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KEY FINDINGS

H Inrecent years, the EU has beefed up its awareness, toolbox, and administrative abil-
ity to deal with Chinese economic competition distortions. Tough actions, and costly
Chinese retaliation, are still ahead.

= There is a growing bipartisan consensus in the United States on the need for more
assertive reactions to Chinese economic distortions. The Biden administration has
done away with the more controversial rhetoric and positions of the Trump administra-
tion, without repudiating the vast majority of the latter’s economic measures. A clear
position and approach on how to handle Chinese distortions is still pending.

® China aims for a new development model focused on innovation and technolog-
ical independence, under the overarching strong guidance of the party state. This is
likely to worsen its economic distortions, especially in relation to more innovation-in-
tensive advanced economies.

B With an increasingly distortive China and the transatlantic alignment of views in
this regard, a unique window of opportunity to act to fix the liberal economic order has
opened. Especially as the EU-China Comprehensive Agreement on Investment and the
US-China Phase 1 Agreement appear unlikely to become functional.

= An update of the multilateral rulebook would need EU resoluteness against retali-
ation by Beijing and accepting the possibility of pursuing a complementary pluri-
lateral system if negotiations stall. The United States would need to clarify its position
regarding enforceable multilateral rules. However, geopolitical and technical complexi-
ties make concrete outcomes a long-term game.

® The EU and United States would need to make concessions on bilateral diver-
gences, such as how to have serious negotiations on a WTO reform and how to get devel-
oping economies on board for more disciplines on industrial policies.

H Parallel actions through their respective unilateral tools to level the playing field
with China could be quick wins for the EU and the United States and contribute to
transatlantic cooperation. Sectors prioritized in China’s industrial plans are good tar-
gets, being of strategic importance and subject to Chinese innovative distortive channels
improperly covered in the current rulebook.

B The working group on global trade challenges of the EU-US Trade and Technology
Council offers a good venue to Kkick-start serious discussions on common actions
against Chinese distortions as well as multilateral disciplines.

® Considering the magnitude of the joint effort needed to fight back against Chinese

distortions, the EU and the United States should set aside, at least temporarily, the irri-
tants in their trade relationship and the areas where their views do not converge.
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A complicated relationship triangle

Major events increasing economic tensions between the US, EU and China since 2017
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The EU finalizes its new anti-dumping and
anti-subsidy methodology to better fight off
non-market economies distortions
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US first set of broad tariffs on China,
followed by Chinese retaliation

.= August 2018

US second set of broad tariffs on China,
followed by Chinese retaliation
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US sanctions Huawei for fraud
and sanctions violations
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Following a WTO decision regarding sub-
sidies to Airbus, the US imposes tariffs on
USD 7.5 billion of EU exports
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The Phase 1 agreement is signed, pausing
further tariff escalation as China commits to
buying USD 200 bn of US products
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Comprehensive Agreement on Investment (CAI)
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The European Parliament formally freezes
the ratification process of the CAl after China
sanctions European actors
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For President Joe Biden'’s first trip to Europe,
the EU and the US agree on a suspension of
most bilateral extra tariffs

The EU and the US agree on the
creation of a Trade and Technology Council
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1. INTRODUCTION: TRANSATLANTIC COOPERATION IS NEEDED TO DEAL WITH ECO-
NOMIC CHALLENGES POSED BY CHINA'S NEW DEVELOPMENT MODEL

Fighting for a level playing field with China has been an increasingly common priority for
Europe and the United States. The Biden administration has put China and alliance build-
ing at the heart of its foreign policy narrative. The analytical framework it has laid out for
its relations with Beijing as simultaneously a partner, a competitor, and a systemic rival, is
very similar to the EU’s.

The EU met the new US administration with an ambitious cooperation proposition for a
renewed rules-based liberal order.! This led to the creation of the EU-US Trade and Technol-
ogy Council intended to “coordinate approaches to key global trade, economic, and tech-
nology issues” in order to “better protect our businesses and workers from unfair trade
practices.” A working group of the council is dedicated to “global trade challenges,” largely
to tackle Chinese distortions.

Fighting distortions is a top priority of EU and US trade policy plans.? According to a defi-
nition of the World Trade Organization (WTO), the term ‘distortion’ describes a situation
when “prices and production are higher or lower than levels that would usually exist in a
competitive market.”

