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EU-China Leadership in Trade Policy: Feasible? Desirable?

Weinian® Jacques Pelkmans?

With Trumpism stirring controversy in world trade diplomacy, the other large
trading partners are well advised to assume leadership in economic openness and
responsible globalization, argue the authors in this CEPS Commentary. The EU and
China both disagree with Trumpism and have every reason to withstand it if they take
firm leadership. They could even consider an EU-China Free Trade Area (FTA),
although China is sending ambiguous signals here: it requested such an FTA, it wants
more globalization, yet it has just decided on slower, less ambitious reforms, which are

indispensable to greater openness.

Given the nationalism and blunt protectionism that characterises President
Trump’s trade policy, the primary focus of the EU should not be on how to respond to
his rhetoric. The EU should rather double its efforts to pursue its own, sensible trade
and investment liberalisation agenda. This is not only rational because of the economic
gains that will come in the longer run from competitive winds that will blow in Europe,
it is also appropriate because Trump is likely to find himself pretty much alone in his
nationalistic and selectively protectionist agenda. The intended ‘bilateral deal’
approach, driven by (im)balances in bilateral goods trade, does not seem to have the
backing of many, perhaps of no-one.

The challenge today for the EU and many of its trading partners is to build
common strategies and convincing leadership in the world economy, with a view to

supporting and bolstering multilateralism as the foundation of world trade, while

1 Weinian Hu is a former CEPS Research Fellow;
2 Jacques Pelkmans is Senior Research Fellow at CEPS.
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continuing WTO-compatible (inter)regional, bilateral and plurilateral trade initiatives.

The EU should be at the forefront of these initiatives.

This commentary will look at one principal element of such a trade strategy,
namely, EU-China leadership. We shall touch upon three aspects in considering this
critical option: the rationale for joint leadership; a reminder of what it takes for such a
strategy to be credible; and, briefly, China’s reform capability in light of the National
People’s Congress and the National Committee of the Chinese People’s Political

Consultative Conference (also known as ‘Two Sessions’) of March 2017.

1.Rationale

The EU and China are the biggest traders in the world economy. For well over one
hundred countries, China is the first trading partner and, for many of these countries,
the EU ranks second or third in terms of bilateral exchange. For several dozens of other
WTO partners, the EU ranks first in their bilateral trade, with China having moved up
to second, third or fourth position. Bilateral trade in goods and services between China
and the EU is huge: in 2016 two-way goods trade amounted to €514 bn, and for services
(2015) another €64 bn. For goods, this compares to trans-Atlantic trade, but for services,
where the potential between China and the EU is much greater, services from China are
only beginning to develop.Moreover, in both services and goods, the restrictiveness of
China in terms of market access is far greater than that in the US and the EU. The same
holds for the restrictiveness of China with respect to incoming FDI. The 2015 EU stock
of foreign direct investment (FDI) in China was €168 bn, with Chinese FDI in the EU
being €35 bn — a fraction of the trans-Atlantic values.

The US has withdrawn from multilateral and interregional (TPP!) trade initiatives,
and some policy advisers are even casting doubt on the acceptability of WTO Appellate
Body rulings that are adverse to the US. The leadership role to uphold multilateralism
and further pursue trade initiatives must therefore fall to China and the EU. These two
economies can do a good deal with their regional partners and the countries with which

they are negotiating free trade areas (FTAs). A far more strategic move, however,
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thereby also creating a bundle of opportunities for many other partners.

China and the EU are continuously deepening their bilateral relationship as well,
for example with over 60 dialogues and capacity-building exercises (e.g. in safety of
consumer goods; in SPS matters; etc.) and ongoing talks on an investment agreement
(CAI), partly linked to market access. China (via President Xi’s call in Bruges in 2014)
has suggested exploring a bilateral FTA. After some hesitation, the EU has begun to
speak about this idea in positive terms, once the CAl is agreed. These intentions were

exchanged in a world economy without Trumpism, however.
2.The EU-China FTA

In Pelkmans, Francois et al. (2016)*,a detailed factual analysis of a possible FTA
between China and the EU has been presented, besides an economic impact assessment
based on a modern CGE (Computable General Equilibrium model) and the Global
Trade Analysis Project 2011 database. The underlying idea of the book is to better
understand what it takes for both partners to conclude such an FTA successfully. After
all, leadership is not a matter of ‘convincing by speech’ and ‘vision’ only, but of
realising concrete results in terms of mutual market access and acknowledgement of
opportunities by markt players. The FTA assumed to be negotiated is a ‘deep and
comprehensive’ one, as the EU now routinely negotiates with other partners such as
South Korea, Vietnam, Singapore, Canada, Japan (unfinished) and (now pending) in
TTIP.

