in the way of its evolution as an innovating power.

Implementing the rule of law is more than a key component of the
EU’s values-led dialogue with its international partners; it is also seen by
many as an essential prerequisite for a properly functioning market econ-
omy. The President of the Asian Development Bank (ADB) has made the
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point unequivocally that “the Rule of Law is essential to the economic
development of our region,” underlining that the government needed to
be both transparent and accountable for its actions and to offer a legal
framework to which all entities, including the government, must abide
as the “fundamental building block of market economies.”® China does
not yet live up to this definition. Whilst the Party leadership has given
some attention to the rule of law, most recently at the Fourth Plenum
of the CCP in October 2014, there has been no sign of progress on the
fundamental issue, the prevalence in government decision-making of legal
instrumentalism, or “rule by law,” whereby the law is effectively subservi-
ent to the interests of the Party-state.%

Many of the solutions to China’s economic challenges—whether
improving the efficiency and legal compliance of SOEs, controlling pol-
lution, encouraging more balanced, consumer-led economic growth,
or eliminating the waste of corruption—are dependent on a stronger
commitment to rule-of-law principles.! Senior decision-makers in the EU
would add that China’s defensive attitude towards knowledge sharing,
along with continuing question marks over the legal protection of trade
secrets and enforcement of intellectual property rights, are key weaknesses
that inhibit meaningful collaboration and trust-building between individ-
uals and companies from different cultures.®?

The 2012 World Bank report on China 2030 echoes these sentiments,
whilst acknowledging the progress that has been made by China in penetrat-
ing global markets in a number of highly visible sectors. The Bank highlights
the hesitancy that can characterise Western corporations when senior man-
agers cannot trust prospective Chinese partners to protect their intellectual
property and when pressure to transfer commercially valuable technology to
China is seen more as a demand of the Chinese Party-state to support the
indigenous sector than a sound commercial move. The Bank maintains that
“[i]nnovation policies need to establish greater trust between the government
and foreign investors and stronger institutions that validate and operational-
ize the mutuality of interests.”%® China’s innovation capacities may be con-
strained unless these shortcomings are seen to be overcome, whatever priority
China and the EU place on achieving higher levels of mutual cooperation.

The legal system is not the only institutional obstacle to Chinese inno-
vation. Access to funding for domestic Chinese firms has been a long-
running issue. Major SOEs control the banking sector and dominate access
to lending to an extent that stifles SME development in the absence of an
effective private venture capital market. The Third Plenum conclusions also
recognised that a number of high-value innovation-led sectors—such as



140 J. FARNELL AND P.I. CROOKES

telecommunications and civil aviation—needed to become more open to
domestic (if not foreign) competition, but left open the question of how
such a competitive environment could be created.®* Plans were announced
in September 2015 to move ahead with mixed ownership models in SOE-
dominated sectors, but the pace of such change remains unclear, and the
degree to which these reforms could lead to a genuine dilution of SOE
power that would motivate increased private sector activism in these sec-
tors continues to be a matter of debate.®® Without a more determined and
detailed response from China’s leadership to address some of these failings,
it is difficult to map out where and how European collaboration could
begin to foster higher levels of innovation and invention in China.

The EU’s Capacity to Act as a Partner

Not all the problems in this area begin and end with the Chinese. The
way in which innovation and research policy is handled within the EU
adds complexity and multiplies the difficulties. Two particular aspects
stand out—contradictory policies within different parts of the EU institu-
tions, on the one hand, and competing Member State initiatives that may
undermine Union-level negotiations on the other. Both issues illustrate
the problems facing the EU in formulating a coherent policy response to
China, although recent initiatives to ensure more effective communication
between different European stakeholders may improve matters.

The Key Enabling Technologies (KETs) initiative is an example of ambi-
guity in EU objectives. It has high visibility in the EU. Premised on the
need to foster greater levels of investment and achievement in competitive
technologies within Europe’s dwindling manufacturing base in apparel
and technology hardware, proponents of the policy support a major shift
towards directly competing with countries such as China in incremen-
tal innovation and generating commercial outputs from experimental
research. This would include a reduction of financial support for Europe’s
current strengths in basic research, in what the proponents describe as
“unbalanced European public investment.”% Such moves may reflect gen-
uine needs in manufacturing areas whose market share and global com-
petitive position have been challenged by re-emerging economies such
as China, but care is needed not to undermine the EU’s comparative
advantage over China in basic research capabilities and blue-sky innovative
thinking.%” The opportunities for collaboration with China outlined else-
where in this chapter hinge on finding complementarity of competences
rather than encouraging competition. The fact that the EU-China ICD
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may be evolving in one direction and the KET’s strategy in another would
appear to call for more effective strategic coordination to ensure that the
EU’s current advantages and opportunities are not squandered.®®
Inconsistent policy at the EU level is not the only problem. In its politi-
cal relationship with the EU, China has been adept in achieving its goals
through carefully working at both Union and Member State levels in order
to achieve maximum leverage. The solar panels case in 2013 was an example
of China using leading Member States to push Union decisions towards an
outcome that was more in its interests (and those of one or two Member
States) rather than the Union’s as a whole. Innovation and research cooper-
ation, which are an issue of mixed competence under EU law, overlap with
trade and investment policy, which are a matter of exclusive EU compe-
tence. It will be important that the Member States ensure that their national
research and innovation strategies are at least coordinated with Union
objectives to prevent China using the variable geometry of the EU’s politi-
cal structure to further its advantages over European interests. Recent analy-
sis by the European Commission has tended to confirm that the EU is still
searching for an effective policy mix—at national level, between Member
States, and between Member States and Union level. This has profound
implications not only for the Union’s external policy towards China but also
for its capacity to take strategic decisions about its own industrial future.®’
The EU therefore faces a number of challenges in trying to realise its
own potential in S&T Policy. The lack of effective coordination between
Member States and the Union over innovation policy is exacerbated
with respect to relations with China as individual states see themselves
as competing to attract much-valued Chinese inward investment. China
has become increasingly adept at recognising and exploiting differences in
policy priorities and implementation strategies between Member States—
and sometimes even between different departments within the European
Commission itself (the KET report is an exemplar of this problem).
Creating a coherent policy framework at the EU level for engagement
with China in this area is seen by EU policymakers as being just as impor-
tant as deciding which sectors to include as part of the proposed coopera-
tion. The EU executive is simultaneously working on improving internal
communications with and between Member States, on the one hand, and
developing a bilateral dialogue with China on the other.”® Pan-EU col-
laboration at the strategic level is still emerging, with initiatives such as the
ERA, where the Commission has identified willingness to deepen coop-
eration in national research and innovation strategies in only half of the
current Member States. Nevertheless, this is still work in progress, which
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may help to explain why progress in terms of practical enterprise-led coop-
eration projects which illustrate how EU-level initiatives could work has
been relatively modest.”

CONCLUSION

Evidence presented in this chapter shows that despite fundamental differences
in economic structure, China and the EU actually share many of the same
strategic goals in respect to policies nurturing research, development, and
innovation capabilities, whilst each has to learn to co-exist in the same chal-
lenging international environment. Both economies see their future success
as dependent on an ability to capture markets in KETs that can be licensed,
turned into products, and distributed both domestically and internationally.

China is under increasing pressure to rebalance the country’s economy
and make further headway in achieving the policy objectives of its S&T
Policy. Analysis of international metrics for research and innovation offered
in this chapter shows striking differences between the capabilities of China
and the EU, illustrating that in many areas of scientific endeavour, the
Chinese continue to be followers rather than leaders. Complementarities
of skills clearly exist for shared research with China, as European success
in basic and blue-sky invention match China’s capacity for incremental
innovation and the practical application of existing ideas, often specifi-
cally customised to add value in a Chinese environment. For both sides,
therefore, such cooperation would present opportunities for both research
collaboration and outward investment.

Moreover, European economies are generally more positively disposed
towards building closer ties with China. For example, in the UK, there
is clear political will to consider technological collaboration that extends
into such sensitive infrastructures as nuclear power generation and tele-
communications, as evidenced by agreements with the Chinese in 2015.
By comparison, China’s partnership with the USA is often inhibited by
security concerns, geopolitical tensions, and regional rivalry. The EU does
not suffer from these conditions to anything like the same extent and
could offer the prospect of a markedly more open and potentially more
cooperative partner. In a number of areas of mutual interest, there are
genuine possibilities for building on individual project success stories, if
underlying obstacles could be overcome.

However, despite these opportunities, and the recent efforts to set
EU-China research and innovation on a steady course, there is very little
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evidence to indicate that the underlying technological, political, and struc-
tural inhibitors that have been outlined in this chapter can be removed in
the foreseeable future, without which it remains difficult to see how the
potential that does exist can be successfully realised.
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CHAPTER 7

Monetary Affairs

Key questions:
o Are the EU and China becoming international monetary powers?

® Do China and the EU have common interests in the monetary field, and how far
do they cooperate?
o Why is monetary policy part of Chinese economic veform?

o Is China’s full integration into the international monetary system possible with-
out political change?

o How will the growing international role of the RMB affect the euvo and the EU?

“Great powers have great currencies,” said Robert Mundell.! The EU
and China each have international ambitions for their respective currencies
but also major political hurdles to overcome before they can realise them.
This chapter will explore these monetary policy challenges and consider
to what extent their interests and goals in this area, sometimes coinciding,
sometimes directly opposed, affect their broader economic relationship.
The EU and China start from very different positions.

The EU, with an adolescent (15-year-old) single currency, is a partial
power in the monetary field. Despite its inclusion into the SDR, the inter-
national reserve asset managed by the IME, since 2001, and its position
as the second most widely used denominator of international economic
transactions after the US dollar, the euro’s international standing is being
eroded by continuing doubts about the durability of the euro project and
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the Eurozone’s economic policy. The EU also remains a multicurrency
Union: six EU Member States do not yet qualify for use of the euro,
although they have formally undertaken to adopt it, and three others (the
UK, Sweden, and Denmark) are committed to maintaining their mon-
etary independence.

China, on the other hand, has all the powers necessary for an effective
monetary policy but faces handicaps in achieving international recognition
for the RMB. Its monetary system, characterised by a managed exchange
rate and relatively closed financial markets, is fundamentally different from
those of the developed economies, where markets have generally deter-
mined exchange rates since 1971 and restriction of capital movements
is only resorted to in emergencies (such as in Greece during the 2015
“Grexit” crisis). Whilst the IMF decided in November 2015 to integrate
the RMB as a component of the SDR from October 2016, that is only
one step, albeit an important one, in the RMB’s progress towards wider
international recognition and use.

The Chinese leadership has recognised that China will have to change
policy if its currency is to play a bigger role in the international monetary
system. It has liberalised access to the RMB for certain institutional inves-
tors. Further reform, however, would require the Chinese authorities to
accept a less politically driven monetary policy and less control of financial
markets. They would have to be ready to reduce, if not abandon altogether,
control of exchange rates and international capital flows. At the same time,
they would need to reform China’s financial markets, accepting the erosion
of the dominant position of state-controlled banks, dismantling the direct
control of interest rates, and allowing greater competition from non-Chi-
nese banks and other financial service providers. This will be difficult both
technically (effecting radical change in financial markets whilst avoiding
short-term economic instability) and politically (accepting loss of political
control and confronting the vested interests in China opposed to reform).

Given China’s weight in the international economic system, as the world’s
second biggest economy, China’s international partners, including the EU,
have much at stake in this aspect of China’s economic reform. Wider inter-
national use of the RMB will improve the efficiency of financial markets and
contribute to greater stability of the world economy, reducing the risk of
shocks from arbitrary or strategic changes in exchange rates and of distor-
tions resulting from overdependence on a single dominant currency, the US
dollar. Monetary reform will also benefit China, by reinforcing the economic
links between China and the rest of the world through two-way invest-
ment, increasing the efficiency of Chinese financial markets and reducing
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the exchange costs to China of international trade and investment.? Greater
international weight for the RMB could, however, lead to increased volatil-
ity for the euro and reduction of the European influence in the IMF unless
there is more progress on the Eurozone’s economic policy.

This chapter will first review the international standing of the euro and
RMB today and then describe how China and the EU interact on mon-
etary issues. A third section will analyse the progress made in Chinese
monetary and financial market reform and the political difficulties in pro-
ceeding further, as well as the EU’s debate about its own monetary and
economic policies. A concluding section will assess the repercussions of
greater integration of the RMB into the international monetary system for
the world economy, the euro, and the EU.

THE INTERNATIONAL STANDING OF THE EURO
AND THE RMB

The euro is already a global currency, and the RMB has the potential to
become one, although it is currently much less widely used. Key indica-
tors of the international importance of a currency include its use in for-
eign exchange operations and trade-related financial transfers, the value of
internationally tradable financial instruments denominated in the currency,
and its use as a store of value, in particular as a reserve currency by central
banks. The situations of the euro and the RMB are today very different.

Against the first criterion, use of a currency in foreign exchange and
trade-related payments, the US dollar and, to a lesser extent, the euro are
the world’s leading currencies by a long way. The dollar is used in 87 %
of foreign exchange operations, the euro in 33 %.* By contrast, the RMB
represents a very small share of international transfers (1.6 %), even if its
use is growing steadily, particularly in countries that trade extensively with
China; it accounts for more than 10 % of all payments in many of them
(with the notable exception of the USA).* Traditional means of interna-
tional trade finance, such as letters of credit, are mostly denominated in
dollars (80 %), but the RMB overtook the euro as the second most widely
used currency in 2013. A small but fast-growing share of China’s external
trade (about 25 %)° is expressed in RMBs. The currency is made avail-
able to foreign countries for trade purposes within pre-agreed limits under
international currency swap arrangements between the People’s Bank of
China (PBoC), the Chinese central bank, and its foreign counterparts. At
the time of writing, 32 swap agreements have been concluded, including
with the ECB and the central banks of several EU Member States.®
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The situation regarding denomination of internationally traded financial
instruments is similar. US dollar-designated assets account for nearly two-
fifths of the world’s total ($54 trillion) and euro-designated instruments
another fifth ($29 trillion).” RMB-designated instruments are negligible by
comparison, at about $0.25 trillion.® Access to the euro-designated assets
is open, whereas access to RMB-denominated assets is strictly controlled,
notably by the Chinese rules on qualified investors (under the Renminbi
Qualified Foreign Institutional Investor Scheme), which limit participation
to large financial institutions within national quotas fixed by the PBoC.’

The euro has been used as a reserve currency since its first appearance,
although it remains a poor second to the dollar. In 2014, it accounted
for 22 % of world currency reserves, compared to 63 % for the US dollar
(and 5 % for the pound sterling).!® A number of central banks in emerg-
ing economies, including China, have built up substantial euro holdings,
in order to reduce their dependence on the dollar, although BIS rules on
transparency allow central banks to withhold precise information on their
foreign reserves. Chinese restrictions on the convertibility of the RMB
on the capital account mean that that currency is hardly used as a reserve
currency, although the inclusion of the Chinese currency in the IMF SDR
from October 2016 is expected to promote its wider use. Today, 38 cen-
tral banks out of the 188 IMF member countries hold RMB reserves,
amounting to 1 % of global reserves.!!

Despite China’s importance as the world’s second largest national
economy, Chinese regulations have largely prohibited the use of the RMB
outside China for capital transactions, although there has been some lib-
eralisation in the past decade as part of China’s promotion of trade and
outward FDI. Political control of the exchange rate has been an essential
part of the Chinese economic system since the founding of the People’s
Republic, along with regulation of interest rates and a banking sector
dominated by state-owned banks. For most of the three decades since
China’s opening up to the global economy, the RMB has been pegged to
the US dollar, although since 2005, a creeping peg system within narrow
limits for daily fluctuation has applied.!?

The fundamental differences in availability and use between the euro
and RMB have been reflected in the operation and voting rules of the
IME. Under the decisions made by the Fund in 2010, the euro makes up
37 % of the value of the IMF SDR, the international reserve asset made
available to the Fund’s members, compared to 42 % for the US dollar,
11 % for the pound sterling, and 9 % for the Japanese yen.'* The RMB
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has up to now not been included in the composition of the SDR, despite
China’s weight in the world economy, because it has not been considered
to be a “freely usable” currency, given the restrictions on its convertibility.
A further motive for not including the RMB within the SDR has been the
Chinese policy of pegging the RMB exchange rate to that of the dollar,
allowing slow fluctuation over time but resisting any short-term market-
driven changes. Some in the IMF, including the current Managing Director,
Christine Lagarde, had suggested that the shadowing of the dollar by the
RMB meant that inclusion of an RMB component in the SDR would rein-
force rather than attenuate the international influence of the dollar.