Transatlantic cooperation is even more pressing as China develops an economic system
aiming for state-led technological leadership and grows more assertive in redesigning the
rules of globalization.? This “new development model” intends to innovatively use mar-
ket forces for the allocation of resources under the strong guiding hand of the party-state,
incorporating new types of distortions channels (see Exhibit 2).* This has led to an often-
misread mix of improving China’s legal and regulatory framework, circumscribed liberal-
ization and targeted opening-up, and tech-centered industrial policies.

This monitor assesses the feasibility and specific modalities of cooperation between the
EU and the United States to level the economic playing field with China.> It does not cover
challenges related to the Chinese economy but less directly to the issue of a level playing
field e.g., economic competition, security and trust (for instance, on industrial standards,
export control, investment screening, supply dependencies, or data transfers), or values
and politics (forced labor, dual-use technologies, industrial standards, or economic coer-
cion). Nor does it touch upon the discussion on the virtues and flaws of industrial policy
and distortions in general.

The first section reviews the possibility of cooperation towards an update of the interna-
tional rulebook, especially at the WTO, with consideration for a second-best option of a
liberal and rule-based plurilateral order. The second section looks at EU and US unilateral
tools that could be used in parallel. The analysis describes recent evolutions of domestic
stances, as well as efforts to cooperate, before assessing the prospects for greater coopera-
tion (see Exhibit 3).

Fighting distortions
is a top priority of EU
and US trade policy
plans
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Exhibit 2

o

Chinese distortions have been moving from traditional channels towards more innovative ones
Assessment of the magnitude and trend of distortions in China from the various ways the Chinese state supports production

Distortion: by channel

Type of support Below Below Below State-owned | Direct Coercive Tech. | Manipulated | Export Dominant | Social Environmental
production market market market entreprises | subsidies Transfers & exchange rate | credit and domestic | dumping | dumping
equity debt prices of and specific | Intelec. insurance position

inputs tax breaks Property
infringements

Magnitude Level High High Medium Medium Medium low Medium Low High Medium - -
in China

Trend Increas- Stable Decreas- | Decreasing Stable Stable Increasing Increasing Increasing - -

to GDP ing ing

Distortion: by destination
Type of support Discriminated Upstream Transnational Service
production access to public subsidies subsidies subsidies
procurement (or trickling down
subsidies)
Magnitude in | Level High Medium Low Low
China
Trend to GDP Stable Stable Increasing Increasing

Note: See Annex 2 for details on what analysis those assessments are built on.

© MERICS

Source: Author's own assesment based on sources provided in the Annex.
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Exhibit 3

Distortive support to production can happen in many ways o
The many channels the Chinese state uses to support production
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2. THE EU AND THE US HAVE A SHARED INTEREST IN UPDATING INTERNATIONAL
RULES ON DISTORTIONS BUT DIVERGE IN THEIR APPROACH

The EU and the United States have grown dissatisfied with the WTO rule book that, with
China in mind, they deem unsuited for dealing with distortions (see Annex 1). The WTO
rule book, approved in 1994, sets a high burden of proof before countries are allowed to
put tariffs on subsidized goods. What’s more, the WTO transparency obligations on subsi-
dies are toothless and poorly respected. Subsidization through below-market financing — in
the form of cheap loans or cheap equity — or through below-market inputs is also hard to
demonstrate at the WTO.® The WTO rules does not properly cover subsidies for production
sites in third countries or those channeled through a state-guided entity. On top of this, the
rules do not cover the service sector at all.

The EU and the United States have over the years aired similar demands for a change in the
WTO on allowing countries to self attribute the status of “developing country”, which Chi-
na benefits from. The treatment of non-market economies, intellectual-property infringe-
ment, exchange rates, and environmental issues all have also been occasionally referred to
in Brussels and Washington for greater disciplines.

The multilateral rule book on economic interactions - a long effort to prevent
beggar-thy-neighbor policies

Most non-financial international economic interactions are subject to multilateral
rules created in order to disincentivize countries to pursue beggar-thy-neighbor
economic policies.” Originally a coordinated lowering of trade barriers after the
Second World War, firstly tariffs, the General Agreement on Tariffs and Trade (GATT)
and the WTO developed a rule book to forbid the most predatory behaviors, such
as export subsidies, discriminations against foreign firms or products, and blunt
intellectual-property infringements.®2 The WTO allows members to increase tariffs
on goods for which prices have been proved to be distorted and thus hurt their
commercial interests. The WTO's dispute-settlement mechanism can allow a party
to proportionally raise barriers against a member breaching its commitments.