Of these trade partners, only Vietnam is a developing country. China is more
developed than, say, a low- middle-income country, like Vietnam, but nonetheless has
many lingering development challenges. The ‘deep and comprehensive’ nature of the

FTA is expressed in nine broad areas, all scrutinised in depth: industrial tariffs, agro-

1 3. Pelkmans, W. Hu, F. Mustilli, M. di Salvo, J. Francois, E. Bekkers. M. Manchin & P. Tomberger
(2016), Tomorrow’s Silk Road — assessing an EU-China Free Trade Agreement, pp. 367, CEPS, also downloadable
from www.ceps.eu; a lengthy Executive Summary in Chinese is downloadable as well.
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food tariffs and TRQs?! technical barriers to trade (TBTs), food and feed safety

barriers,?market access in services, public procurement, IPRs (Intellectual Property
Rights) and Gls (Geographical Indications),®SOEs (State-Owned Enterprises) and
investment (the CAI). The overall conclusion of our work is clear: with the exception
of TRQs, where the EU’s TRQs are more problematic than those of China (both in
number and complexity), China presents a wide-ranging set of formidable problems in
its market access regimes.

The list is long:

e TBTs (Technical Barriers to Trade - partly systemic, as a legacy of planning
and its institutions);

e SPS (sanitary and phytosanitary, or SPS measures - idem);

e services (with high degrees of restrictiveness, even more so when linked to
SOEs and/or FDI);

« public procurement (where China’s six offers to become a member of the
plurilateral GPA* have not, so far, sufficed);

« IPRs and Gls (the regime of IPRs in China is up to international standards but
its enforcement is weak; in Gls some first negotiation successes are accomplished but
there are internal quarrels in China about brands and origin);

e SOEs (where next to no reform movement has been observed, throttling
competition or even entry in a range of SOE-dominated markets); and

« investment (in 2014, China has the highest OECD FDI Regulatory
Restrictiveness index, covering 22 broad sectors and 58 countries — including all

BRICs and some other developing countries, as well as all OECD ones).

3.Chinese reforms and readiness for leadership

! Tariff Rate Quotas, having zero or low tariffs for a first quota of imports, with very high tariffs beyond the quota
of imports.

2 Called SPS (Sanitary &Phyto-Sanitary rules and procedures), subject to the WTO SPS Agreement.

3 Geographical Indications (for food, wines and spirits).

4 Government Procurement Agreement, going beyond basic GATT/WTO rules.
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In the November 2013 Third Plenum, China presented an impressive vision of

structural and wide-ranging reforms. These reforms were drafted largely in market-
economy language and, for the most part, go in the right direction. However, they are
not directly operational,®so it is critical to observe what operational reforms and
implementation have been accomplished. Some clear examples can be mentioned (e.g.
an overhaul of the technical regulation, standards and conformity assessment regimes
and institutions, see Pelkmans et al., 2016, ch. 9) but overall there is widespread
disappointment inside China and in European business. The wisdom of late 2013, which
accords so well with sound long-run development and an open economy, seems to have
been replaced by another wisdom that justifies slower progression.

Li Kegiang, China’s Prime Minister, recently chose not to reply directly to the
question of what measures China would implement to convince the international
community that the country is moving towards freer trade and an open economic
development model. Instead, Premier Li said that China would have to sort out its
domestic issues first, but conceded immediately that this undertaking would not be
possible if “doors” were closed. He further stressed that reform is a gradual process and,
looking at past decades, China’s reform has made consistent progress. Yet the overall
message conveyed at the Two Sessions was that China is scaling back its ambition of
reform.

Further opening-up would benefit the Chinese economy. For example, if a bilateral
FTA were to be negotiated (as in Pelkmans et al., op. cit.), the extra GDP for China (in
percentages) would be 2% times the gain for the EU. Note that the impact simulation is
necessarily a considerable underestimation as the economic impact of the EU-China
comprehensive agreement on investment (CAl), a prerequisite for a ‘deep and
comprehensive’ FTA, is not incorporated. Greater openness beyond a bilateral EU-

China FTA would bring further gains and should also underpin China’s ambition of

! For a more operational and detailed approach, see Chi Fulin et al (2016), Breakthroughs in transformation — the
13th five-year plan period, China Intercontinental Press, and CIRD (Hainan)
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trade and investment within the context of the One Belt, One Road (OBOR) initiative,

in which many European countries are involved via the AlIB.