As China’s economic weight has grown, however, there has been
increasing concern within the IMF about the political risks of exclu-
sion of the RMB from the SDR, which could fuel resentment in China
at the reluctance of the developed economies to allow that country full
participation in the international monetary system. This is likely to have
been the underlying explanation of the IMF Executive Board decision of
November 2015 to include the RMB within the SDR from October 2016.
The technical justification of this policy change was that China had taken
sufficient measures to ensure the IMF and its central bank members “suffi-
cient access to onshore markets to perform Fund-related and reserve man-
agement transactions without serious impediments.”!* In other words, the
RMB was judged to be freely usable by other central banks, even if lib-
eralisation of China’s capital account was much more limited for other
financial institutions and individual investors. The situation of the RMB,
however, remains fundamentally different from that of the freely convert-
ible currencies that are part of the SDR basket already. As the definition
of what constitutes a freely usable currency under IMF rules is vague, a
wide margin of discretion was left to the IMF Executive; indeed, other
currencies have been included within the SDR basket at a time when their
governments still restricted capital movements, although not to the extent
that China does today.

Whatever the motives for the IMF’s 2015 decision, it represents a
major if largely symbolic change in international currency rankings, plac-
ing the RMB, which will constitute nearly 11 % of the value of the SDR
from October 2016, ahead of the pound sterling and Japanese yen (both
at 8 %) and reducing the share of the euro substantially (from 37 to 31 %),
the US dollar staying practically unchanged at 41 %.'°

Voting rights in the IMF, on the other hand, where China has only 3.8 %
of the total, compared to a total of 31 % for EU Member States and 16.7 %
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for the USA, have been slower to adapt and have been a highly contentious
issue for China over the past few years.!® A reform of the IMF’s governance
was agreed in 2010, as part of which China’s voting rights would have been
(slightly) increased and those of EU Member States and the USA decreased,
but this agreement could not be implemented because of the refusal of the
US Congress to ratify it until December 2015.17 This five-year delay in rein-
forcing China’s position illustrates how much political as much as technical
factors can influence the outcome of international monetary negotiations.
Meanwhile, the EU’s response to the post-2008 economic and finan-
cial crisis has put a brake on international use of the euro. The credibil-
ity of the European single currency has been affected by doubts about
management of the economic, banking, and sovereign debt situation in
several EU Member States since the financial crisis, beginning with the so-
called peripheral countries (Greece, Ireland, Portugal, and Spain) but also
extending into two of the biggest Eurozone economies, Italy and France.
The EU has been energetic in responding to the crisis. It adopted over
the period 2010-2013 a series of measures designed to introduce more
collective economic management among the 19 Member States in the
Eurozone and to reinforce financial market and banking regulation across
the whole EU. For the Eurozone, new rules limit public deficits and estab-
lish procedures for collective supervision of national budgets. Banking
supervision for the entire EU has been strengthened and coordinated. The
ECB is responsible for supervision of 123 banking groups that account for
85 % of Eurozone banking assets, and common EU rules have been agreed
for the supervision of other financial service providers (stock exchanges,
dealers, hedge funds, and insurance companies) through new European-
level supervisory authorities.’® An array of other measures, ranging from
procedures for the collective resolution of bank failures to limits on the
remuneration of bankers, forms part of this financial reform package.
Notwithstanding these efforts, uncertainty about economic recovery
in the EU and the ability of weaker Eurozone economies to reduce their
public deficits has raised questions about the ability of the EU to emerge
from the crisis. In mid-2015, Greece appeared unable to meet its interna-
tional debt obligations and, even though it chose to make further budget
cuts to obtain further EU financial support and stay within the Eurozone,
the viability of the latest EU rescue package and the need for further
adjustment to it by writing off a part of Greece’s debt is still in question
at the time of writing. Public disagreement between Eurozone members
about how to stimulate economic recovery, between the austerity school
led by Germany, on the one hand, and the deficit finance school led by
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France and Italy, on the other, has added to the uncertainty. Doubts about
the quality and stability of European economic management inhibit wider
international use of the euro: recent ECB figures indicate that the euro is
less widely used as a reserve currency today than at its peak (22 % of inter-
national reserves in 2014, compared to 27 % in 2009)." This said, China
has been a strikingly vocal and visible supporter of the euro.

EU-ComNna EconomMic AND MONETARY COOPERATION

China and the EU are very different types of international actors (one a
state, the other a partnership of states), at different stages of economic
development and holding different views about the role of the state in
monetary affairs. They have overlapping interests, however, which lead
them to maintain regular contacts. Both are concerned to maintain stabil-
ity and predictability in international economic management, and whilst
the re-emergence of China as an economic power presents a challenge
to the existing order of the international monetary system, one in which
China’s gain is widely seen as Europe’s loss, both sides appear concerned
to manage the transition as smoothly as possible. Many in Europe share
China’s wish for a more balanced international monetary system that is
less dominated by the dollar and the state of the US economy. In this
policy area as in others, however, different views and interests within the
EU reduce its ability to act as a partner for China.

The EU and China have for many years maintained regular high-level
contacts on both macro-economic management and monetary affairs. The
macro-economic dialogue is conducted by the European Commission for
the EU and the Ministry of Finance, the NDRC, and the PBoC for China,
and takes the form of an annual review of economic developments on
both sides—a largely technical exchange of information between senior
officials on the state of each economy and recent policy developments,
intended to reinforce mutual confidence about the quality of economic
management. A separate dialogue on monetary affairs is led on the EU
side by a “Troika,” made up of the Commission, the European Council,
and the ECB, and on the Chinese by the PBoC and the Ministry of
Finance. This is a more intensive process than the macro-economic dis-
cussion, involving annual plenary meetings at central bank governor level
and twice-yearly working-level meetings between senior officials. The ple-
nary meetings are more political in nature, involving exchange of confi-
dential information about monetary strategy and exchange rate policy. A
programme of EU technical assistance, in which the ECB provides advice
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and training to PBoC staft about money market operations, supports the
policy discussions.?? Officials involved in these discussions, however, freely
admit that they remain relatively technical and are not intended to change
the way policy develops on either side.

More important as an indicator of China—EU cooperation in the mon-
etary field, seen from the European side, has been the practical support
offered by China during the height of the euro crisis, in 2008 and 2009,
when the Chinese leadership, and notably the then Chinese Premier Wen
Jiabao, went out of its way to give public support to the single currency.
One senior European official was quite blunt about China’s importance:

China has been perhaps the strongest international supporter of the euro
during the recent crisis, more than the United States; it didn’t buy huge
quantities of government debt but made all the right noises to express its
confidence that the EU would deal effectively with the crisis.?!

Another senior political figure on the European side has asserted that
China was ready to purchase the government debt of some peripheral EU
Member States at a time when Norway and some EU Member States were
selling it.?? Although Chinese purchases of the government stock of certain
Member States affected by the crisis, such as Portugal, Italy, and Hungary,
are estimated to have been relatively small, the Chinese government has
repeatedly made a case for confidence in the euro through official visits
and public announcements by its leaders. The underlying reason for that is
China’s dissatisfaction with the current international monetary system and
its wish for greater political balance within it, combined with a wish to have
access to an alternative store of value to the US dollar for its foreign reserves.

China’s economic emergence has coincided with an intensification
of the international debate about the future of the international mon-
etary system following the post-2008 financial crisis. As incumbents in
the international monetary system accounting for nearly a third of IMF
votes, the EU Member States have reservations about the arrival of China
as an emerging monetary power intent on introducing change that will
necessarily be at the expense of European influence. Nevertheless, the
EU, like China, is affected by US monetary hegemony in the post-1971
international monetary system, often described as the “floating dollar”
system. Unilateral monetary policy decisions by the USA (such as the deci-
sions by the US Federal Reserve during the post-2008 economic crisis to
maintain near-zero interest rates and to pursue “quantitative easing” as
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a means of promoting economic recovery) have a significant economic
impact on the rest of the world, particularly in terms of interest rates. At
the same time, the US benefits from the “exorbitant privilege” (a term
coined by a European, Valéry Giscard D’Estaing, when Finance Minister
of France)?® of being able to borrow from the rest of the world in its own
currency because it is so widely available (roughly 60 % of the global stock
of US dollars circulate outside the USA).>* Not only does the USA reduce
the cost of its borrowing in this way, it also benefits from the impact on
exchange rates of safe-haven demand for its currency and the high yield of
foreign investment made in these easily borrowed dollars.?®

Other regions in the world economy, including the EU, would prefer,
at least in principle, a more multipolar international monetary system, in
which several leading currencies contributed to the stability of the interna-
tional monetary system, and that influence over the system’s future devel-
opment was more evenly distributed. The five-year opposition of the US
Congress to the 2010 IMF reform of the SDR and voting powers is a
striking reminder of US influence over the system.

Despite its underlying interest in system change, however, the EU is
once again divided. The UK is a major IMF stakeholder in its own right,
with a currency that forms part of the SDR, and tends to take a more
Atlanticist position that defends the current system. Like Germany, it sup-
ports the maintenance of the current IMF criteria for recognition of inter-
national currencies, which put major emphasis on a currency being freely
usable (although the recent IMF agreement to include the RMB in the
SDR has shown that that concept is elastic). France, on the other hand,
like China, is more open to the idea of managed rather than market-driven
exchange rates and, during the presidency of Nicholas Sarkozy, took a
high-profile stance in favour of international monetary reform, urging a
multipolar system rather than reliance on the US dollar.?® Meanwhile, the
policy of the ECB regarding the international rise of the RMB appears to
be strictly neutral, the same as that regarding the international use of the
euro, that is, to “neither hinder nor promote.”*”

The EU is not well placed to be a powerful actor in international mon-
etary affairs. International influence is ultimately dependent on the clarity
and successful communication of economic as well as monetary policy,
which the EU lacks more than most. The next section will show, however,
that China, too, suffers from an ambivalent policy in financial and mon-
etary affairs and has difficult policy choices to make.
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PoLicy INTENTIONS AND DIFFICULTIES

China

At the level of general principles, the Chinese authorities appear to have
recognised that a convertible currency opens up possibilities for real-time
economic adjustment to changing market realities and a sounder long-term
basis for international trade and investment, whereas controlled exchange
rates bring risks of rigidity, chronic misalignment of the exchange rate, and
constraints on international investment and growth. The World Bank/
China State Council report on China 2030, issued in 2012, suggested that
greater use of the RMB as an international currency would provide more
economic stability for China than a managed exchange rate.?

The new Chinese leadership confirmed its intention to pursue the goal
of RMB convertibility in the Third Plenum conclusions. The Party’s objec-
tives, however, were expressed in language that reflected a prudent approach.
The direction of travel—towards convertibility—was clear but not its speed.
Thus, the Third Plenum conclusions speak of “perfecting mechanisms for
the formation of markets for RMB exchange” rather than achieving full con-
vertibility, “moving interest rate marketization forward” rather than achiev-
ing it, “raising the extent of convertibility of cross-border capital and debt
financing” rather than abandoning constraints altogether, and “establishing
and completing capital flow management systems under prudential manage-
ment frameworks.” All of this falls some way short of allowing free capital
flows.?? This carefully managed approach is, it must be said, in keeping with
the recommendations of the World Bank’s 2012 report which said that:

In the case of China... a relatively prudent approach, stretching over many
years, is recommended in transitioning safely to a more open and efficient
financial and exchange rate system.°

Since 2013, the Chinese government has put into place various measures
to open up international access to RMB-denominated assets, allow greater
flexibility in the RMB exchange rate, and increase the possibilities for con-
vertibility of the capital account. These include:

e permitting the trading of RMB-designated bonds in financial mar-
kets outside mainland China (Hong Kong, Singapore, London, Abu
Dhabi) up to a given ceiling;
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e allowing greater freedom for international transactions in RMB-
denominated assets in the newly created free-trade areas within
China;

¢ broadening the daily limit for fluctuation of the RMB exchange rate;

¢ allowing two-way purchases of Chinese and international financial
assets through the Shanghai-Hong Kong and Schenzen-Hong
Kong Stock Trains linking the Hong Kong and Chinese stock mar-
kets, inaugurated in 2014-2015; and

e agreeing currency swap agreements between the PBoC and other
central banks to provide local markets with access to RMBs.

Whilst encouraging wider international use of the RMB, these technical
adjustments fall short of what would be necessary for full convertibility of
the Chinese currency.

To take the exchange rate as an example, the daily rate still fluctuates
within a narrow band set by the PBoC, rather than being the outcome of
supply and demand on open foreign exchange markets, and, as events in
August 2015 showed, can be subject to sudden and arbitrary government
interference. Although the permitted daily fluctuation has been increased
from 1 to 2 %, the opening level is determined by the PBoC and, until
August 2015, usually reverted to the initial, politically determined reference
level rather than reflecting the previous day’s closing price.?! Although the
RMB was allowed to appreciate up to 30 % against the dollar between 2005
and 2014, it was judged by many to be significantly undervalued. There
have been times when currency management by the Chinese government
has been blatant. From January 2008 to December 2009, the PBoC main-
tained a constant dollar/RMB exchange rate in order to minimise disrup-
tion of China’s exports during the peak of the financial crisis. The decision
of the PBoC, on 11 August 2015, to devalue the RMB by 1.9 %, a mea-
sure that was entirely unexpected after ten years of barely perceptible daily
changes, provided a second example. Interpreted as a clumsy attempt to
improve China’s trade competitiveness in the face of upward pressures on
the RMB exchange rate during 2015, this incident damaged international
confidence in the Chinese leadership’s Third Plenum commitment to let the
market become the decisive element in economic management and renewed
concern about the risk of unpredictable economic management in China.

Achieving wider international acceptability of the RMB does not only
depend on external perceptions of China’s economic policy. It is also
related to structural factors such as the quality and depth of the domestic
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financial market and sufficient guarantee of the rule of law. Meeting these
requirements will, for China, involve fundamental change, not only in
terms of opening up its financial markets but, above all, reviewing the
management role of the State and the Party in the Chinese economy.
Three examples may serve to illustrate the extent of the political challenge
for China.

(a) Removal of controls on curvency flows

Full convertibility implies that national authorities accept exposure to
the market’s assessment of the quality of their economic policy. Investors
faced with market conditions likely to generate poor returns, such as high
inflation, negative real interest rates, or imminent credit restraint, would
be free to invest overseas. In an economic upturn, the absence of exchange
restrictions may facilitate inward investment and boost economic growth;
in a downturn, however, it may expose governments to capital outflows
which make the economic situation worse. Whilst the IMF rules allow
countries to take action to curb capital flows in an emergency, the norm
would be to tolerate them. Moving from the system of total control
that the Chinese government enjoys today to one that would tolerate
much higher levels of capital movements will be difficult. Many observ-
ers recognise that the enormous size of the Chinese market, the level of
international investment interest in it, and the potential scale of capital
movements into and out of China under a liberal currency regime all mean
that the Chinese government’s resolve to move slowly and carefully in this
area is understandable. The IMF Governor for China, Zhou Xiaochun,
spelt out in a speech to the IMF in April 2015 that China would continue
to proceed slowly and cautiously and emphasised that its final goal was
“managed” RMB convertibility rather than full convertibility.?

(b) Liberalisation of interest vates

In a market economy, interest rates need to reflect economic realities
in order to allocate resources efficiently and retain or attract investors.
Liberalisation of interest rates in China, however, would mean that the
current system of highly regulated interest rates, under which real interest
rates on private savings are negative, margins between savings and loan
rates for state-owned banks are wide, and interest on loans to privileged
borrowers, such as state-owned companies, is kept artificially low, would
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have to be abandoned.®? Such a change would undermine a key instrument
of Chinese industrial policy, whereby economic development is supported
by preferential access to capital controlled by the State. It would also, of
course, threaten the viability of the many SOEs at national, regional, and
local level that have benefited from cheap capital. These companies are
not only important providers of employment but also a major source of
income for the state and Party; the Third Plenum decided that their trans-
fers to the government are to be increased by 2020.3*

(c) Allowing competition in financial markets

Wider international use of a currency depends on the holders of assets
in that currency knowing that their assets can be easily traded, through
well-developed and open markets for foreign exchange dealing, banking,
and brokering, in which multiple holders and traders of financial assets
are able to compete. Introducing such an environment into China, by
gradually allowing new domestic and foreign service providers to enter
the market, would challenge the dominance of the four state-owned (and
Party-controlled) banks, as well as state-owned financial intermediaries,
whose behaviour is as much subject to political direction as based on com-
mercial considerations.® This would dramatically reduce the power of the
government to direct financial resources to strategic priorities identified,
for example, in the Five-Year Plan. It would also reduce the profitability of
the state-owned banks.