2.1 A transatlantic vision for how to achieve an update of the WTO rule book is a
necessary first step

A serious discussion among all WTO members regarding such transatlantic concerns has
yet to be initiated. Since the organization functions purely on unanimity, the agreement of
all is necessary to initiate such a discussion and to conclude it. Citing the lack of consider-
ation at the WTO for reforms long demanded, the Trump administration decided to block
the dispute-settlement mechanism (DSM) by vetoing new members for its Appellate Body.
Due to the resulting insufficient number of members, the DSM has been inactive since late
2019.

The United States blockage is aimed at forcing a discussion on the rulebook as well as on
the DSM itself. There is bipartisan criticism in Washington of the DSM’s autonomous devel-
opment of the rule book through its binding interpretations of the WTO rules when explain-
ing its final decision on disputes. The United States considers the lack of political oversight
by member states over this quasi-case law as a breach of the sovereignty of its citizens. On
this matter, the EU diverges from the United States. It is eager to have a DSM independent

The United States
blockage is aimed at
forcing a discussion
on the rulebook as
well as on the DSM
itself
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from political pressure and only shares some technical issues the United States has with the
mechanism (duration of procedures, duration of members’ mandates, etc.).

The United States and the EU have so far failed to move forward with a common approach
to get negotiations going because of their divergences on the ultimate purpose of the insti-
tution as well as a lack of mutual trust. The Trump administration repeatedly claimed the
EU refused to engage on the reasons for what it perceived as the WTO’s flaws.

For example, its trade representative saw the WTO as having been created so that all mem-
bers would become market economies,® a view European countries reject. Moreover, the EU
was reluctant to engage with the administration because of concerns it was hampering the
organization only to facilitate its own protectionism.°

European countries went as far as contributing to an interim mechanism to circumvent the
US blockage of the DSM with 15 other WTO members (including China), which is designed
to mirror the DSM. Still, the EU also supported a proposal to reform the DSM, including by
restraining its interpretative power through ex post oversight by members.

The Biden administration has not retained its predecessor’s radical ideological position on
the WTO, but it has not changed the US stance on the DSM blockage and kept the tariffs on
China initially put to incentivize a reform. What is more, it has yet to lay out its vision for
the WTO, an issue that is not among its declared priorities.

The EU long stated that unblocking the DSM must come before any common actions on The US and the EU

WTO reform, but has refused to consider anything but peer pressure to drive reform for- have so far failed
ward. It has, though, recently signaled receptivity to some US concerns about the members’ to move forward
monitoring of the de facto case law of the DSM.!* However, without the EU providing a seri- with a common

ous alternative leverage to start a reform discussion at the WTO, it seems hardly conceivable approach
for the United States to let go of its blocking approach, especially as many in Washington
doubt the resoluteness of European countries to confront Chinese distortive practices.!?

With the recently created EU-US Trade and Technology Council (TTC) the pair have commit-
ted to “work together to advance the proper functioning of the WTO’s negotiating function
and dispute settlement system, which requires addressing long-standing issues” (the latter
referring to the case-law concern).”® The fact that neither the related EU factsheet nor the
communiqué of the first meeting in September mentioned addressing long-standing issues
likely indicates there is still work to do. Leaders on both sides have also yet to signal any
moves towards addressing the constraint on leverage. The communiqué following the G7
summit in June omitted the DSM when calling for WTO reform. This indicates the need for
a common EU-US position first.

The greater the number of supportive members of a reform proposal, the greater the pres-
sure on China. It also makes more credible the possibility of setting up a new and deeper
plurilateral order in case discussions for a WTO reform stall; a potential leverage to get
discussion going. The United States and the EU need to clearly acknowledge the possibility
of such an outcome, given that unanimity would be needed for any WTO reform.
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2.2 A transatlantic view on updated WTO rules appears within reach

The discussions on the WTO rules launched in 2017 between the EU, the United States, and
Japan made progress, but seemingly stopped in January 2020. This trilateral framework was
created to strengthen their “commitment to ensure a global level playing field.” The discus-
sions were structured around transparency, subsidy, and state-owned-enterprises (SOEs).*
These have led to joint communiqués and formal propositions.