Premier Li revealed at the press conference of March 15th that China had called
for an acceleration of the CAIl negotiations, and was awaiting a positive response from
the EU. He then stressed that, even without the CAl, China would continuously enhance
market access for, and extend equal (‘national’) treatment to EU businesses as if they
were local Chinese enterprises. This would be very welcome news.

Nonetheless, the EU Chamber of Commerce in China looks less optimistic.
According to the 2016 annual Position Paper published by the Chamber, many reform
measures tabled at the 3rd Plenum (November 2013) have been left unattended, or at
best only half done. In some areas, it is alleged that there were even worrying signs of
“going back”. After all, based on the OECD FDI Regulatory Restrictiveness index
(2015), China moved only one position down to the second most restrictive ranking,
after the Philippines.

Overall, market access may not be just a European problem. It could well be a
Chinese problem, too, if one only realises China’s activism in FTA negotiations.
Presently, China is undertaking nine FTA negotiations, including the China-Japan-
Korea trilateral FTA negotiations and the Regional Comprehensive Economic
Partnership (RCEP) with the 17th round of negotiations concluded on March 3rd. China
is conducting six FTA studies, in addition to a joint exploratory study of a Canada-
China FTA building on the Canada-China Foreign Investment Promotion and
Protection Agreement, which entered into force in October 2014.

Reflecting on China’s FTA strategy, given that the FTAs with neighbouring
countries seem to function (but are not ‘deep’) and that a basis has been formed in FTAs
with developing countries,tit is time for China to approach ‘great powers’ and grasp

the ‘key’ to further economic development.?Needless to say, before that can happen,

1 For details, please see http://fta.mofcom.gov.cn/english/index.shtml.

2 Announced by the Ministry of Commerce in December 2015, China’s FTA strategy has four major dimensions:
great powers as the key, neighbouring countries as the priority, developing countries as the basis, and
multilateralism as the important venue.
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China - herself a great power, must live up to the expectations of other ‘great powers’
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in terms of economic openness. With uncertainty looming over the fate of the TTIP,
EU Commissioner Malmstrém (in Singapore on 8th March 2017) unveiled the EU’s
global trade agenda of doubling down in advancing EU trade talks with partners around
the world. Will China be ready to foster a closer trade relationship with the EU, as
President Xi himself proposed three years ago?

Despite Premier’s Li’s call for an acceleration of the CAI negotiations with the
EU, the EU remains reluctant to enter into FTA talks with China. In the new world of
Trumpism, the sequence of first CAl and subsequent FTA talks might not be the best
signal to send to China and the rest of the non-Trump world economy. Moreover, China
shows signs of a shift towards another type of FTA: after all, the common vision shared
by China, Japan and Korea for their trilateral FT A negotiations is ‘comprehensive, deep
and mutually beneficial’, which corresponds to what the EU would want as well.

Both sides should now make a move: the EU should discuss with China at the
highest level whether acceleration of CAI talks and granting more ‘national treatment’
by China to EU investors can lead it to reconsider the sequencing of CAl and FTA. And
China, for its part, needs to accelerate the implementation of its reforms, especially
those with relevance to market access and better market functioning.

Caution about domestic reforms may reflect Laozi’s wisdom that governing a great
nation is like cooking a small fish — too much handling will spoil it. But China should
not forget that its audacious reform undertakings in the past accelerated its successful
economic transformation to an extent that no other country in the world has achieved.
The EU and China are moving in the same fundamental direction, as became clear from
President Xi’s positive words about globalisation and his pledge at the World Economic
Reform?® to promote trade and investment, liberalisation and facilitation through

opening up, which was a firm ‘“No’ to protectionism.

1 Davos, 17 January 2017.
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Regulation as science and art
Markets should be given room for innovation and failure!

Felix Hufeld?

Financial regulation, like investing in the stock market, is as much an art as a
science. No one doubts that regulation requires quantitative analysis, but there are
questions that rely on human judgement. The answers to these will not come from
algorithms.

Financial markets cannot be viewed in isolation from their often volatile political
and social environment. In unusual conditions, regulators must find similarly unusual
solutions. While showing steadfastness and continuity in their principles, regulators
must be pragmatic and flexible on individual issues.