These examples suggest that the reforms necessary to achieve greater
RMB convertibility can only be achieved by changes that will put the
current Chinese economic system under stress, if not at risk. Abandoning
the policy instruments that have been at the centre of China’s economic
management to date would be a major political risk. Blame for job losses
or falling competitiveness of national champions in some economic sec-
tors would, at least in the short term, fall on the Party and damage its
political standing. Whilst there was no widespread recrimination in China
following the Asian economic crisis in the late 1990s, the situation today
is different. Not only are the numbers of urbanised workers much higher
but the government and Party have been claiming success in economic
management for much longer. Any government would approach a transi-
tion towards currency convertibility with care, but the Chinese govern-
ment, which claims the credit for China’s economic growth and assumes
the responsibility for successful economic reform, has more to lose in this
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process than most. This makes it all the more likely that implementation
of convertibility of the RMB will be prudent and gradual.

There are different views within China about the timescale for achieving
RMB convertibility. For the drafters of the 2013 Third Plenum conclusions,
the measures needed to accelerate convertibility (rather than to achieve it
fully) are part of the plan to make China a “moderately prosperous soci-
ety” and should be in place before 2020.3 A senior official of the State
Administration for Foreign Exchange (SAFE), speaking at a conference on
capital flows in 2013, was more vague, speaking of complete liberalisation
of capital flows “in a few years.”®” Any timetable for full convertibility of
the RMB, however, is highly speculative, and the Chinese authorities avoid
predictions, as did Zhou Xiaochun in his statement to the IMF. The gap
between promises and delivery in this area has already proved to be wide:
liberalisation of interest rates was first announced as a goal for China in
1996, but there has been little progress towards it over two decades.®

The forces resisting change within China are substantial. The benefi-
ciaries of the current system are not only economic interests, such as the
SOEs, the state banks, and their employees, but also powerful bureaucra-
cies, such as the NDRC, the Ministry of Finance, and their counterparts
at provincial level, whose influence over the economy and bureaucratic
power would be curtailed by reform. Party managers would not be enthu-
siastic about the reduction of Party income that would result from lower
profitability of SOEs. Compared to these powerful vested interests, the
beneficiaries of reform, such as consumers, domestic savers, and private
businesses, are dispersed across society, badly organised, poorly repre-
sented in the system, and politically lightweight.

Along the path towards RMB convertibility, therefore, the Chinese
government may prefer to sacrifice the potential advantages of reform in
order to preserve the benefits of control, such as clear priority setting and
the ability to safeguard jobs or other forms of economic stability. The
reaction of the Chinese authorities to slowing economic growth in China
since 2014, in the form of providing additional credit to an already heavily
indebted economy or intervening to avoid bankruptcies of failing compa-
nies, is one illustration of loss of political nerve and in the face of adverse
market developments. Even more striking was the reaction to the stock
market collapse of mid-2015, when the Shanghai index lost 40 % of its
value in few weeks. Official bans on short selling of shares, instructions to
stockbroking companies to invest, and the arrest of some prominent bro-
kers for conspiracy created a chaotic situation in which the basic concepts
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of investment and trade and the rights of investors were brushed aside.
Actions such as these led some financial analysts to suggest that the RMB’s
chances of being taken seriously as a reserve asset had gone backwards.?

The July 2015 events on the Shanghai stock market are a reminder
that creating the conditions for international use of the RMB is not just a
technical matter. It also depends on developing international confidence
in the quality of Chinese economic management, on replacing state power
by market forces and on guaranteeing the rule of law. As the analysis of
Chinese economic policy in other chapters has already indicated, China
has a considerable way to go in this respect. The strong terms in which
the Chinese government has in the past two years condemned “consti-
tutionalism,” the political movement in China which seeks to assert the
application of rights already embedded in the Chinese constitution and
insists that the Party should take account of them, is not a promising sign.
The introduction of market disciplines and application of the rule of law
are far from complete, despite the repeated commitment of the Chinese
leadership to deliver both.

The EU

The EU, too, faces difficult choices in managing its own economy and
single currency which affect its relationship with China.

Barely perceptible growth in several Member States and high levels
of unemployment, especially for the young, have led to unprecedented
measures to promote economic activity. The ECB has since December
2014 embarked on its own version of “quantitative easing” through a
programme of massive purchases of securities, including government
bonds, in order to drive up stock markets, increase asset prices, rein-
stall market confidence, and avoid deflation.*® In parallel, the European
Commission in November 2014 proposed an Investment Plan for Europe,
a coordinated programme of publicly assisted investment in renewal of
infrastructure, new energy and communications networks, research and
innovation, based on €315 billion of EU and national capital contribu-
tions designed to generate a much higher level of private capital lending.*!

Opinions within the EU are divided on both initiatives. Some Member
States, especially Germany, are reluctant to allow even a minimal level of
deficit financing by Eurozone members and have questioned the legality as
well as the wisdom of some support measures envisaged by the ECB. The
European Court of Justice in a ruling of February 2015 appeared to
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support the legality of the ECB measures but left open its position about
possible additional measures.*?> The Commission’s Investment Plan for
Europe received widespread political support, in the form of EU agree-
ment to create a new European Fund for Strategic Investment (EFSI)
which was planned to start operating before the end of 2015, but there
remain reservations in some quarters about the adequacy of the Fund.
China, however, has seen the Fund as a political opportunity and at the
2015 EU-China Summit pledged to contribute to EFSI and suggested
that its investment programme be coordinated with the One Belt One
Road initiative.

Meanwhile, the attention of Eurozone economic ministers has been
largely devoted to containing and overcoming the euro crisis, with the
threatened default of Greece on its international financial obligations in
2015. Although a chaotic departure of Greece from the Eurozone was
averted, following fresh elections in Greece, the divisions of opinion
over how to manage the Greek crisis, and in particular the disagreement
between those Member States in favour of writing off part of the Greek
debt and those insisting on full repayment, has underlined how far the EU
still has to go in building the political and fiscal union necessary to support
its monetary union.

A currency union with such a poor track record may not be the most
effective advocate of monetary and economic reform in China. The politi-
cal differences that have delayed Eurozone agreement on a common policy
for economic recovery are deeply entrenched. Advice from a disorganised
and disunited Europe is likely to be politely listened by the Chinese author-
ities but no more. Only if the Eurozone countries manage over time to
implement their announced policies on management of sovereign debt, the
creation of a banking union, and more closely coordinated economic policy
is the euro likely to be seen by China and other economies as an attractive
alternative to the US dollar for savings and currency reserves.

How WILL INTEGRATION OF CHINA INTO
THE INTERNATIONAL MONETARY SYSTEM AFFECT THE EU
AND THE EURO?

China’s dilemma over the choice between the potential economic benefits
of liberalised financial markets (such as higher levels of foreign invest-
ment to generate restructuring and economic growth and an exchange
rate that sends the right economic signals) and those of economic control
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(mitigation of the effects of short-term economic shocks and the ability to
direct financial resources towards economic priorities) is deeply political.
The choice between a market-based and a control economy is at its most
stark in the area of monetary policy and financial markets. Unresolved
policy differences within the Chinese leadership are reflected in the ambiv-
alent language of the Third Plenum decisions, which promised a decisive
economic role for the market at the same time as a dominant role for
SOE’s. This suggests that the conditions necessary for wider international
use of the RMB may be slow in coming. Assuming, nevertheless, that the
RMB will, over time, play a much bigger role in the international mone-
tary and payments systems, what would that mean for the global economy
and Europe and China in particular?

The positive effects would be substantial. At the global level, there
would be a lower risk of instability in the international monetary system.
The decision of the IMF to include the RMB as an additional compo-
nent of the SDR is a vote of confidence that provides an incentive for
more central banks to hold RMB reserves, even if their willingness to do
so will depend on further reform in China. Wider availability of another
international currency, built upon what will become the world’s biggest
economy in the foreseeable future, could provide an alternative source
of investment and an alternative store of value to the dominant dollar
and ailing euro. Provided that the value of the RMB can be shown to be
determined by the market, its wider availability in the international mon-
etary system would be a factor of stability, providing more solid insurance
against adverse developments in the two dominant world currencies, the
dollar and the euro.

A more readily convertible RMB would also encourage two-way trade
and investment between the EU and China. Abandoning a managed
exchange rate for the RMB would reduce the risk of unfair competition
in foreign markets, including the EU, from artificially priced exports from
China. It would facilitate FDI in China that has been discouraged by cur-
rency controls. The opening up of China’s financial markets would pro-
vide new opportunities for European financial service providers, including
banks, brokers, insurance companies, and pension funds. In addition
to these benefits for outsiders, a convertible RMB accompanied by the
removal of interest rate controls would act as a boost for the Chinese
economy, powered by the additional demand from domestic consumers
who would obtain a better return on their savings than they do today.
The likely rise in value of an RMB backed by an open Chinese economy
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would improve the purchasing power of Chinese consumers of imported
goods and services.

The EU would, however, have to come to terms with the adverse effects
of the international rise of the RMB on some of its more narrowly defined
interests. The RMB would become an alternative to the euro as a reserve
currency and store of value, particularly if economic growth in China
remained at levels higher than those in Europe and if Eurozone members
were unable to overcome their policy differences. This might increase the
risk of exchange rate volatility for the euro, currently mitigated by its role
as the main alternative to the dollar as a reserve currency. Greater inter-
national recognition for the RMB would also weaken European influence
in international financial institutions, the senior management of which has
until recently been shared between the USA and Europe, with European
candidates exercising a de facto monopoly over the post of Managing
Director of the IME, for example. This greater diversity would influence
policymaking. Full liberalisation of the capital account in China would also
increase the presence of Chinese investors in foreign markets, including
the EU. An even faster rise of Chinese FDI in the EU would not necessar-
ily be a negative development, as previously discussed in Chap. 5. But were
Chinese investment in the EU to become much more widespread and
financially significant, without a parallel opening of the currently closed
sectors of the Chinese economy to European investment, there might well
be more political pressure to reconsider the EU’s so far open attitude to it.

CONCLUSION

Policy change in the monetary area is traditionally cautious and well pre-
pared. Given the political consequences for China of fully meeting the
conditions required of a global currency, it will be even more cautious
there. The Chinese leadership is still divided and may decide at some stage
that the economic advantages of moving towards a convertible RMB are
simply too risky in political terms. So far, progress towards that goal under
President Xi’s leadership has been steady, if unspectacular, and China has
been rewarded for its efforts by the long-awaited IMF decision to include
its currency in the SDR. This decision, combined with the long-delayed
decision of the US Senate to recognise the IMF’s 2010 revision of voting
rules and continual commercial pressure to use the RMB more widely in
international transactions, will work in China’s favour, even if the key fac-
tors that will transform the RMB’s prospects depend on domestic rather
than international decisions.
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Given its monetary diversity and internal policy differences, the EU
is likely to remain an onlooker in this area of China’s economic policy.
It will nevertheless be affected by the emerging recognition of the RMB
as a world currency. On the whole, the outcome should be beneficial for
the European economy, but some in Europe will see the short-term costs
of this transition, in terms of less visibility for Europeans in international
institutions and greater competition between the euro and other reserve
currencies, as carrying some risks.
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CHAPTER 8

Cooperation on Common Economic

Challenges

Key questions:
e How do China and the EU interact on policy issues of mutual intevest?
o What ave the practical and political limits to their cooperation?
o What is the EU interest in this process?

o Is this cooperation mutually beneficial or is it a one-way process that benefits
China?

The EU and China have a wide range of common interests, both eco-
nomic and political, on which they seek to keep each other informed and
influence each other’s thinking through official contact and dialogue. No
fewer than 68 EU-China policy dialogues were in place in early 2015, of
which 50 came under the heading of “Economic and Sectorial Dialogues”
(see Fig. 8.1). Although their objectives vary, these meetings usually pro-
vide an opportunity for exchange of information between the EU and
Chinese sides about the goals and practical operation of individual poli-
cies, allow comparison and comment, and, in some cases, lead to an agree-
ment on a joint work programme. The value of such work programmes is
the main focus of this chapter.

The chapter will begin with a general overview of EU-China coopera-
tion, indicating the range of policies covered by so-called Dialogues, the
objectives of the process, its practical modalities, typical outputs, and the
degree of political oversight. It will also situate these EU-level contacts
with China in relation to the cooperation between China and the Member
States.
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The second part of this chapter will consider four case studies of
EU-China cooperation that address the broad issue of sustainability—
environmental policy, climate change, energy policy, and urbanisation.
These are salient policy areas that directly affect economic activity in
both China and the EU. Governments on both sides have identified
them as being amongst the most critical challenges facing their soci-
ety, and are adopting ambitious policies to deal with them. The policy
agendas of the EU and Chinese authorities are broadly comparable,
reflecting the similarity of their situation as densely populated, highly
industrialised but also resource-scarce regions of the world, concerned
to slow down climate change, limit their dependence on external sup-
ply of energy and other resources, and improve the quality of life of
their populations. In principle, a meeting of minds and a willingness to
achieve synergies through cooperation should be possible. Yet the anal-
ysis will show that many years of EU-China cooperation have yielded
limited results and few specific joint projects, despite such a promising
background.

The concluding section of the chapter will assess the impact of EU-
China cooperation in terms of information exchange, policy convergence,
or the opening up of new economic opportunities in each other’s market,
and present a view on whether it is two-way and mutually beneficial or
rather, despite repeated references by political leaders to a “win-win” situ-
ation, a one-way process that mainly benefits China.

EU-CHiNa Poricy DiaLoGgugs: How Do Tury Work?

Transparency of EU-China Dialogues is limited (it took the EEAS several
months to draw up the information presented in Fig. 8.1). The analysis
that follows is based partly on publicly available material but also interviews
with several officials currently involved in the meetings, as well as private
sector reactions to them. Most of these discussions are not reported on in
publicly available documents, other than through press releases of meet-
ings at the political level. Both sides would maintain that confidentiality
is a precondition for a frank exchange of views and that greater transpar-
ency of these discussions might lead to more defensiveness. The other
EU institutions (the Council of Ministers and European Parliament) have
occasionally asked for more transparency but it remains limited.

As Fig. 8.1 shows, dialogue between the EU and China takes place
at many levels and can mean many things. The EU-China Summits
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involve Heads of Government on the Chinese side and the Presidents
of the European Council and Commission, as well as Ministers and
Commissioners. The High-Level Dialogue meetings for each of the
three main pillars of EU-China cooperation (political, economic and sec-
toral, people-to-people) involve European Commissioners and Chinese
Ministers, as do some of the more important sectoral dialogues examined
in the following section. More specific dialogues are steered by senior offi-
cials (Commission Director Generals or Chinese Vice-Ministers) or even
middle management experts (Directors or Heads of Unit). The scope
of the dialogue can vary from entire policy areas, such as competition,
agriculture, energy, or health, to narrower subjects such as the man-
agement of drug precursors, electricity markets, or sustainable tourism.
Some exchanges have been launched at the political level—at an EU-
China Summit, for example—in order to give a higher profile or sense
of urgency to the subject. Others reflect a more “bottom-up” approach,
responding to a practical need for officials to keep in touch with each
other’s policy intentions. The latter discussions may also be related to
international negotiations (on public procurement or climate change, for
example) or the implementation of international or bilateral agreements
(such as the Maritime Transport Agreement or a bilateral agreement on
managing trade in drug precursors).

On the EU side, the Commission usually manages the dialogue pro-
cess, except for the EU-China Summit meeting, which the European
Council President co-chairs with the Commission President, and some
specialised dialogues, such as the monetary policy dialogue, in which
other bodies or institutions such as the Eurogroup and the ECB take
the lead. Member States are not present, although in the case of more
important meetings, the agenda may be discussed beforehand with the
Council of Ministers, usually at committee level, and the same commit-
tee is debriefed afterwards. There have been efforts by the Council (in
2010-2011) to impose more regular consultation of the Council on
this kind of external cooperation but the Commission maintained that
managing this process forms part of its executive responsibilities and
rejected the idea of permanent oversight. The European Parliament is
not involved in these meetings but it may ask for information about
them; it conducts its own discussions with the Chinese National People’s
Congress through its so-called Parliamentary Delegation to the PRC, a
committee of interested Members of the European Parliament (MEP’s).
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Normally an agreement or joint declaration lays down the terms of ref-
erence of each Dialogue (examples are mentioned in the “Case Studies”
section). However, the scope of the dialogue discussions is not always fully
agreed: for example, in the competition policy dialogue, the Commission has
tried without success to include discussion of state aid.! The discussions do
not necessarily involve all the responsible agencies or Ministries; the respon-
sibilities of the departments on each side do not always match, and it may be
difficult to bring all of them to the table unless they have a direct interest in
the outcome. Coordination between departments is not strong on either the
EU or Chinese side. For example, the NDRC, the Ministry responsible for
economic planning in China, is reluctant to engage in discussions with for-
eign officials unless it has an interest in obtaining information (for instance,
about new forms of regulation or new technologies) and it usually avoids
participation in dialogues, including those discussed in the following section.