At the time the trilateral discussions ceased, the United States and China agreed on their
Phase 1 bilateral deal and new US tariffs hit European products. Meanwhile, the EU-China
dialogue on WTO reform created in 2018 has not shown any sign of life, likely because of the
concurrent discussions on the EU-China Comprehensive Agreement on Investment (CAI).
Since the agreement was announced in December 2020, China has not signaled any interest
in a reform of the WTO rulebook, which likely conflicts with key characteristics of its model.

After agreeing “to construct direct or indirect incentives for WTO Members to fully comply
with their notification obligations,” at the WTO in 2018, the EU, the United States, and Japan
submitted a proposal on transparency at the WTO, with the aim to obtain timely and correct-
ly notified subsidies.'® The idea is to raise the cost on non-compliance to notify subsidies— a
poorly observed obligation that lacks any serious enforcement.

For example, China did not notify any subsidies by its local governments until 2016, though
they are responsible for most spending, and it still communicates only a few. Under the
CAlI, China has agreed to publicize subsidies in services as well as to a mechanism for the
EU to obtain information on subsidies for any company.

Common concerns have led the three sides to agree on a proposition regarding subsidies
in January 2020, of which the details have not been made public as trilateral cooperation
apparently stopped. The update includes a broader scope for the most harmful — and thus
prohibited — subsidies, a softening of the burden of proof of the complaining party and
more enforceable rules on subsidies through preferential prices, credit, or equity.'’

Transnational subsidies (When support from one state is provided for production in anoth-
er) are not explicitly mentioned but could be effectively covered when considering lowering
the burden of proof. An extension of WTO disciplines to services was not mentioned, possi-
bly because the Trump administration focused on industrial sectors.

The EU, the United States, and Japan failed to translate common concerns about SOEs into
an agreement. They had stated there is a “need to better address market-distorting behavior
of public bodies,” which are originators and beneficiaries of distortions, through a broader
legal definition of what an SOE is and additional transparency obligations.

The lack of a breakthrough on this between the three sides over more than three years likely
reveals difficulties between a Republican administration that took a strict view of SOEs and
an EU more focused on the behavior of firms than their ownership.

Imposing WTO disciplines on SOEs has been a sensitive topic for China. SOEs are a crucial Imposing WTO

feature of the model pushed by the CCP, and this issue fits in the Chinese narrative of devel- disciplines on

oped economies forcing their model onto others. The ambitious definition and disciplines SOEs has been

contained in the CAI could however indicate a way forward.!® a sensitive topic
for China
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The Biden administration has yet to show an interest in joint efforts at the WTO, it has sup- The Biden
ported a domestic industrial policy and focused on creating more US jobs and reducing trade administration
dependencies. The EU-US TTC and the June G7 communiqué stress the need to update the has shown a
WTO rulebook on subsidies, SOEs, and transparency. However, neither endorses the work of willingness to
the EU-US-Japan trilateral, despite the EU’s offer to do so.'® This could signal a lack of con- collaborate with
sensus within the Biden administration as well as divergences with the EU are a low priority the EU

for the US government compared to economic recovery and re-industrialization.

Nonetheless, Democrats usually have a less aggressive stance against SOEs, a position
shared by some nominees to the US Trade Representative staff and potentially hinted at in
recent official documents.?° Besides, the Biden administration has shown a willingness to
collaborate with the EU by setting aside most of the transatlantic trade confrontations that
had developed under Trump.

2.3 The EU and United States need to gather support from developing countries

The usual divide between advanced and developing economies would likely be fatal to any
attempt at WTO reform. It would also make an alternative plurilateral rules-based order
less viable. Outreach to other members has seen almost exclusively advanced economies
voicing support for the work of the EU-US-Japan trilateral.?* This is a reminder that those
concerns are the usual ones of advanced economies.

The split between these and the developing countries has been the key roadblock for WTO
negotiations for decades, and this could repeat itself with this reform effort. This might even
more so be the case since China has repeatedly positioned itself as the herald of emerging
countries?? — a positioning in line with its developing-country status in the WTO (See box).
The EU and the United States ended up with two separate proposals to narrow the scope of
flexibilities for developing countries at the WTO, with China mostly in mind, despite initial
hopes in the trilateral. Neither has received much support.?