It is neither desirable nor possible for the regulator to exclude every risk and any
conceivable uncertainty. On the contrary, it is part of the regulatory mandate to give
financial markets the necessary freedom for innovation and, indeed, failure. That is why
it is important to seek the best possible balance between responsibility and liability,
which are inseparable. Liability and the prospect of a bail-in should be the best friend
of financial supervision. Banks and their customers are likewise entitled to expect

dependability from regulators.
1.Nuance on risk sensitivity

On the relationship between financial stability and profitability, one issue is the
extent to which banks must be curbed by capital, liquidity, and other requirements.
Opposed to this, there is the financial institution’s need to generate profit and offer

investors appropriate returns on the risk capital they provide.

1 This is an abridged version of an OMFIF City Lecture on 1 February in London.
2 Felix Hufeld, Federal Financial Supervisory Authority of Germany
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Experience has shown that when this pressure becomes strong, banks seek to

improve or maximise their business model. This is neither illegal nor illegitimate. It
even contributes to some extent to making banking more profitable, and possibly,
resilient.

But there is a limit. Some politicians might say that this limit is reached at the
point where profit is distributed to shareholders but heavy losses have to be borne
partially or completely by taxpayers. This would disrupt the unity of responsibility and
liability. Regulation should ensure that taxpayers’ money is not used, or that it used
only in limited and extraordinary circumstances.

Some may ask why proceedings must be so complicated, when it would be
possible to make banks just as resilient by introducing a much higher leverage ratio or
comparable tools. The premise for such a question is flawed.

Experience shows that a crude capital approach Kills all risk sensitivity.
Additionally if institutions have to protect their banking and trading books with flat-
rate capital requirements, they are left with no alternative but to take on maximum risk
in order to recoup high capital costs. I am convinced that, rather than guiding credit
institutions towards a less risky way of doing business, a leverage ratio of 10% or

beyond would make many financial institutions act in a riskier way.

2.Mitigating procyclical effects

There is a conflict between the objectives of risk sensitivity and procyclicality. In
recent years, the greater market orientation of the valuation of assets and liabilities has
made the risk situation of financial actors and markets more transparent.

In banking regulation, this has happened gradually with the transitions from Basel
I to Basel 111, while in the insurance sector the launch of Solvency Il was a milestone.

The market-value orientation is intended to reduce companies’ assumption of risks
and strengthen their solvency, among other things. In addition, the loss-absorbing
capacity is supposed to be increased.

Risk sensitivity, if not appropriately limited, can turn long-term movements into
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expansion in boom phases and more restricted lending in recession phases — with
potential repercussions for the real economy.

Much has been done to mitigate procyclical effects. In banking regulation, the
countercyclical capital buffer was designed so that institutions should accumulate an
additional capital cushion during periods of excessive credit growth.

However, ultimately it will not be possible to avoid the regulatory linking of
capital and risk with market valuation to go along with some degree of procyclicality.
A balance must be struck between market-value orientation and prudence which
enables a risk-based regulation with the least possible procyclical effect.

The dynamic nature of the markets can only be kept on track when regulation does
not spell out everything to the last detail. Regulation ought to restrict itself to forming
a framework of principles within which some leeway and freedom from day-to-day

supervision is granted.

3.Crises breed demand for regulation

Working according to principles demands a close relationship between companies
and supervisors. It is important that supervisory authorities can get a full picture of
whether an institution has appropriately established its risk management system.
Institutions, for their part, have a right to supervision which is fair and comparable, and
yet essentially individual.

Calls for greater rules-based regulation become louder if something goes
fundamentally wrong: real estate crises, sovereign debt crises, and mis-selling scandals
are pertinent examples.

An abundance of rigid rules cannot do justice to dynamic financial markets and
individual risk profiles. Too much principles based regulation, on the other hand,
reduces predictability and the harmonisation of the

legal application of supervisory measures across individual institutions and
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countries. It is the mix of both — a principles and a rules based approach — which

ultimately makes for robust regulation.

Models and statistics alone cannot live up to the reality of financial markets, which
are inconceivable without risk. Good regulators are characterised by their ability to
balance differing policy and economic goals, even in situations of extreme crisis.

Even regulation itself is exposed to volatility. Proportionality, differentiation, and
lessons learned are always important and welcome; full-fledged deregulation should be

avoided.
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