The policy dialogue is often limited to an annual meeting, at which the
two sides update each other on policy developments and offer opportuni-
ties for questions or comment. Whilst the broad scope of discussion may
be defined there is often no specific goal, except to contribute to mutual
understanding. The dialogue may provide a platform for raising concerns
or identifying differences of approach (in respect of technical standards,
for example, and the means of testing or ensuring compliance with them)
but it does not always aim to resolve them. In most cases, there is no over-
sight of the discussions at the political level, no timetable for results, and
no sense of urgency to make progress. The main goal is to develop mutual
trust and familiarity with each other’s system rather than to solve problems
or bring about change.

In some policy areas, however, the two sides set practical objectives for
their discussions and organise a programme of work to be pursued between
meetings. Working groups of officials will discuss issues in more depth and
report back to the plenary meeting. Examples include technical discussions
on, say, standards in emerging technologies (such as electrical vehicles) or
changes in customs procedures affecting trade.? Activities involving other
parties, such as academic studies, workshops between researchers or tech-
nical experts, conferences involving the business community and other
stakeholders, or training programmes may be agreed and funded.

The budgetary resources dedicated to EU-China discussions are signif-
icant. The climate change and energy cooperation dialogues, for instance,
involve multiannual programmes of study and technical exchanges cost-
ing several million euros over a five-year period. The EU and China have
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also established a Policy Dialogue Support Facility, with a multiannual
budget of €5 million to support EU-China meetings and study contracts
not funded elsewhere.® Estimating the overall cost of EU-China coop-
eration efforts is difficult. An estimate made in 2009 indicated that over
€250 million was then planned to be invested by the EU in EU-China
cooperation related to climate change, including projects related to energy
policy, emissions trading, and the promotion of low-carbon technologies,
as well as biodiversity.* The EU’s investment in the same dialogues is as
high today, and the total number of areas of cooperation has substantially
increased since new areas of common interest such as urbanisation, agri-
culture or people-to-people dialogue have been included.

The Member States maintain their own contacts with China in many
of the policy areas addressed in EU policy dialogues. These are matters of
mixed competence, that is, where EU-level coordination or regulation
may be accepted as necessary on some issues but where Member States
remain free to conduct their own policy outside the areas in which the EU
has chosen to act collectively. Member States develop their own relations
with the Chinese administration in any area where they (or their business
communities) have an interest in doing so, whilst exercising self-restraint
in areas covered by EU-level discussions. National policy dialogues with
China can range from the political level (Summit meetings involving heads
of government and several ministers on each side have been organised in
recent years by Germany, France, and the UK for example) to the regular
meetings between senior officials and technical-level cooperation between
specialised institutions.®

In some cooperation programmes with China, including those dis-
cussed below, the EU has integrated Member States expertise into the
EU’s “offer” to China of policy discussion and technical assistance.
Nevertheless, as in the case of research and innovation cooperation dis-
cussed in Chap. 6, the transparency of cooperation with China conducted
by the Member States remains imperfect. Many countries prefer to main-
tain their own channels of access to the Chinese side rather than associate
themselves with an EU initiative and share information that may have
commercial or economic value. Whilst smaller Member States with fewer
diplomatic resources tend to support EU-level coordination and informa-
tion sharing, larger Member States consider that EU-level coordination
brings little added value to their own efforts.
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CASE STUDIES

Four case studies of EU-China policy dialogues may provide a useful
illustration of how they operate in practice and how much they have
achieved:

The EU-China Environmental Policy Dialogue
The EU—-China Climate Change Partnership
The EU-China Energy Dialogue

The EU-China Urbanisation Partnership

These interconnected policy areas aim at a common goal of more
sustainable economic development. They have been chosen for analysis
because they are the ones where, at first sight, the prospects for closer
EU-China cooperation are particularly promising, as the two regions are
confronting similar challenges, albeit to different degrees.

China and the EU are both highly industrialised societies where the
risks of adverse impact of economic activity on the environment and bio-
diversity are widespread and often severe, and addressing them has been
given high political priority. The problem is particularly acute in China,
where the economic costs of environmental damage have been calculated
as cquivalent to approximately 5 % of GDP.° Both are large-scale emitters
of greenhouse gases that have recognised the threat of climate change
and the need to put a ceiling on harmful emissions and establish market
systems that reflect the costs of carbon. Both are important users of fossil
fuels (China alone accounts for half of the world’s coal consumption),” are
highly dependent on imports of energy resources,® and are committed to
greater use of renewable energy systems and to energy saving, in order to
increase their energy security, as well as reduce pollution and mitigate cli-
mate change. Both are concerned with the problem of ensuring urban sus-
tainability, although China, where the level of urbanisation will continue
to grow rapidly from its current level of 54 % to 70 % (slightly less than
the current EU level) by 2030, is facing the bigger challenge. ? Cities are
the dominant core of the modern economy, and economic sustainability
depends on their more integrated management.

Both China and the EU have in the past decade reinforced their politi-
cal commitment to sustainable economies. Sustainable development is set
out in Article 3(3) (TEU) as an overarching and long-term goal of the
EU, which must be taken into account in all its policies. The Chinese
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leadership committed itself at the Third Plenum to building an “ecological
civilisation” in China, a concept first presented by President Hu in 2007,
as a key element of its economic reform programme.!'® Less pollution and
a healthier life is as much part of the “Grand Bargain” between the CCP
and the Chinese people as the offer of material prosperity.

In many of these policy areas, the EU and its Member States have pio-
neered measures designed to address the problem of sustainability and
European firms have developed the technical solutions necessary to sup-
port them. Examples include the Climate and Energy package agreed in
2010, whereby the EU agreed to reduce its carbon dioxide (CO;) emis-
sions and increase the share of renewable energy sources in its energy
mix by 2020, the introduction of an emissions trading system, as well as
EU legislation on restricting air and water pollution, environmental stan-
dards for industrial products, and recycling.'' While these measures have
not all been successful (the EU emissions trading system has suffered, for
example, from not achieving a high enough price for carbon through early
over-supply of emission permits), the EU has clearly put sustainability at
the centre of its industrial policy and has experience of implementing the
complex systems designed to achieve it, whether technological, regulatory,
or market-based, that China is interested in acquiring or at least studying.

The EU also has compelling reasons to encourage China to address its
sustainability challenges. First, China’s importance as an emitter of carbon
(responsible for 29 % of global emissions in 2012) or as a consumer of
fossil fuels and raw materials is so great that its behaviour affects global
environmental and economic outcomes and imposes costs on the rest of
the planet.!? Improving China’s performance in terms of sustainability
would make a major contribution to slowing down climate change and
reducing pressure on the world’s natural resources. Second, China’s shift
towards more sustainable economic policies opens up opportunities for
the EU, in terms of providing advice, analysis, research, technology, man-
agement systems, or financial engineering, that could represent a source
of mutually advantageous business opportunities. Third, Europe, too, is
on a learning curve; this is not a case of a strong partner being in a posi-
tion to exploit a weaker, or a dominant supplier monopolising a technol-
ogy. China has already developed the industrial and technical capacity to
compete internationally in such areas as alternative energy supply, and it
is mobilising significant financial resources for research and innovation in
other areas. Both sides in the partnership face challenges and neither has
all the answers. The dialogue could, therefore, be a partnership between
highly motivated equals.
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The case studies that follow will present the dialogue’s legal or political
framework, its objectives and content, and its outcomes in terms of policy
convergence or the development of joint research or economic activity.
They will also highlight the obstacles to success.

Environmental Policy Dialogue

This dialogue began at working level as long ago as 1992 and was upgraded
to ministerial level in 2003. It is managed by DG Environment in the
Commission and the Chinese Ministry of Environmental Protection. Its
scope is ambitious. At the ministerial meeting in July 2013 (the fifth in
the series), the EU and Chinese sides agreed to cooperate in the frame-
work of multilateral environmental agreements on biodiversity, chemicals,
and waste management, to work on the promotion of more sustainable
production and consumption, to cooperate in the other side’s flagship
initiatives on the environment, and to exchange experience of addressing
air pollution in urban areas.!?

The Commission also proposed to establish an Environment Forum to
address topics of mutual interest, which would involve business and other
stakeholders, with a first meeting in 2014 to discuss Green Growth. The
Chinese side was non-committal, only agreeing to study the feasibility of
such a Forum, which did not in the end take place. This episode illustrates
a common problem in all EU-China dialogues, namely, the reluctance
on the Chinese side to agree to direct contact and collaboration between
non-state actors. On the EU side, the business community and civil soci-
ety are seen as essential partners in improving sustainability and they are
encouraged to take on more responsibility for it; on the Chinese side, by
contrast, the concept of bottom-up policy development is not only unfa-
miliar, it is often seen as a threat to the political order.

Three cooperation programmes have been launched under the
Environmental Policy Dialogue. The EU-China Environmental
Governance Programme (2011-2015) is intended to help the Chinese
authorities improve the governance and practical management of envi-
ronmental policy in China, which is politically sensitive as environmental
disasters have given rise to popular unrest and occasionally violent protest.
The programme focuses on access to environmental information, pub-
lic participation in consultation and decision-making, access to justice on
environmental issues, and the engagement of the private sector in sustain-
able practices, all of which are challenging for the Chinese side given the
Chinese tradition of top-down and often secretive decision-making.
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The programme carries out joint studies that examine Chinese envi-
ronmental legislation and how it is applied at the provincial level and
make recommendations for improvement. A consortium of European and
Chinese experts, with the Chinese Academy for Environmental Planning
as lead partner, conducts the studies. Illustrations of the working method
and the robust character of some reports can be seen in two of them made
in 2013: “Policies and Practice of Corporate Environmental Information
Disclosure in China,” based on practice in Zhejiang and Shanxi provinces,
and “Weaknesses of Public Participation in the Environmental Impact
Assessment Process in China,” based on practice in Shandong and Yunnan
provinces.'* Considering that China is a one-party state, these reports are
remarkably outspoken about the shortcomings of the current system, in
terms of, for example, lack of transparency of rule-making, inadequate
opportunity for public comment, inadequate penalties for non-compliance
or the absence of inspectorates. No information is available, however, on
whether the recommendations of the reports have been acted on by pro-
vincial authorities.

The EU-China Environmental Sustainability Programme addresses
pollution issues (water pollution, heavy metals pollution, and solid waste
management) as well as more general issues such as policy integration
and information disclosure. A first set of studies on these issues was
made in 2013. There is no information as to results, and no overall
assessment of progress, although individual projects (such as, for exam-
ple, a water management project to improve water quality and the treat-
ment of polluted water in the Tianjin—Bihai New Area) post reports on
the internet.'®

The China—EU Water Platform (CEWP) is a €25 million programme
intended to achieve an integrated approach to water management in
China, where water is relatively scarce (with 20 % of the world’s popu-
lation, China only has 7 % of its fresh water supply)'® and much of it
is heavily polluted, with analysis by the World Bank in 2012 showing
that 40% of China’s rivers fall into the two worst water quality catego-
ries (Grade V and V+) whose direct use “would endanger health.”'” A
Joint Statement announcing the CEWDP’s creation in 2012 emphasised
that the programme aimed at encouraging capacity-building and technical
and business cooperation, as “a partnership among equal partners.”!® The
added value of the platform would come through information exchange,
cooperation on testing new technologies in China and Europe, facilita-
tion of mutual access to cooperation in the water sector, and creation of a
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platform for research and a bridge for business groups to jointly develop
and implement concrete solutions for specific projects.

Information exchange has been launched in four priority areas (rural
water and food security, water and urbanisation, water and energy secu-
rity, water management and ecological security). A striking feature of
the programme is that it is a joint effort of the EU and its Member
States, coordinated by Denmark with ten Member States taking the lead
on specific projects because of their particular expertise. Thus, Spain
leads on discussion of irrigation issues, the Netherlands on flood man-
agement, Austria on small-scale hydropower, and France on river basin
management, with Finland, Denmark, Sweden, the UK, and Portugal
acting as leaders of other projects. The programme aims to develop
innovative demonstration projects in nine “co-lead” project areas.!’
So far, however, the programme has not led to cooperation between
European and Chinese companies. In 2014, a report for the CEWP
Business Pillar, set up under the programme to foster EU-China busi-
ness links, pointed out the slow start in involving EU businesses in water
projects in China, mainly because of difficulties in obtaining information
from the members of the Chinese Water Enterprises Association and the
lack of financial support from either the EU or China for promotion of
business-to-business contacts.?® From the business side, at least, there
appears to be a gap between the declared commitment to greater busi-
ness links and its delivery.

One explanation of the disappointing performance of EU-China coop-
eration in the environmental policy area, and perhaps others, is the lack of
human resources to manage them. A Commission official interviewed in
2014 said that there was enough work concerning China to occupy two or
three officials full-time, but that only one official was available part-time.?!
Another, dealing with the EU-China climate change dialogue, mentioned
that a Chinese proposal to include management of fluorinated gases to the
joint work programme could not be taken up because of lack of Commission
staff. Subcontracting the management task to non-governmental bodies
(or to national administrations, as in the CEWP case) is an option, but that
can lead to different management practices and levels of transparency, lack
of consistency in pursuing the programme, and a risk of confusion on the
Chinese side (where such tasks would not be delegated) about the EU’s
commitment to the dialogue. Indications of the Chinese level of funding
and manpower in the programmes are not publicly available.
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Climate Change Partnership

China is central to international discussions about climate change. It is
important both as the biggest emitter of greenhouse gases, whose emis-
sion levels per capita overtook those of the EU in 2014, and as a develop-
ing country that strongly advocates differential treatment in any future
international rules on managing climate change.??

The EU and China agreed in 2005 to form a Climate Change
Partnership to strengthen their dialogue on climate change policy,
exchange views on international climate change negotiations, and encour-
age low-carbon technology development and uptake. One major objective
of this Partnership was the development and demonstration of advanced,
“zero emissions” coal technology based on CO, capture and geological
storage. Another was the promotion of other clean energy sources, as
well as energy efficiency, energy conservation, and renewable energy.”
Relations between the two sides on climate change policy have not always
been easy, especially following the vociferous Chinese opposition to new
international disciplines at the Copenhagen United Nations Framework
Convention on Climate Change (UNFCCC) Summit in 2009, but policy
differences do not seem to have affected their intention to work together
at the technical level. Indeed, even at the policy level, they were able to
agree a joint statement on Climate change in June 2015 which looked
forward to an ambitious outcome for the COP 21 negotiations in Paris in
December 2015, with the Final Agreement reached broadly reflecting this
optimism, albeit after tough negotiations.?*

The work plan established under this partnership covers all areas of cli-
mate change policy and many that overlap with other dialogues. Priorities
include, for example, several energy policy matters, such as energy effi-
ciency, renewable energies, and a major project to demonstrate near-zero
emissions coal technology in China and the EU through carbon capture
and storage, which are discussed in the next section. The EU and China
are also exchanging know-how on emissions trading systems, through reg-
ular contacts between officials. The EU is represented in the steering body
overseeing the trials in several Chinese cities of carbon emission trading
systems that have been going on since 2012.2°

One of the main instruments for implementing this Partnership is the
EU-China Low Carbon Economy Platform, which brings together the
European Commission, the Member States, and a number of interested
international organisations at regular intervals to coordinate their work in
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support of China. The Platform has set up a website which provides a means
of information exchange in English and Chinese on emerging technology
and regulatory practice in the EU and China, as well as relevant multilateral
bodies, such as the International Energy Agency. It organises conferences
and workshops and circulates studies on technological developments and
regulatory practice across fields such as renewable energy, clean coal, smart
grids, energy efficiency, green buildings, e-mobility, and carbon markets.?¢

Apart from announcements and short reports on the website of the
Low Carbon Economy Platform, however, there is no publicly available
information on the Partnership and no overall assessment of its progress.
This silence can be taken in one of two ways: either there is a lot going on
but everyone is too busy to report on it, or there is very little going on
but no one wants to admit it. Another explanation may be unclear lines of
responsibility within the Commission: climate change policy is managed
by one department (DG Climate Action) whilst many of the technical
areas for discussion with China have until now been managed by another
(DG Energy). The Commission decision in early 2015 to make DG
Climate Action responsible for managing energy-related projects relating
to climate change may lead to a more coherent overall view in future but
none is visible at the time of writing.

Energy Dialogue

First contacts on energy policy between the EU and China were made as
early as 1994 and a Memorandum of Understanding was concluded in
2005, in which six priority areas were identified for cooperation: renew-
able energy, smart grids, energy efficiency in the building sector, clean
coal, nuclear energy, and energy law. The list clearly indicates a focus on
sustainability, efficiency, and safety in the energy sector.