The United States focused on conditionality to access the benefits of developing-country
status, which would effectively exclude China from these, rather than from the status itself.
The EU supports an agreement-by-agreement approach for new carve-out, along with a
more targeted scope of flexibilities that exclude China too.2*

Special and differentiated treatment (SDT) at the WTO, a largely self-attributed
status that has hampered negotiations

Special and differentiated treatment at the WTO matches status with some carve-
outs and support. In the current framework, those are limited, but for the more
targeted least developed countries.

Nevertheless, with about two-thirds of members - from Singapore, to China, and
Equatorial Guinea - categorizing themselves as developing countries, discussion on SDT
- a principle of the WTO - has burdened all negotiations on setting new rules. This is
partly why no serious hew agreement has been reached at the WTO since 1995,

Offering developing countries better targeted but more generous space for industrial poli-
cies would incentivize them to support tighter disciplines for regular members.?* Develop-
ing countries have consistently demanded more access at the WTO to advanced economies’
markets for agricultural goods and more industrial policy space.
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With political momentum in the United States and Europe against more foreign compe-
tition for domestic farmers, proposing less stringent disciplines for “genuine” develop-
ing countries to conduct industrial policy appears to be their only bargaining chip left.¢
Besides, an offer on industrial policy space could drive a wedge between China and many
of its long-term allies in the WTO.

The Biden administration has yet to formulate a stance on special and differentiated treat-
ment, but it has agreed to “continue to cooperate on” that matter in the TTC. Its focus on
developing alliances, domestic industrial policy, and fostering development in poor coun-
tries could lead to it taking a more accommodating line.?”

2.4 Transatlantic cooperation on international rules and actions on export credit
could have a visible impact

While the conversation on the international economic framework and distortions often fo-
cuses on the WTO and trade, other fora also set rules and standards to level the interna-
tional playing field.?®

The international rule book on export credit is set by the Organisation for Economic Co-op-
eration and Development’s Arrangement on Officially Supported Export Credits dedicat-
ed to “fostering a level playing field” for such support. The agreement disciplines interest
rates and volume of such financing while providing quasi-real-time transparency. It has
been enshrined in the WTO, making use of export credit that conforms to the OECD’s disci-
plines automatically in line with WTO rules.?®

However, neither the WTO nor the OECD provides an effective dispute-settlement mechanism
on this issue. The latter does not have one, while the former suffers from the burden of proof
and the delay of procedures.3® Albeit having provided as much export credit than all other G7
countries combined over the past five years, plans to provide even more, China is not part of
an arrangement. Besides, Chinese export credits stand out as particularly opaque.?!

The EU and the United States have long pressed China to join the OECD arrangement. US
efforts led to China participating in the creation of the International Working Group on
Export Credits, which was set up in 2012 “to make concrete progress towards a set of inter-
national guidelines on the provision of Official Export Financing ... by 2014.” The group’s
negotiations ended in November 2020, with most members pointing to the lack of efforts
by China.3?

The EU-US-Japan trilateral’s intentions to pursue this topic have not led to any outcome,
likely because the United States was struggling through a domestic discussion on export
credits, that ended in 2020 when its export-credit bank returned to regular operations after
years of suspension.

Cooperation on actions against Chinese export-credit behavior could be one of the first out-
comes of an update of international rules to level the playing field with China. The Biden
administration has identified “export financing” as one of the Chinese distortions to go
after.?* Similarly, the EU 2021 trade policy review mentions a need for an “EU strategy on
export credit.” Recent EU anti-subsidy investigations on Chinese products have targeted
non-market-based export-credit insurance.?*

Neither the WTO nor
the OECD provides
an effective
dispute-settlement
mechanism
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Renewed EU-US cooperation in this field could materialize in various ways. An update of
the WTO rules could facilitate an effective challenge against export subsidies but this would
only be in a long-term perspective. Common actions or guidelines could be developed for
trade-defense instruments against below-market export credit. An agreement on system-
atic matching of Chinese financial conditions, which is permitted by the OECD agreement
and was mandated to the Export-Import Bank of the United States in 2019, would be quick
to materialize, but potentially costly.>®

2.5 The EU and the US should acknowledge that they are less eager to converge on
other multilateral topics

A country being labeled a non-market economy (NME) at the WTO facilitates the imposition
of larger penalties by its trade partners. China was in that category until 2016 and for a long
time the highly contentious point was whether it would then let the label go, as it claimed,
or a new decision would be needed. The issue has been left pending and considered less of
priority as the United States and China entered a trade war. The EU has dealt with this issue
unilaterally and efficiently.?® It went with its own country and sector-specific assessments,
whereas the United States just kept treating China as an NME.