Since 2012, the guideline for this work has been the EU-China
Joint Declaration on Energy Security, made in 2012 by the then Energy
Commissioner, Guenter Oettinger, and the Head of the Chinese National
Energy Administration, Liu Tienan. The goals of the Declaration are
ambitious, focusing on the convergence of EU and Chinese interests
across a wide range of issues, from more open, transparent, and competi-
tive energy markets and rules-based energy governance at the global level
to technical standards for nuclear safety, the development of low-carbon
urban energy systems, and the compliance of off-shore oil and gas produc-
tion with safety, health, and environmental standards.?”
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From discussions with Commission officials, however, it appears that
the Joint Declaration has not led to much cooperation. In part, this is
because the EU has been concentrating on energy problems in its imme-
diate neighbourhood, particularly following the Ukraine crisis, and the
challenge of assuring gas supplies from Russia.?® Commission officials
hope that more long-term thinking in the EU will emerge from discus-
sion of proposals for an Energy Union within the EU, launched by the
Commission in March 2015, and that this will also be conducive to closer
energy cooperation with China. The Commission has drawn up a “road-
map” for cooperation focusing on priorities common to both sides, such
as renewable energy, energy efficiency, and the reduction of dependence
on external energy supply; but although mentioned as a common inter-
est at the June 2015 EU-China Summit, the roadmap has still not been
agreed.”

Commission officials suggest that there may be a mismatch of EU and
Chinese objectives in this dialogue. Whilst the EU is aiming at partnership
on alternative and sustainable energy supply, with opportunities in China
for EU companies offering the technology and skills that China wants,
China is more interested in developing physical connection of power sup-
ply between China and Europe, a much lower priority for EU. The two
sides may also have competing interests in terms of securing external sup-
ply of energy, as both of them see Central Asia becoming a more impor-
tant supplier of fossil fuels. The energy dialogue roadmap may help to
clarify some of these differences but it may paper over others.*

Meanwhile, two cooperation projects have received funding from the
EU side.

e The EU-China Clean Energy Centre in Beijing, usually referred to
as EC2, was launched in 2010 as a five-year platform to encourage
increased use of clean energy in China, by setting up cooperation
projects between EU and Chinese enterprises, with an EU finan-
cial contribution of €10 million. It is managed by a consortium of
European and Chinese partners which has set up a database of clean
energy technologies to help exchange knowledge, prepared advi-
sory reports on clean energy policies, organised seminars, training
courses, and study tours, and sought to raise awareness in China
of the benefits of clean energy through promotional campaigns.
However, there is no indication that the programme has actually led
to any joint projects involving business interests.?!
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e The EU has also made a financial contribution of €15 million to the
International Institute for Clean and Renewable Energy (ICARE)
in Wuhan, deciding in May 2015 to extend funding by a further 30
months.*

As in other cases, there is a certain frustration on the EU side that,
the energy dialogue is largely restricted to officials rather than engaging
technical experts and researchers, on the one hand, and companies on
the other. The EU Chamber of Commerce in China has repeatedly com-
plained about the difficulty of finding and then working with Chinese
partners in this sector, which is largely state-controlled.®®* Commission
officials, on the other hand, have made the point that Chinese interests are
and will remain the main driver of energy cooperation, and that Chinese
priorities will determine its direction.?*

Sustainable Urbanisation Parvtnership

Cities are home to three-quarters of the population of developed coun-
tries, and to over half that of China, and are now widely recognised as
drivers of economic growth. The EU-China Sustainable Urbanisation
Partnership, inaugurated in 2012 at the EU-China Summit, reflects the
importance of urban culture, and the need to influence it in both Europe
and China. The Joint Declaration called on

governments and businesses on both sides to provide financial, technical,
and personnel support for related initiatives and promote multi-faceted
exchanges and cooperation.

A press communication at the time declared that the partnership

will offer a natural framework for concerted actions, such as a new pro-
gramme designed to assist Chinese mayors, and the creation of an annual
EU-China Urban Forum. The political initiative should also constitute a
platform for Member States to leverage their existing and future actions in
the field of urbanisation in China.*

This Partnership aims to organise projects and meetings to exchange
experience, such as the EU-China Urban Forum, which involves local
government representatives from both sides. Under its umbrella, 12
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European cities were identified in 2013 as having concluded sustainable
urbanisation cooperation agreements with their counterparts in China.

According to Commission officials, however, the content of these
programmes is not yet fixed, even if occasional exchange visits between
municipal officials have taken place.?” Organisational problems have got
in the way of cooperation: top-down decision-making in the Chinese
administration leads to long waiting periods before agreement. Lack of
cooperation between (and sometimes within) different Chinese ministries
can also be a difficulty, given that bringing together different areas of com-
petence is essential to the process. Chinese Ministries have so far focussed
on promoting their own sectorial programmes and area of competence
(such as energy, housing, communications technology, or environmen-
tal protection) rather than looking for cross-cutting solutions to broader
problems in cities. A striking example of the degree of independence of
the Chinese bureaucracy was the decision of the NDRC, designated as the
coordinating Ministry for this initiative, not to attend the first meeting of
the Forum in 2012, notwithstanding its endorsement by the then Vice
President Li Keqiang.?® Furthermore, as in other dialogues, lack of prog-
ress has also been attributed to the fact that the Commission and Chinese
bureaucracies do not have the staff to work on it.

Management of inter-city cooperation has been conferred on
EC-LINK, a China-based organisation set up in 2013. The network has
made a slow start, allegedly because of delays on the Chinese side attrib-
uted by EC-LINK to lack of interest by the NDRC. A first conference of
the network took place in July 2015, a full two years after its launch, and,
whilst the organisers hope that this will accelerate the cooperation process,
there is little evidence so far of concrete projects.®

EU-China cooperation in this area also includes the EU-China Smart
Cities dialogue, managed since 2012 by the Chinese Ministry for Industry
and Information Technology and the Commission’s DG for Information and
Communications Technology, which focuses on making best use of infor-
mation and communications technologies to supply more interactive and
efficient infrastructure and services for cities in the areas of administration,
education, healthcare, public safety, real estate, transportation, and utilities.

The EU-China Sustainable Urbanisation Partnership, then, like the
others examined here, has not properly taken off. Discussion is intermit-
tent, conducted largely at the political level, and has not been taken up in
a substantial or self-sustaining way by the cities identified two years ago
as partners. Research or business partnerships appear to be even further
down the track.
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WHAT D1rFreRENCE Do THE EU-CHINA DIALOGUES
MAKE?

What do these case studies tell us about the impact of EU-China dia-
logues so far, and the economic relevance of the EU’s contacts with
China? To answer that question, one might consider the performance
of the dialogues against the most frequently mentioned objectives of the
Memorandums of Understanding or Joint Declarations that have set them
up: the improvement of information exchange, mutual learning on policy
issues, and opportunities for economic partnership.

On improvement of information exchange, the programmes seem
to score relatively high. They have all instituted a process of regular
exchanges between officials, sometimes but not always extending to
other interested parties. They have in many cases established technical
structures which ensure that information exchange can occur at a more
detailed level between experts (such as in the CEWP or the EU-China
Clean Energy Centre, for example) and funded databases that are able to
diffuse knowledge, usually in English and Chinese, to a wider audience.
A striking example of new provision of information is the Environmental
Sustainability Programme of studies on governance in China’s environ-
mental policy, which has highlighted deficiencies in both regulation and
its implementation in Chinese provinces. How far these critical studies are
made available to a wider audience is uncertain, but the fact that they have
been carried out at all indicates openness to change within parts of the
Chinese government.

In general, however, the exchanges are limited to government officials
at central or occasionally local level. Cooperation sometimes includes the
research community, with some of the programmes organising meetings of
researchers on particular topics,*® but only rarely businesses,*! and when it
does, the results have been judged insufficient by the European side. The
main reaction from the European business community so far to the prom-
ise of closer cooperation with China on sustainability challenges appears to
be disappointment, even if officials say that it is too early to judge.

In terms of the influence of EU-China cooperation on policy think-
ing, the picture is rather mixed. There is some evidence of China taking
up European methodologies or standards in the environmental or climate
change area. China has chosen to follow European car emission standards
as they have been developed over the past two decades, for example, and is
experimenting with various forms of CO, emission trading system inspired
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by, if not exactly modelled on, the EU system. This might imply a degree
of trust on the Chinese side in Europe’s expertise. China’s approach, how-
ever, is selective and often non-committal: it is ready to try many technical
options without being wedded to a single source of ideas. Nevertheless,
there are examples of the EU being solicited by the Chinese side to
broaden cooperation to new areas of interest to China, such as air pollu-
tion, food safety, or new threats to global warming, for example, which
seems to suggest that the potential for influence is there, even if the EU
is often unable to respond because of lack of resources, both financial and
human. This is a reminder that not all the gaps in cooperation can be laid
at the door of China.

Influence on policy, if it exists at all, is one-way, from the EU to China.
Although the urbanisation or energy programmes speak of two-way learn-
ing and mutual benefit, there has been little evidence of either. The EU
has been the dominant investor in a process that remains essentially a
technical assistance programme, even if funding mechanisms on the EU
side now put more emphasis on the need for EU-funded cooperation to
provide benefit to the EU itself.

The benefits of EU-China cooperation for the real economy, either in
terms of creating opportunities for companies of either side to operate in
the market of the other, or of introducing technologies and know-how
that improve the performance of the other economy, appear to be very
limited. The joint projects or experimental technical platforms prom-
ised in a number of the case studies are still at the drawing board stage,
even after several years, and there is anecdotal evidence of reluctance in
key parts of the Chinese administration, such as the NDRC, to take the
process further, perhaps because it would open up promising markets to
foreign competition and would undermine the somewhat nationalistic,
“not invented here” view of innovation that still prevails in parts of the
Chinese administration. In the areas of cooperation of greatest interest
to European companies, such as power generation, transport or water
management, their Chinese counterparts are state-owned and operate
in sectors largely closed to foreign investment. European companies
based in China have recently complained about how Chinese regula-
tions on technical standards, government procurement, and investment
prevent them from participating in sustainable urbanisation projects.*?
The relatively tightly controlled Chinese system, in other words, does
not lend itself to voluntary and opportunistic cooperation between
commercial partners that European companies may be used to in other
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markets, such as the USA, for example. This may change over time, but
the language of the Third Plenum decisions and the objectives behind
President Xi’s “China Dream” seem to suggest that opening up these
markets will be slow.

THE EU oR ITS MEMBER STATES AS CHINA’S PARTNER?

Both the Union and its Member States are investing in cooperation and
dialogue with China. There is a strong motivation to do so, not only in
terms of influencing the course of the world’s second biggest and soon to
be biggest economy, whose policy choices will affect the rest of the world,
but also because of the potential opportunity for management and tech-
nological partnership with China for research institutes, technical service
providers, or manufacturing companies.

In some cases, such as the CEWP, the EU has succeeded in bringing
together the efforts of its Member States, playing to the strengths of each,
and has delegated the management of the EU programme to one of them,
Denmark. In others, the relationship between the work of the EU and its
Member States, particularly the bigger ones, is harder to see and there
may be a degree of overlap. But this is neither surprising, given the size of
the Chinese market, nor unwelcome, given the scale of the sustainability
challenges to be overcome in China: there is more than enough work for
everyone. Intra-EU coordination may be loose and local (it is carried out
largely by the EU Delegation and the Counsellors of the Member State
embassies in Beijing) but it does exist.*3

CONCLUSION

This analysis suggests that, despite the existence of common interests and
the ambitious goals that have been set at the political level, EU-China
cooperation has yet to deliver mutually advantageous results. The absence
of information about cooperation on identifiable joint projects several
years after their launch suggests at best an unfavourable environment, at
worst political reservations on the Chinese side.

Cooperation has taken much longer to get started than anticipated,
even in areas where at the political level everyone appears to subscribe to
the urgent need to address common problems. This may be due to lack of
resources and overwork in both bureaucracies but, on the Chinese side,
it is also a result of waiting for approval from the political level, which is
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slow in coming. Some ministries such as the NDRC appear to be indiffer-
ent to international cooperation or, more precisely, concerned to prevent
cooperation in the form that China prefers, such as information exchange,
from developing into mutually beneficial economic opportunities, which
China may want less. From the latest report of European Union Chamber
of Commerce in China, representing European businesses based in China,
one can detect a concern that the Chinese government is reserving new
economic opportunities for Chinese actors and postponing changes in the
rules governing the Chinese economy that would encourage wider partici-
pation in cooperative ventures.**

EU-China cooperation is, therefore, a largely one-way process of tech-
nical assistance from Europe to China. This is a perfectly laudable objec-
tive. If, however, the growth of Chinese technical and financial capabilities
leads to a stronger flow of Chinese investment into European sustainability
projects before China allows a larger European presence in comparable
projects in China, this disparity of treatment could be a new cause of fric-
tion between the two sides.
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PART III

The Importance of EU-China
Economic Relations in the Coming
Decade



CHAPTER 9

The Elephant in the Room: The Role
of the USA in EU-China Relations

Key Questions:
o How and why are differing Member State attitudes towards China affecting the
Atlantic Alliance?

o What impact is China’s vegional power having on EU relations in East and
South East Asia?

o Why does China view the United States as a constant “elephant in the room” in
its relations with the EU?

The chapters of Part II have examined the EU’s bilateral economic rela-
tions with China in some depth. It is difficult, however, to draw conclu-
sions about the EU—China relationship in isolation from the relationship
that both parties have with the USA, a major economic partner of both
China and the EU and the closest political partner of the EU. This chapter
will analyse the influence of the USA on EU attitudes to China and explore
how the growing economic links between China and the EU are beginning
to change some European countries’ response to the USA.

The role of the USA intersects the relationship between the EU and
China at the global level in a number of major ways.! How has this trian-
gular dimension affected China’s relationship with the EU? The role of the
USA in shaping European foreign policy thinking in general and the EU’s
bilateral relations with China in particular is an ever-present issue of signifi-
cance. The longstanding links that the USA enjoys both with the EU as an
institutional entity and with individual Member States of the Union reflect

© The Author(s) 2016 199
J. Farnell, P.I. Crookes, The Politics of EU-China Economic
Relations, DOI 10.1057 /978-1-137-48874-9_9



200 J. FARNELL AND P.I. CROOKES

America’s role as global hegemon and principal architect of the post—World
War II global order. However, the comprehensive and distinctive relation-
ship that the USA maintains with the EU is in juxtaposition to equally
complex links that each party has with China. This contemporary nexus of
power relations needs to be explored and parts of it individually addressed
in order to make sense of the whole.

This chapter will analyse how these triangular factors are shaping EU-
China relations, focussing on four different but interconnected dimensions:
first, the emergence of differing Member State attitudes towards the USA
caused by closer national-level relations with China; second, examining
how US influence reaches into the bilateral relationship of the EU as an
independent actor with China; third, examining how the EU’s endeavours
to build relationships across East and South East Asia are being under-
mined by the re-emergence of China as a major power, the continuing
dominance of the USA as the region’s principal security actor, and the
absence of a coherent EU engagement strategy; and fourth, assessing how
far the US role as global hegemon is under threat from the development
of EU-China relations.

The conclusions of this chapter paint a picture of a dysfunctional EU,
faced with internal divisions over how best to square incompatible positions
at Member State level between support for the USA, on the one hand, and
engagement with China, on the other, coupled with an underdeveloped
regional strategy for Asia that has yet to come to terms with the hedging
strategies of Asian states in response to China’s economic power and
renewed assertiveness. The effectiveness of the EU’s responses across the
region is found to be diminishing, in terms of political coherence as well as
direct economic influence. In this context, the European Commission’s
Review of Global Strategy for Foreign and Security Policy announced for
2016 will be an opportunity for the EU to reflect on strategic priorities and
tactical options in order to continue to play a meaningful role as a major
regional power in a world of “variable geometry.”?

FRACTURING MEMBER STATE ATTITUDES

The politics of the EU’s economic relationship with China is not simply a
matter for the European institutions in Brussels, notwithstanding formal
EU competence under the European treaties. Instead, policy issues and
different positions on them permeate between Brussels and Member State
capitals, as each national economy attempts to calibrate a response to the
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economic impact of China’s re-emergence. Whilst the most important
external economic relationship for the EU as a whole continues to be with
the USA, the inevitable continuation of this situation into the future may
need to be reconsidered. China has now become a key trading partner for
many Member States and bilateral relations with the People’s Republic has
become a consideration that weighs on politicians in some capitals with
the same salience as relations with the USA, if not occasionally greater.
China is considered now to be a strategic partner whose demand for EU
goods, potential as a consumer of European business services, and out-
ward investment appetite for European technology and corporate assets
are set to grow at a healthy pace, offering EU Member States incentives to
develop their own engagement strategy for China, irrespective of the pol-
icy preferences of Washington, DC.

These characteristics are likely to become ever more significant as
Europe’s bruised economies emerge from recession. Tension may grow
between the economically more efficient and knowledge-led Member
States, which broadly see China positively as a market for exports and a
source of inward FDI, and those Member States where trade with China
mainly represents a threat to their own domestic industries. Those govern-
ments that can capitalise on their competitive advantage against the
Chinese will wish to take account of the fact that China has been rapidly
increasing its economic linkages with Europe in recent years, doubling its
share of total EU exports since 2002 at the same time as the USA share
has been recording “a significant and continuous fall.”?

Seen in this light, the apparently technical and yet also highly political
issue of whether and when the EU should grant MES to China is symbolic
of'a deeper divergence of attitude amongst the Member States towards the
Chinese economy. Some European economies are more than ready to
overlook those characteristics of China’s economic model, such as dump-
ing and the use of subsidies, which official opinion in the corridors of DG
Trade and the Office of the United States Trade Representative has long
considered unacceptable.* Of course, demands for reviews of Chinese
export pricing from threatened EU businesses in distressed economic
areas will continue, regardless of when MES is granted to China. Indeed,
the implementation of TDIs is not dependent on whether the exporting
country enjoys recognition as a market economy—this mainly drives the
technicalities of input pricing calculations—but it is anticipated that the
continuing application by the EU of extensive anti-dumping measures,
such as those which have been used against China in the past, would
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become more difficult to sustain once China is granted MES. Future calls
for continuing vigour in the application of TDIs by the EU are therefore
increasingly likely to face arguments in favour of building bridges with
China from those Member States whose current and future economic suc-
cess is now heavily connected to trade with and investment from China.®

Germany is perhaps the most significant example of this phenomenon.
A distinctive China perspective has emerged in the Federal Republic’s
foreign and economic policy in a strategy that has been termed “a technol-
ogy-for-markets swap.”® The German economy had a trade-to-GDP ratio
of' 70 % in 2014, and the German Federal Statistics Office ranking of part-
ners in foreign trade clearly shows the significance that China now holds,
with Germany’s total trade turnover with the People’s Republic (exports
plus imports) amounting to €154 billion that year, placing China third
overall, ahead of the USA and UK and only just bettered by Germany’s
immediate neighbours, France and the Netherlands.” In the wider context
of German international relations, whilst it is certainly too soon to speak
of China eroding the political stature of the transatlantic alliance in Berlin,
economic reality such as this must raise the question as to whether
Germany may not in future take a more balanced approach in its relations
with both China and the USA than in previous decades.?

The UK’s recent strengthening of economic ties with the People’s
Republic adds further complexity to the network of EU Member State rela-
tionships with China. The UK’s position is rather different to that of
Germany, in that its ambitions for closer trade and business ties are currently
well ahead of'its achievements. At the end of 2014, the UK still traded more
goods and services with traditional partners, such as the USA, France, and
Germany, than with China, which is Britain’s sixth largest export market.
However, since 2015, the British government has identified the strengthen-
ing of its links with China as a strategic priority, aiming to create what a
senior minister has suggested could be a “golden decade” for both coun-
tries as Britain seeks to make China the country’s second largest trading
partner and, more pointedly, to become China’s “best partner in the West.”’
These twin objectives have implications for both UK and EU strategy in
regard to China.

Despite the positive rhetoric, the UK’s trade and investment intercon-
nections with China are currently less developed than they could be, for a
number of reasons. First, trade between the UK and China in goods and
services is not at first sight particularly well-aligned to the fastest-growing
Chinese domestic markets, whilst the UK’s specialisation in advanced
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financial, banking, and insurance services coincides with sectors in China
that are highly protected, where state-owned enterprises predominate,
and where the possibility of China offering reciprocity of market access
continues to be politically controversial.!® Second, even if one assumes
more proactive reform of China’s domestic economy, it is difficult to find
evidence that the CCP would be willing to alter market access conditions
in these sectors radically, just to favour the UK. Indeed, this is a problem
not just faced by the British but by the EU as a whole.!! To realise its
ambitions, Britain needs to persuade China both of its seriousness of
intent to build bridges between the two nations and of the benefits that
could materialise once such links are well established.

This may help to explain why cooperation between China and the UK
has been strengthening in a number of high-profile areas. For example, in
respect to British infrastructure projects, whether in nuclear energy or
high-speed railways, these offer the Chinese much-needed and highly val-
ued opportunities for investing their surplus foreign reserve holdings to
gain stable long-term returns whilst simultaneously providing much-
needed additional sources of funding to the UK. Few other countries in
the OECD, let alone the EU, would be prepared to offer such entry into
capital projects of national significance as the British are offering to China.
This makes opportunities such as these a unique selling point on which the
Sino-British relationship could develop momentum into the future.

Yet, such overtures by Britain may carry risks. Reactions to its overtly
positive engagement with China have ranged from concern to bewilder-
ment. Some have characterised UK policy as “a pure mercantilist,
unprincipled, self-serving decision,” whilst others have pointed out that
such an approach could be counter-productive in the long term.!? The
extent to which closer bilateral ties to China could call into doubt Britain’s
dependability as an ally of the USA in security and geopolitical terms
remains an implicit question beneath the surface of such criticisms.!* Such
views may also reflect concerns that UK foreign policy in respect to China
shows signs of having been captured by the financial experts of the
Treasury rather than being led by the regional experts of the Foreign and
Commonwealth Office.'*

For the USA, any strategic pivot towards accommodation of Beijing by
the UK s likely to raise anxieties over the extent to which its traditional and
most dependable European ally could be relied upon in future for diplo-
matic, intelligence, and military support for putative US-led initiatives to
intervene in maritime conflicts between China and other East Asian powers
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over island sovereignty in the East and South China Seas. For the EU, the
prospect of both the UK and Germany—two of its most significant Member
States—unilaterally pursuing closer strategic links with China raises ques-
tions of policy coherence on a range of issues that are to be decided by the
EU acting as a whole, most imminently including the recognition or not of
MES for china and securing a Bilateral Investment Treaty.

Broad alignment between the USA and the EU in dealing with China
at the policy level is, of course, still a perfectly plausible scenario, but sus-
taining full convergence in all policy areas and across all Member States in
their relations with the USA does appear to have become much more dif-
ficult when balanced against individual national priorities over links with
the Chinese. Solidarity has already come under strain in respect to the role
of individual EU Member States in the China-inspired AIIB, where
strongly voiced American hostility was ignored by more than one key
European economy. Such divergence is unlikely to be an isolated instance.
Against this more nuanced background to EU-US relations, it is not
inconceivable that a future outbreak of military hostilities which involved
the USA and China in a direct confrontation in, for example, the South
China Sea, could threaten to fracture EU Member State responses, as each
would need to carefully weigh the cost of offending a key trade partner,
China, against the benefit of supporting its traditional security partner, the
USA. Such a dichotomy could significantly raise political pressure within
those EU countries which are members of the UN Security Council at the
time (permanent or otherwise) and whose global security commitment
might be less at the forefront of their foreign policy thinking than their
successful economic partnership with China.

Trae US DIMENSION IN THE UNION’S BILATERAL
RELATIONSHIP WITH CHINA

The role of the USA also creates a complex triangulation in the evolution
of EU-China relations at the level of the Union. Part of the problem lies in
the structure of Union decision-making in foreign policy that is a shared
competence with Member States. Despite the investment in manpower and
organisational visibility of the EEAS as an EU diplomatic corps, national
capitals effectively compete with Brussels for visibility in achieving
policy-specific outcomes that are often crafted to benefit individual econo-
mies rather than the Union as a whole. In particular, China has a reputation
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for prioritising dialogue with the Beijing embassy of key bilateral Member
State partners over Union delegation dialogue in an illustration of what has
been characterised as a rediscovery of the intergovernmental over the
supranational. For example, German diplomats appear to be invited to far
more private policy briefings and political dialogue meetings than other
Europeans, including the EU Delegation itself.!®

At least part of this complexity lies in China’s oft-stated expectation of
what the EU as a meaningful actor could have delivered as a distinctive
pole of authority in the post—-Cold War arrangement. This outlook on
power distribution provided the foundation for China’s moves towards
strengthening its relationship with the EU at a strategic level in the early
2000s. Chinese policymakers saw this as a way to construct a different
systemic architecture, their objective being to achieve greater power
balance at the global level as an effective support to their own country’s
re-emergence. !¢

Evidence suggests that, in China’s view at least, the EU has failed to
meet these expectations. An examination of the tone and emphasis of
China’s two strategic policy papers concerning its relations with the EU,
one published in 2003 and the second in 2014, illustrates this frustra-
tion.'” In the first paper, there are clear signs of optimism about the impor-
tant role that the EU can play in the deepening multipolar world, in which
China is assuming a more active role whilst still feeling its way.!® By con-
trast, the tone of the 2014 paper shows a resurgent and self-confident
China outlining its own place within the global sphere, drawing conclusions
about the challenges facing the EU since the global financial crisis, and
calling on Europe to work with China in order to “pursue peaceful
development in a multi-polar world, ... make the international order and
international system more just and equitable, ... and set an example of
different civilizations secking harmony without uniformity.”*®

On the last point in particular, China continues to be perturbed by the
direct leverage that the USA is perceived to have on EU decision-making.
Chinese concerns over the future global role of the EU are deep-rooted and
stem from more than recognition of the EU’s current structural or financial
weaknesses. From the vantage point of Beijing, Europe’s views on the shape
of global governance and the prospects for what the Chinese regard as the
future democratisation of international relations, through improved recog-
nition for states such as China in terms of votes, quotas, and leadership
within existing international institutions, are underpinned by one key
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factor—the transatlantic alliance with the USA. Militarily, economically and
politically, bonds with America are seen by China as the most important
element in international affairs for the Union collectively. Despite the many
differences in policy between the USA and EU (for example, in regards to
issues as different as genetically modified food, data protection, and use of
the death penalty), the Chinese continue to consider that the bridge
between the two continents is strong, as evidenced by defence cooperation
through the North Atlantic Treaty Organisation (NATO), ambitious eco-
nomic goals for a TTIP, and a shared cultural heritage that prioritises politi-
cal pluralism and individual human rights.?® This belief is manifest amongst
China’s political elite despite the growing warmth in relations that appears
to be underway with individual EU member States.

As already mentioned in Chap. 4, China has experienced first-hand how
its own expectations can be disappointed by US intervention in European
decision-making affecting Chinese interests, such as the decision of the
EU not to lift the arms embargo imposed after the 1989 military crack-
down by Chinese troops in Beijing’s Tiananmen Square. Whilst it is cer-
tainly the case that EU Member States were far from united on this issue,
by early 2005 momentum appeared to be gathering behind abandoning
the embargo and replacing it with a more flexible Code of Conduct for
arms exports. Arguments by leading arms-exporting Member States, and
in particular France, that the moment had arrived to re-evaluate the EU’s
relationship with China, and that lifting the embargo could be a positive
indicator of seriousness in this intent, appeared to be gaining traction in
many European capitals, to the consternation of the US administration.
However, after the Americans expressed their grave concerns over any
prospect of high technology arms sales being made available to China, cit-
ing the argument that they could one day be used to alter the balance of
power in East Asia towards China’s advantage in any future conflict with
the USA (for example, over Taiwan), the emerging European political
consensus rapidly unravelled.?! The embargo has remained in place ever
since with little prospect of any change, much to the frustration of China.

Events such as the arms embargo negotiations remain in the memory as
a symbolic yet potent example of EU capitulation to US demands, seen by
the Chinese as characterising the EU’s failure to accord their strategic
relationship with China the respect it deserves.??
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CHALLENGES FOR THE EU 1N BUILDING REGIONAL
RELATIONS ACROSS EAST AND SouTH EAST Asia

The EU’s limited role in both shaping and engaging with decision-making
structures within the Asia-Pacific region is another example of how
European influence is seen as being increasingly ineffectual in the face of
growing Chinese economic influence, on the one hand, and a more ener-
gised security posture from the USA, on the other. The EU’s institutional
engagement across East and South East Asia in particular is underdevel-
oped.?? It has become squeezed between the need of the region’s states to
accommodate China as a re-emerging power and their principal economic
partner whilst negotiating a security hedging strategy with the USA as the
world’s leading military power.?*

Furthermore, structural constraints exist in the design of some of these
regional bodies that militate against successful engagement by the EU. In
respect to ASEM, for example, the body lacks a permanent secretariat
which inhibits policy coherence between meetings and, according to some
commentators, has now grown into an unwieldy “talking shop” of over 50
current members.?® Measures to upgrade inter-regional dialogue with the
EU to achieve concrete outcomes in economic and investment coopera-
tion through ASEM-sponsored agreement have failed to garner sufficient
pan-Asia support.?® The EU’s engagement with the Asia-Pacific security-
focused ARF and the Shangri-La Dialogue in defence policy has also been
somewhat haphazard and inconsistent. In this context, the Union’s
approach to cooperative security does not yet appear to have gained trac-
tion with prospective East Asian partners, despite the optimism expressed
by EEAS diplomats.?”

These problems are often explained by contrasting Europe’s distinctive
soft-power diplomacy, that cannot effectively connect with the hard power
concerns prevalent across East and South East Asia, with the military capa-
bility that only the USA can provide to underpin regional stability.?® Whilst
some scepticism persists across the region’s capitals over the extent to
which America’s strategic rebalancing of military priorities towards Asia
may merely be political rhetoric, US policy has at least been seen as reflect-
ing greater visibility within the Administration of the importance of the
American commitment to maintaining stability in the Western Pacific.?®
The challenge for the EU, by contrast, has been to promote any kind of
strategy in the region, save what some have termed the realisation of “ad
hoc achievements in particular policy areas.”3°
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To be fair, there has been some progress in building visible cooperation.
For example, one such ad hoc achievement is the EU’s contribution to the
design, creation, and launch of the ASEAN Economic Community (AEC)
in December 2015. Creating an AEC has been a longstanding goal for
ASEAN and is part of a strategy to lend greater coherence to its own policy
agenda for its membership, in realms such as promoting economic devel-
opment, enhanced security cooperation, and cultural convergence through
the construction of a common identity.*! The EU’s technical assistance
programmes offered in support of developing the AEC, together with
Europe’s long experience in evolving intra-regional economic integration,
have been widely recognised as examples of positive engagement that
build on European capabilities that are distinct from those of the USA.

This kind of inter-organisational cooperation has been characterised by
European diplomats as showing how each of these two economic
communities has “a common DNA.”3? There are, however, formidable
challenges facing ASEAN Members in delivering on the promise of closer
cooperation across a membership of such diverse economies, with inter-
governmental oversight as the operational norm in keeping with ASEAN
principles rather than any form of supranational control akin to the EU’s
approach. This makes it likely that progress towards a more meaningful
cooperative model within the AEC is likely to emerge only slowly.
Nevertheless, EU-ASEAN collaboration over the AEC remains at least one
illustration of how a European-inspired agenda can find resonance in South
East Asia when it overlaps directly with the Association’s own priorities.??

A greater degree of strategic coherence from the EU in projecting its
policy priorities in the South East Asia region may now finally be emerging
in ways that can contrast with the US presence. In May 2015, the European
Commission and the High Representative issued a Joint Declaration on
the EU’s policy initiatives with ASEAN in the fields of trade, research and
innovation, transport, and sustainable development, with each broad sec-
toral dialogue containing specific initiatives linked to differential levels of
funding and expected outcomes that presumably could be measured in
future reviews. Backed by the leadership of the EEAS, this document aims
to offer “a new momentum in EU-ASEAN relations.”?*

In particular, the new strategy document includes an extended section
on cooperation over security issues. This could be interpreted as an attempt
to counter the perception that the EU is largely an economic and trading
bloc with few meaningful security interests or capabilities. It outlines a
vision whereby the EU’s security engagement offers ASEAN “multiple
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strategic options and centrality as the big powers [read, China and the US]
assert themselves more forcefully in the region.”®® It remains to be seen
whether this presages a meaningful upgrading in security cooperation but
it may illustrate a renewed sense of purpose within the EEAS leadership to
re-engage with Asian nations more visibly in ways that matter to them.