The EU’s approach, which was recognized as WTO-compliant, could inspire the United
States but there has been no sign to follow its example.?” China in the meantime has started
labelling the US as an NME in some of its own trade defense investigations, which could
generate momentum for transatlantic cooperation.3®

The EU seems to have acknowledged the United States preference to address coercive trans-
fers of technology outside of the WTO, while it lacks a clear way forward in that regard
with the CAI in limbo.3* To the United States, such coercive transfers materialized in China
“through oral instructions and behind closed doors” making a WTO challenge difficult.*°
After initial talks in the trilateral, the Trump administration went for unilateral tariffs on
USD 200 billion of Chinese goods, which eventually led to its Phase 1 deal with China. The
deal forbids conditioning market access on technology transfers, while aiming to strength-
en intellectual property in China.*!

For its part, the EU first initiated a WTO case against such Chinese practices in 2018, which
has been on pause for quite some time, likely because of the CAI negotiations. Eventually,
the CAI included equivalent disciplines on coercive transfer as in the Phase 1 deal.*? The
EU’s recent cooperation proposition to the United States separated WTO reform and tech-
nology transfers.

There have been no signs of transatlantic cooperation intentions on exchange rates, a mat- There have

ter entirely absent from the WTO rulebook and on which the EU has displayed no appetite. been no signs
The United States, which has long complained about undervaluation of the Chinese cur- of transatlantic
rency, has implemented unilateral pressure to better discipline exchange-rate distortions. cooperation
The Phase 1 deal contains non-intervention commitments with, for the first time, some form intentions on

of enforcement on that matter. The United States also listed in late 2020 an undervalued exchange rates
Renminbi as a source of subsidization for some Chinese goods, in a case confirmed in 2021
under Biden.

Still, the Biden administration has shifted its attention from the valuation of the Renmin-

bi to transparency and suspected stealth foreign-exchanges interventions through state-
owned banks.** The lack of international rules, mirrors the case in China of the 1985 Plaza
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Accord in which the United States and its European allies got Japan to agree on an appre-
ciation of the Yen, which points to tougher push back by China. Besides, while China’s
exchange-rate management is still opaque, the International Monetary Fund has assessed
the Renminbi to be “broadly in line with its [economic] fundamentals” for a decade.**

The Trump administration produced a late effort to weaponize divergences in the ambition
of environmental regulations, with a level-playing-field angle, to go after China.** No other
country has voiced support for this approach. Still, the House of Representatives and the
Senate have pressed the Biden administration to act, so far without a clear response.

The EU has been extremely reluctant to mix the environmental questions with the issue of

a level playing field. It has made a considerable effort to shield the conversation on its pro-
posed carbon border adjustment mechanism from those considerations.
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Exhibit 4

Transatlantic alignment on the approach to tackle Chinese distortions convergences vary greatly C)_
Assessment of the transatlantic alignment of approach to tackle the various ways the Chinese State supports production

Distortion: by channel

Type of support Below Below Below State- Direct Coercive Tech. Manip- Export Dominant | Social Environmental
production market market market owned subsidies and | Transfers & ulated creditand | domestic | dumping | dumping
equity debt prices of | enterprises | specific tax Intelec. Property | exchange | insurance | position
inputs breaks infringements rate
Transatlantic Medium Medium Medium Medium High Medium Low Medium Unclear Medium Very low
convergence high high high high

Distortion: by destination

Type of support Access to public Upstream subsi- Transnational Service subsidies
production procurement dies (or trickling subsidies

down subsidies)
Transatlantic Low Medium high Low Low
convergence

Source; Author’s own assessment.
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3. SELECTIVE EU-US COORDINATION ON THEIR UNILATERAL ACTIONS COULD PAVE
THE WAY FOR MULTILATERAL EFFORTS

While US actions on China during the Trump administration have attracted attention, the EU
has for some years strengthened its unilateral toolbox to shield its market from distortions.
Those efforts have in many respects put the EU ahead of the United States (see Annex 1).