A litmus test of the EU’s credibility on both political and security
related matters could be Union membership of the East Asia Summit
(EAS). The Summit’s wide-ranging policy remit includes security, energy
policy, regional trade integration, and broader-based collaboration to
achieve economic development, all of which would overlap closely with
the renewed vigour that the EU’s strategy document implies. Indeed, the
prospect of EU membership of the EAS was made possible when ASEAN
modified the Treaty of Amity and Cooperation to enable the document to
be signed by organisations as well as by states, as a prelude for accession to
the Summit as a full member by the EU. Officially, the EU remains wholly
committed to joining the Summit but the decision is one for the ASEAN
membership to confirm, some of which may be of the view that extending
membership to an unconvincing security actor may not be in their inter-
ests. Furthermore, European diplomats have acknowledged that commit-
ment on both sides will be required for the EU’s accession to happen.3®

The May 2015 Joint Declaration introduces a possible direction of
travel that could lead to the EU’s future accession to the EAS sooner
rather than later if rhetoric is a precursor of more manifest progress. Yet,
as of December 2015, Union membership of the EAS had not materialised,
despite the appointment of the first EU Envoy to ASEAN.?” Whilst this
situation may well be due to divisions between ASEAN members over
expanding Summit membership, past perceptions of the EU’s muted
support and lacklustre approach to negotiations for accession may have
created the impression that the Union has largely outsourced any
meaningful regional role to the USA.3

Overall, European responses to the changing structure of power in the
Asia-Pacific region, and to China’s growing significance in particular, have
appeared rather haphazard. Beyond narrow and specific policy initiatives,
such as technical assistance in support of the AEC, current evidence sug-
gests that in the Asia-Pacific region, the EU has failed to construct a
coherent and credible engagement agenda. Whilst part of the problem
may be a mismatch between European and East Asian views on how a
multilateral system should operate, which may itself originate in the EU’s
adherence to the principles of effective multilateralism as its own driving
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force at the international level, another explanation may be that European
politicians, and Union-level actors in particular, have simply had other
priorities, particularly in the EU’s neighbourhood. This apparent lack of
cohesion and absence of strategy may be directly addressed in the EEAS
2016 Review, but it remains to be seen whether these much-heralded
plans will become the basis for meaningful action.

Tre US RoLE As GLoBAL HEGEMON IN EU-CHINA
RELATIONS

Is it now time for the old certainties of EU-US attitudes towards a re-
merging China to be re-evaluated? There is some preliminary evidence to
suggest that the China dimension in regional and global affairs could put
long-established principles of European—American mutuality under stress.
A view does seem to be emerging within the policymaking elites in some
EU capitals that a more measured and nuanced response to developments
in the balance of power in international affairs, which takes greater account
of China’s position, may serve national interests more effectively in a num-
ber of foreign policy and economic areas. It has been shown in this chapter
how key EU Member States have signalled that their future bilateral rela-
tions with China should no longer be seen uniquely through the prism of
transatlantic relations, whether by deciding to join the Chinese-led AIIB
against US advice, or by deepening economic and cultural ties with China
notwithstanding growing US unease over Chinese military assertiveness.
Yet, how much of this evidence is sufficiently strong to indicate that US
influence in shaping the character of European relations with China will
diminish in the near term? Even when taking account of the clear potential
for different policy responses across Europe to future Chinese initiatives,
do these events indicate a dilution of solidarity between the US and
European view of global order? The USA has been a longstanding ally of
Europe in economic and security terms, with nearly all EU Member States
being NATO members. The USA as a liberal democracy is also a norma-
tive partner to the EU on many points of political philosophy, whilst the
two economies also share leadership of key multilateral institutions which
wield substantive power in global governance, especially within those
pertaining to international trade and regulations for the knowledge
economy. Indeed, in the context of economic governance, and much to
China’s frustration, the EU has shown little willingness to relinquish its
privileged status within current arrangements. Whilst the underdeveloped
character of European security engagement in East Asia has inevitably led
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to the Union playing a secondary role to the dominant position of the
USA, facilitated by the might of its military power, there has never before
been reason to doubt that the EU would support the principle of American
leadership in post—Cold War international relations. Europeans have
appeared largely content to operate within a US-led global order.

What does the current role of the USA imply for the future of EU rela-
tions with China at the global level? The USA is a strategic rival to China
in the East Asia region and at the same time is also the world’s leading
economic and military power. This unique position grants America mean-
ingful room for independent action, often in ways that are unrestrained by
the very multilateral system that it helped to establish and currently leads.
This introduces areas of relationship tension and prospective policy
collision with China whose status as a re-emerging power reinforces a
world view that sees US strategy anchored on the principle of China’s
containment.*” Leading Chinese commentators have characterised US
behaviour as an example of double standards enjoyed by the hegemonic
state, which may help to explain China’s enthusiasm for multipolarity as a
global system capable of limiting hegemonic unilateralism more eftectively
than the current mosaic of US-led multilateral institutions.** The EU,
however, has shown no enthusiasm for such solutions to current global
problems and there appears to be no appetite amongst Europeans to fol-
low China’s strategic vision of a multipolar future.

Perhaps the strongest deduction that can currently be drawn from this
medley of conflicting signals is that an absence of “grand strategy” at the
EU level in respect to its relations with China is becoming a critical weak-
ness in dealing with a fast-changing international environment that is hav-
ing to come to terms with a Chinese dimension to many policy issues.*!
This is something that the leadership of the EEAS recognises as needing
to be changed—a vacuum that needs to be filled.*

CONCLUSION

The role of the USA as global hegemon continues to shape the EU-China
relationship in multiple ways, not least because it illustrates how Europe
continues to be influenced both bilaterally and multilaterally by the impor-
tance that it places on the transatlantic alliance, in economic, political, and
cultural terms. Nevertheless, change is detectable as individual EU
Member States exercise their right to negotiate a place in new institutions
within an emerging global order that may no longer be the exclusive
preserve of Western thinking and leadership. In particular, an erosion of
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the uniformity of EU attitudes towards the transatlantic alliance appears to
becoming more visible, with the propensity of Member States such as
Germany and the United Kingdom to take an increasingly more nuanced
view of when, and whether, traditional transatlantic ties should always
trump more recent Sino-centric mercantilism. These tensions have become
sharper as China’s capacity to act at the global level has strengthened and
its confidence in projecting its own normative principles has deepened.

These developments are in their early stages but they pose some uncom-
fortable questions for the EU as the century approaches its third decade. It
seems clear that the EU will need to find a careful political balance in its
foreign policy between reaching out to re-emerging powers such as China
and, at the same time, reassuring old allies such as the USA. Constructing
a coherent response to these developments will be critical in reinforcing the
EU’s credibility as a distinct international actor capable of exerting influ-
ence over China, across the East and South East Asia region and beyond.

There is as yet no agreed blueprint for an EU strategy on how to engage
with the shifts in power dynamics that now appear to be underway, but
there is at least recognition in Brussels that this vacuum should not persist.
The Global Strategy Review is an important initiative in this context.
However, there needs to be much more than recognition of the problem
by Union officials. The design of a coherent approach to address the ten-
sions uncovered in this analysis will require acceptance by the Member
States of the need both to bridge their differences and to reinforce collec-
tive competences where necessary.
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CHAPTER 10

Conclusion: Optimism or Pessimism about
the future of EU-China Economic
Relations?

This book has offered evidence to support a wide-ranging analysis of the EU-
China economic relationship, based on an examination of the bilateral links
between the two economies in Chaps. 4-8, as well as the approach of China
and the EU to the global institutional framework and the political context
within which they cooperate and compete (in Chaps. 3, 8 and 9). This con-
cluding chapter will bring together the findings of the preceding chapters in
order to assess the prospects for future EU-China economic relations.

It will first recall the main findings of the analysis in respect of the com-
mon interests, complementarities, and potential for economic synergy of
China and the EU, as well as the signs of stress, strain, or deadlock in
their economic relationship. A second section will then examine the main
political obstacles to closer EU-China cooperation that have been identi-
fied in the analysis, on both the Chinese and EU side, to assess the rela-
tive significance of each as a potential roadblock to cooperation and its
likely durability. In a third section, the main areas of EU-China economic
interaction that have been discussed (international economic governance,
trade, investment, research and innovation, monetary policy, and sustain-
ability policies) will be divided into the most and least promising for the
development of EU-China cooperation over the next five years.

The concluding section will underline the limited prospects for an
ambitious EU-China economic partnership and emphasise the need for
the EU side to define a new and perhaps more modest strategy in respect
of its future economic relations with China.
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(GAPS BETWEEN POTENTIAL AND PERFORMANCE
IN THE EU-CHINA STRATEGIC PARTNERSHIP

China and the EU have many common interests, the societal goals of their
governments are similar in a number of respects, and they could offer
complementary knowledge, skills, and resources to each other that would
provide a significant contribution to the next stage of their respective eco-
nomic development. But they are constrained by political differences and
divisions, some of them internal to China or to the EU, that stand in the
way of such cooperation.

Potential for Partnership

China and the EU are oriented towards the wider world as traders and
investors, but they have common interests beyond the purely material
one of making a living. They have many similar characteristics. They are
both large economies in transition, with rapidly ageing populations and
relatively few natural resources, largely dependent on external supply of
raw materials and energy, living on their wits, committed to achieving a
knowledge-based society, and dealing with the social problems which that
implies, supportive of publicly funded health and social security systems.

In the past 20 years, as China has become more aware of the cost to its
environment and to its citizens of very rapid economic growth, the EU and
China have developed broadly comparable policies to meet the economic
and environmental challenges that are common to both. The preceding
chapters have identified their policy focus on environmental sustainability,
including alternative energy development, reduction of greenhouse gas
emissions, and recycling, on the acceleration of innovation and the effec-
tive exploitation of research results, and on sustainable urbanisation. Other
policy areas of mutual interest could be added: the exploration of space,
the improvement of agricultural productivity, the search for cost-eftective
health systems. Chapters 6 and 8 have described how China and the EU
have chosen to cooperate on a wide range of policies, extending well
beyond the traditional focus of trade relations, where they exchange views
and attempt to construct long-term cooperation. Their combined work on
the development of carbon emission trading systems in China or in inter-
national negotiations for climate change reduction, for example, is a strik-
ing, even surprising example of success, in which their policy positions have
occasionally seemed closer to each other than to the position of the USA.
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The complementarity between European and Chinese resources and
talents goes well beyond the limits of their 40-year-old trading relation-
ship, in which each side has supplied a leading market for the other’s
goods and, in China’s case, also made its low-cost production available to
be integrated into the global supply chains of foreign companies.

A first element of complementarity is the potential common interest
in developing China as a market for services as well as goods. Services
have now overtaken manufacturing as the main source of employment and
economic growth in the Chinese economy yet China is one of the world’s
lowest importers of traded services. More efficient and competitive service
industries in China, including financial services, would help to generate
more economic growth in China by lowering costs for other producers, as
well as provide a major additional market to European suppliers.

A second complementarity is China’s potential as a source of finance
for economic recovery and growth in Europe. China has surplus capital to
invest, whether in the form of the financing by its state-owned banks and
other sectorial SOEs of energy and transport infrastructure, or of private
investment by Chinese companies to supply much-needed capital for the
growth of specialised European manufacturing companies. Chapters 5, 7,
and 9 have identified how China has already demonstrated its readiness
to support economic recovery in the EU, by inviting the EU to bring
forward projects for the One Belt, One Road initiative, by supporting the
Euro, and by creating a €10 billion fund for investment in the develop-
ment of Central and Eastern European economies focussed on infrastruc-
ture projects. It has also offered to participate financially in the EFSI,
designed to leverage private capital with public funds.

The EU, for its part, is in a position to offer a re-emerging China some
of the skills that it needs, because of its longer experience of a service-
driven, knowledge-based and ecologically minded economy. Chapters
4-6 and 8 have identified the potential European strengths that could
make a real difference to the pace of China’s development. These include
experience of setting up the structures needed to generate an innovation-
oriented society, with well-tried systems designed to build bridges between
research and business; the banking and other financial service expertise
to improve efficiency in China’s financial markets; management expertise
(in team-building, marketing, or quality control) that China occasionally
lacks; a high standard of research output in basic or blue-sky research,
where China is relatively weak; diversity in national health and social secu-
rity systems; and experience in tackling the environmental problems that
have now become such a high priority for China.
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Performance of the Pavtnership

The analysis of the preceding chapters has, however, also shown that the
reality of the EU-China Strategic Partnership often falls short of the rhet-
oric of political leaders. Chapters 2, 4, and 5 have highlighted the aston-
ishingly rapid growth of EU-China economic interdependence in the past
40 years. Trade has increased more than a 100-fold in that time; Chinese
direct investment in the EU has quadrupled since 2011. Both sides have
expressed a wish to participate in each other’s regional funding agencies
for infrastructure development. Yet alongside these positive signals, there
are signs of paralysis, inertia, and sometimes mistrust in key parts of the
EU-China relationship.

e Within the basic economic building bloc of the EU-China economic
relationship, trade, all is not well. Overall trade growth is slow-
ing down: the total level of exchanges has remained fairly stable in
recent years as economic growth has been close to zero in Europe
and has slowed down to half its level of ten years ago in China. The
familiar trade problems persist (the long-standing trade imbalance,
in large part resulting from China’s resistance to competition from
trade in services, or the EU’s continuing refusal to recognise MES
for China) whilst the negotiations to improve trading arrangements,
such as on China’s accession to the WIT'O GPA or rules to constrain
China’s export credits, are deadlocked.

e EU flows of direct investment to China are falling compared to their
peak of ten years ago, as European companies complain about discrim-
inatory treatment and uncertainties in the regulatory environment in
China, and negotiations for a BIT are proceeding slowly, despite a
joint EU-China commitment to make this agreement a priority.

e Joint interests in the energy efficiency or climate change field are
not leading to the development of substantial joint projects between
European and Chinese enterprises, despite several years of trying and
the commitment of significant funding by the EU side.

EU-China interdependence may still be growing measured against some
yardsticks (Chinese direct investment in Europe is increasing quickly, for
example), but there has been no progress since China’s accession to WTO
in 2001 towards building stable and permanent arrangements that will assure
a higher degree of interdependence. Negotiations or consultations about new
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forms of cooperation that would involve significant concessions by either side,
such as the BIT, seem to be stalled. The take-off of joint projects in the form
of active participation by businesses seems to be largely one-way: Chinese
companies build European motorways, railways, and power stations (even
nuclear installations are not excluded in one Member State) but not vice versa.
Similarly, China’s participation in joint research with the EU means Chinese
researchers being involved in European projects, not European researchers
joining Chinese projects. Some commentators have spoken of a “trust defi-
cit” between the EU and China because of these disappointed hopes.!

Today, the EU and China appear to be close to the limit of what is pos-
sible within the present cooperative framework for economic cooperation.
But the fundamental changes of attitude or policy needed to produce a
different framework are not in view. As the following section will recall,
each side faces political difficulties in adapting its policy to new circum-
stances, and some of these may not be susceptible to change in the fore-
seeable future.

RELATIVE IMPORTANCE AND DURABILITY OF POLITICAL
OsBstACLES TO CLOSER EU-CHINA ECcoNoMIC
COOPERATION

The analysis of the previous chapters has shown how politics can get in
the way of what would otherwise appear to be a profitable and positive
matching of interests between China and the EU. Fundamentally, different
views about the relations between the state and society, or the state and its
international environment, exist not just between China and the European
Union but also between the Member States of the European Union. In
relation to the direction and pace of economic reform in China, different
views are also found amongst the leadership of the CCP.2 They consider-
ably reduce, if not entirely remove in some cases, the possibility of a more
open and productive economic relationship between China and the EU.

In this section, the main political obstacles to closer economic coop-
eration between the EU and China identified in earlier chapters will be
reviewed to assess their importance and durability. The importance of an
obstacle is measured in terms of the range of policy areas or activities it
affects (some will affect all areas, others may be relevant in only a few).
Durability is assessed in terms of the likelihood of a change of policy in the
medium term (i.e., within the next five years).



222  J.FARNELL AND P. IRWIN CROOKES

Political Obstacles in China

Four political obstacles to EU-China economic cooperation stand out as
deserving consideration:

* Absence of the rule of law

¢ A nationalistic view of economic management

e Dolitical control of key sectors of the Chinese economy
¢ Uncertainty of economic reform.

(a) Absence of the rule of law

The underlying problem here is that the Party-State as constructed in
China is not subject to the normal constraints of the domestic legal sys-
tem that might be expected under conventional principles. Rather, the
Party uses the law for instrumentalist political purposes in many instances,
exhibiting what might be termed a preference for rule by law rather than
rule of law. It can interpret law at will and provide political steer to the
decisions of courts, showing that the Party effectively stands above the
law in China today. Earlier chapters have shown how absence of the rule
of'law in China can affect economic activity in a variety of ways: by intro-
ducing uncertainty into the acquisition of business premises, through
poor enforcement of protection of intellectual property, through arbitrary
or unpredictable regulatory change in relation to direct investment, or
through interference in the running of financial institutions, such as stock
markets. Absence of the rule of law also affects the rights of workers, con-
sumers, or environmental activists within the economy.

According to the European businesses established there, absence of
the rule of law ranks as the number one problem in dealing with China.
It allows the administrative authorities to act as they see fit and to reach
occasionally arbitrary conclusions that are difficult to challenge. Even
if the present Chinese government does not choose to exercise this
extraordinary power often, it has the possibility of doing so anywhere
and at any time. In terms of durability of this obstacle, the CCP shows
no sign of changing its approach to this issue. The Third Plenum in
2013 announced changes (such as fairer operation of the courts and
the suppression of corruption) and the Fourth Plenum, dedicated to
the subject of rule of law in 2014, took some first steps to ensure more
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harmonised application of rules for the operation of courts, but the
independence of the CCP from the reach of the law has not been put
in question. The rigorous suppression of those in China who advocate
constitutionalism as an answer to improvement of the rule of law sug-
gests that the Party will not tolerate any public debate about removing
its most fundamental power.

(b) A nationalistic view of economic management

Earlier chapters have indicated how China seeks to be autonomous
(through indigenous innovation, Chap. 6) or the first and the best
(through promotion of patenting, Chap. 6), and how this induces a
reluctance to develop two-way partnerships or to admit external depen-
dence (sustainable economic development, Chap. 8). China has recently
taken the initiative to create new international funding institutions, such
as the New Development Bank and the AIIB, and to launch continen-
tal-scale economic projects such as the One Belt, One Road initiative
(Chaps. 3 and 5). The “Chinese Dream,” first publicly enunciated by
President Xi Jinping in November 2012, aims at the rejuvenation of
the Chinese people, both domestically and on the world stage, based
on a Chinese spirit.®> National pride that is an understandable part of
this vision may also be used as an ideological underpinning for unfair
treatment of foreign enterprises (Chap. 5). This may, in turn, create
attitudes that are unhelpful in building the international cooperation
and intercommunication that is essential for developing economies to
reach the next stage of their economic development, the knowledge-
based economy (Chaps. 2 and 6).

A sense of pride in China’s recent achievements ranks high in terms of
shaping attitudes to international relations in China, although it is difficult
to assess its practical importance. Nationalism in China is reinforced by
government control over the media and the emphasis given by the gov-
ernment to territorial disputes with China’s neighbours in the maritime
regions off the country’s Eastern seaboard. China’s economic relations
with Japan, for example, have been severely affected by such issues.* The
public prominence given to President Xi’s Chinese Dream reinforces the
impression that nationalism has replaced Marxism as the ideological basis
for CCP authority in China. Its durability seems certain to exceed the next
five years.



224 J. FARNELL AND P. IRWIN CROOKES

(c) Political control of key sectors of the economy

The larger part of China’s output is still in the hands of the state. As the
Third Plenum reform decisions made clear, the state-owned sector is still
seen as essential to China’s economic future, and privately owned business
as ancillary to it. Earlier chapters have explained the extent to which SOEs,
under the direct control of the CCP, dominate the Chinese economy at
every level. Energy, telecommunications, transport, and banking are some
of the main economic sectors concerned and, as Chap. 5 indicated, these
are the ones where EU firms consider themselves competitive and are
looking for market opening.

Whilst perhaps not as durable as the two political obstacles mentioned
above, any change in state control of the economy is likely to be slow. The
slow reaction of the authorities to chronic overcapacity in the state-owned
steel sector is an indicator of that. The Third Plenum decisions emphasised
the leading role of SOE actors throughout. For reasons of efficiency, the
Chinese government may wish over time to reduce the number of failing
SOEs, but there has been no suggestion of reducing the dominant role of
the public sector as a whole. The closure of China’s government procure-
ment market to foreign competition for 15 years after China’s WTO acces-
sion is another sign of Chinese reluctance to give ground on this issue.

(d) Uncertainty of economic reform

Earlier chapters have illustrated how China will find it difficult to move
forward quickly with economic reform, even if substantial parts of the
Chinese elite are convinced about the need for it and its potential benefits
in terms of greater efficiency and international competitiveness. The ten-
tative and ambivalent language of the Third Plenum decisions regarding
issues such as opening up of the Chinese market to international competi-
tion (Chap. 4) or financial and monetary reform (Chap. 7) show how crit-
ical aspects of reform for the EU-China economic relationship are subject
to uncertainty, not only with respect to timing but also on the principle
of reform. The leadership has been firm about its intentions and some
aspects of economic reform, such as the anti-corruption campaign, have
been pursued vigorously, but there is deep uncertainty about the leader-
ship’s ability to deliver radical change within a timescale that is relevant
for China’s international partners, which are actively pursuing alternative
bilateral or multilateral arrangements for deepening economic coopera-
tion that do not include China.
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China’s economic partners recognise that the speed of reform remains
a matter of careful judgement for the Chinese government but the lack of
pace so far in critical areas for European interests (such as market opening
and liberalisation of inward direct investment) has been a disappointment
for the EU. Whilst the position of the Chinese government could become
clearer within the next five years, that is not a certainty.

Political Obstacles in the EU

Turning to the political obstacles on the EU side to closer EU-China
cooperation, there may be fewer of them, but their importance and poten-
tial durability match those on the Chinese side. Two in particular deserve
attention:

e The absence of a clear EU strategy towards China
e Priorities other than China

(a) Absence of a clear EU strategy towards China

The lack of an EU strategy towards China since the economic crisis is
surprising, given the transformation of the global economy by China’s accel-
erating re-emergence in the course of this century. The last EU political
strategy statement on China dates from 2006. Since then, negotiations for an
EU-China Partnership and Cooperation Agreement (PCA), begun in 2007,
have run aground and yet nothing appears so far to have taken its place. The
EU-China 2020 Strategic Agenda for Cooperation, agreed with China in
2013, is an extensive task list without the political and legal framework nec-
essary for achieving it. Whilst the EU does not have a formal framework for
its economic relations with other important economic partners, such as the
USA, the shared values between the transatlantic partners have led them to
commit to negotiate an ambitious trade and investment partnership that will
in time set a comprehensive framework for their economic relations.

As the preceding chapters have shown, the EU has been unable to agree
a similar common stance towards China, and the EEAS Communication on
the EU external relations strategy promised for 2016 may not propose a spe-
cific China-oriented policy. There appear to be two distinct reasons for this.

The first is the existence of serious policy differences between the
Member States on how to deal with an economy like China’s. Chapter 4
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indicated differences in relation to trade defence measures, Chap. 5 in
relation to inward investment from China. These disagreements stem from
different attitudes to competition and the benefits of structural change in
economies. Whilst these policy positions may evolve over time, short-term
change is unlikely.

The second reason is reluctance, especially on the part of the bigger
Member States, to allow Treaty obligations to develop a common external
economic policy to be implemented in practice. This is more than formal-
istic hostility towards a reallocation of competences. It is grounded on the
sometimes intense competition between Member States in their external
trade and investment policies, and the fear that the negotiation of a com-
mon EU approach towards an economy as big as China’s could involve
concessions on details that might reduce the room available to a Member
State to defend its interests effectively. Frequent high-level political mis-
sions from the EU Member States to China reflect the potential value
of bilateral relations with that country in the eyes of national ministers.
There is no indication that the pressure to agree a common line towards
China will become greater than the pressure to remain free of EU-level
discipline anytime soon.

(b) Priovities other than China

The past decade may have been the fastest period of development of
EU-China economic relations, but it has also been the most testing period
for the EU in terms of its domestic economic policy and its foreign pol-
icy. The post-2008 financial and economic crisis and the instability of the
neighbourhood region to the EU’s East and South, with war practically
at the EU’s borders in Syria and the Ukraine and extensive migration
into the EU from North Africa and the Middle East, have meant that the
EU has had to concentrate on other more pressing matters than its rela-
tions with China. In the field of external economic relations, the EU has
devoted its negotiating energies to developing relations with like-minded
developed economies, such as the USA, South Korea, Singapore, and
Japan, rather than spend time trying to convince China to move forward
from an entrenched position. These other priorities will remain for some
time to come, and the new impetus given to the WTO by the final aban-
donment of the stalled Doha Round negotiations in December 2015 may
reawaken interest in multilateralism.
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Many, if not all, of the political obstacles to closer EU-China economic
cooperation appear, therefore, to have staying power. The only obstacle
that may become less severe in the next five years is uncertainty about the
Chinese government’s commitment to economic reform, but even that
will continue to be constrained by the positions of principle of the CCP
on the rule of law, state control of the economy, and a nationalist vision of
economic development.

MosTt PROMISING AND LEAST PROMISING AREAS
FOR COOPERATION

Having assessed the relative weight of the major political challenges in
both China and the EU, this section considers which of the policy areas
discussed in the preceding chapters are the most or least promising for
improvement of EU-China economic cooperation.

Promising Aveas

(a) Governance of global economic institutions

The recent agreements to increase China’s degree of influence within
the IMEF, in respect of its voting power and the inclusion of the RMB in
the SDR basket from 2016, serve to indicate to China that international
economic institutions can, after all, accommodate its interests—although
they may also be seen as the result of China’s firm position on the injustice
of'its previous treatment. The stance of the EU Member States, previously
assumed to be defensive of the status quo and their position in it, is mov-
ing in the direction of accommodation of China. The IMF SDR decision
is one pointer; participation of EU Member States in the AIIB is another.
This does not, therefore, seem to be an area characterised by conflicting
positions that are unlikely to change in the medium term. China is a part-
revisionist, part-conformist power, and is therefore likely to be cooperative
in some areas of global governance and obstructive in others. In conclu-
sion, this may be one of the more promising areas for future EU-China
cooperation.
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(b) Sustainability cooperation

Energy, environmental, and climate change policies are issues where
China and the EU have powerful motives to move in the same direc-
tion. In most of these areas, the EU has been a pathfinder in develop-
ing sustainable economic policies and technologies. China has recognised
that it has a severe problem in all of these areas, is adopting a broadly
similar set of policies to the EU, and has proved that it has the capacity
to implement policy change quickly (by investment in alternative energy
supply, for example). China recognises European technical and regulatory
achievements in these areas and has been interested in cooperation with
the EU to learn more. From the EU side, there is a double interest: first,
in helping China achieve its own objectives whilst reducing the overall
pressure on global resources and, second, in creating opportunities for
EU businesses to market specialised goods, services, and expertise in these
areas in China. Hence the willingness of the EU to expand the range of
EU-China policy dialogues in this area over the past ten years, accompa-
nied by considerable budgetary support.

However, evidence of concrete achievements through cooperation is
slight. EU-China contacts take the form of exchange of ideas in semi-
nars and workshops, not of joint business ventures and more open mar-
kets. There is very little practical cooperation between EU and Chinese
companies. China’s need to create new jobs for its population in emerging
technologies, and its traditional development model of encouraging the
growth of national champions through market protection and subsidies,
make it unlikely that significant market opportunities will be offered to
non-Chinese competitors. In addition, China’s policies relating to owner-
ship of ideas and protection of intellectual property do not provide the
assurance that European investors need before they can become more
heavily involved in cooperation.

This area of cooperation remains promising in terms of the likelihood
of continuing transfer of knowledge to China (and therefore improved
effectiveness of China’s policies). It will be less promising as a source
of opportunities for European companies in China in the absence of a
regulatory framework in China that encourages international economic
cooperation.
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(c) Monetary cooperation

Chapter 7 described how both the RMB and the euro are currencies
that suffer from policy weaknesses that affect their international use and
status, although the euro as a fully convertible currency already has inter-
national standing that the RMB will not achieve without more substantial
financial market reform in China, despite the November 2015 decision of
the IMF to include the RMB in the SDR basket. Such reform will, how-
ever, tend to undermine state control of financial markets and, to some
extent, China’s industrial policy, and is likely to prove particularly chal-
lenging. This will mean that the benefits of reform, both for the Chinese
economy and for EU financial service suppliers, will be delayed. This being
said, China and the EU have strategic common interests in a stable mon-
etary system, and the attitude of the EU and its Member States towards a
larger role for China in the IMF has so far been relatively accommodating.
Greater investment cooperation between the EU and China may contrib-
ute to a more positive climate.

The EU and its Member States have shown a positive openness to
internationalisation of the RMB, but achieving that goal, and the greater
balance in the international monetary system that would result, will ulti-
mately depend on decisions taken in China about its domestic economic
management.

Less Promising Aveas

(a) Trade

Chapter 4 concluded that the there was little room for either side to
change its position regarding the many points of tension. China, for exam-
ple, is unwilling to offer market opening to the EU on services or gov-
ernment procurement, the priority areas for the EU, because that would
undermine the position of its state-owned companies. Marginal improve-
ments in access may occur in relation to TBTs or IPR protection, but
these are not game-changers for the EU. The consequence of this policy
impasse will be continuing imbalance in EU-China trade, with the EU
holding the view that its export potential to China is most constrained
where it is most competitive, and particularly for services.
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EU concerns about the possible impact on European businesses of
China’s system of subsidies to designated strategic industries will also
remain a problem. Although a major political clash with China over this
issue was avoided in 2014, another such confrontation could occur in
future. Policy differences within the EU in relation to trade defence,
however, could make a decision to adopt EU-wide anti-subsidy measures
against China more difficult. The Member States that have been most
assiduous in cultivating their bilateral economic relations with China, such
as Germany and the UK| are traditionally cautious in respect of having
recourse to EU trade defence measures.

The issue of Market Economy Status, although a technical one that
has only a limited effect on EU-China trade, remains a question of major
political importance for China. If the EU at the end of 2016 were to main-
tain its current position that China is not yet a market economy (and there
has been strong internal and external pressure on the EU not to change
its position), this would be seen as an unfriendly act by China and would
reinforce Chinese reluctance to make trade concessions to the EU. As one
Chinese interviewee put it, withholding MES for China “is like slapping
your face and then saying let’s be partners.”®

Trade policy will, therefore, remain a fraught and unpromising area,
which could possibly deteriorate further over the medium term.

(b) Investment

Growing EU-China investment links since the year 2000, and the cur-
rent approximate balance in FDI flows between the two sides, might sug-
gest that this is a promising area for cooperation. That, however, would be
to ignore the imbalance of opportunity to invest between Chinese compa-
nies in the EU, which are generally, if not always, welcome, versus EU com-
panies in China, which are either excluded or restricted in many sectors.

The slow pace of negotiation since 2013 of an EU-China BIT, which
would establish more symmetrical reciprocity, confirms that this is a policy
area that is politically sensitive for both sides. For China, above all, opening
up to inward FDI in the excluded sectors would be a frontal attack on state-
owned monopolies whose position has been defended in China’s economic
reform strategy. In spite of announcements made by the Chinese authorities
in early 2015 about a possible new framework for inward FDI rules, there
is no concrete evidence to suggest that China is ready to open its market to
the EU to anything like the same extent as the EU already has to China. For
the EU, too, concluding a BIT with China will require EU Member States
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to define a common position on detailed questions relating to inward FDI
that hitherto have been decided at national level.

Despite being the top economic priority for the EU-China 2020
Strategic Agenda for Cooperation agreed in 2014, investment policy is an
unpromising area of cooperation that is unlikely to make early progress.

(c) Research and innovation

Chapter 6 has shown that China is growing as a potential competi-
tor in research capability, but it is still behind the curve compared with
EU leadership in key high technology areas and in disruptive innovation.
EU capabilities provide an opportunity for collaboration, as China needs
European technology and know-how. However, uncertainty about the
reliability of the regulatory and behavioural environment in China for
research and innovation cooperation, particularly regarding enforcement
of IPR, could continue to discourage European involvement.

The overall assessment is, therefore, that this is an unpromising area
of cooperation, as the necessary changes in the Chinese environment are
likely to take some time.

CONCLUSIONS

From this assessment, one may conclude that the overall prospects for
EU-China economic cooperation are encouraging in a few areas but
rather less encouraging in those that are at the core of the EU-China eco-
nomic relationship. Cooperation in areas that will certainly be of impor-
tance in the long term, such as the promotion of economic sustainability
and international institution building, where there may be fewer hostile
vested interests than elsewhere, could grow. Areas such as research and
innovation and monetary cooperation could also evolve positively if not
dramatically. However, the areas of greatest immediate importance—trade
and investment—are likely to reflect a fundamental asymmetry of eco-
nomic opportunity between the EU and China for some time to come.
The key to overcoming these problems is economic reform in China but,
as this analysis has shown, economic reform brings with it major political
risks that the CCP is reluctant to take.

The analysis has also pointed out weakness and indecision on the EU
side: the lack of EU strategic thinking about China, the absence of a plan,
and even the unwillingness of some Member States to contemplate one.
The disorder in European thinking about economic interaction with China,
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which will become the world’s biggest economy in absolute terms within a
generation, and the reluctance to devise a common approach to the many
challenges it poses, could have wider political implications for Europe in
the longer term. The tension between the short-term interests of indi-
vidual EU Member States in cooperating with China and the formulation
of a coherent European strategy to accommodate a re-emerging global
power has been highlighted at several points in this analysis. Reaching
decisions on these issues within the European Union will be difficult, but
the problem needs to be addressed.
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