3.1 Joint sanctions on sectors most subsidized by China would help build trust

The EU has beefed up its legal and administrative ability to put tariffs on distorted imports,
with China in mind. The 2013-2017 modernization of its trade-defense instruments (TDIs)*®
was in response to both failure to act on some Chinese goods and to end the NME status of
China.*” The first EU report to provide sector- and country- NME categorizations mentioned
China. The reform facilitated and amplified TDI tariffs, in a WTO-compliant way.

In addition to its legal capacities, the EU strengthened its administrative ability by creating
the position of a Chief Trade Enforcer Officer in 2020, with a mandate to enforce internation-
al trade rules and dedicated human resources.

The European Commission has recently displayed a willingness to act forcefully and innova-
tively on Chinese distortions. Since 2018, EU TDIs have targeted new distortions, such as the
lack of labor-union diversity, political influence through CCP cells in firms, subsidized inputs,
restrictions on exports of raw materials, and subsidies provided abroad under the BRI.“ The
use of TDIs has risen from 13 investigations per year between 2013 and 2017 to 18 in 2019 and
in 2020. The share of China-related cases rose to two-thirds of initiated procedures in 2020.4

The United States has also used its TDIs more but without any similar efforts to fix loop-
holes. The number of anti-dumping and countervailing duties under implementation
against China rose from 131 in 2014 to 208 in January 2021, amounting to a third of all cas-
es.”? But, in spite of the momentum against Chinese distortions, US trade remedies do not
cover transnational subsidies and do not attempt to tackle labor-market distortions.>! In
her recent presentation of the Biden administration’s approach to China, US Trade Repre-
sentative Katherine Tai acknowledged the need for new tools against “massive subsidies”
from China, as well as the perspective of cooperating with allies on that matter. One minor
innovation was the strengthening in 2020 of the possibility to counter the undervaluation
of foreign currencies, which led to the tariffs in the aforementioned case.

Cooperation between the EU and the United States on their respective tools has been limited
to jointly pushing the OECD to inform on support for production brought by public authorities
worldwide. This has led to reports which have found China to be the provider of 8o percent
of the world’s subsidies in sectors such as aluminum and semiconductors.>? A recent report
scoping below-market financing through main companies in 13 industrial sectors also finds
China standing out, with an average of support through below-market equity price of two
percent of firms’ revenues from 2005 to 2019, versus zero percent in OECD countries.>?

Common actions on key topics and sectors could set new standards to tackle Chinese dis- The strong priority
tortions, while building trust and clarifying the need for the WTO reform.>* The EU’s inno- given by the Biden
vative use of trade remedies against Chinese distortions often tests the current WTO frame- administration

work on the very points where an update is deemed needed. The strong priority given by the to labor rights
Biden administration to labor rights creates cooperation potential on this often-overlooked creates cooperation
topic, as pointed to in the communiqué of the first TTC meeting in September.> potential
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China’s reaction is likely to be fierce in this eventuality as this touches a core characteristic
of the CCP regime. A less sensitive option would be to build on the work of the OECD on the
channels and sectors for Chinese distortions, such as semiconductors, rail stock vehicles,
steel, aluminum, or telecommunications cables.>¢

Such common action on that front could possibly be shared with other G7 partners, that
clearly signaled interest to better confront Chinese distortions.>” At the same time, efforts
to better understand and assess distortive practices through the OECD could be amplified.

3.2 Where EU and US approaches and priorities diverge, transatlantic cooperation
could still foster information sharing

The European Commission has innovatively proposed to mobilize competition rules to
tackle the effect of foreign subsidies within the single market, including for public procure-
ment, services, and foreign acquisition. The proposed foreign subsidy regulation of May
2021 would apply to distortions not covered by the WTO (first services, but potentially also
transnational subsidies or below-market financing), distorted foreign investment, and sub-
sidized foreign firms in public procurement. The proposal is then simultaneously a lever
for, a complementary tool to, and a backup for WTO reform.>®

The European Commission is optimistic that the adoption process will be fast, thanks to
wide support, and hopes for its implementation as soon as 2022.° The only official Chinese
reaction so far has pointed at the weakness of the proposal regarding EU law and WTO rules,
and called for a carve-out for investments at the invitation of an EU member state.®®

The EU has been working on an International Procurement Instrument (IPI) for almost a The EU has been
decade with the potential to make it a reality by 2022. The IPI was approved by the Council working on an
and passed to the European Parliament in June. It aims “to strengthen the position of the IPI for almost a
EU when negotiating access for EU businesses” to foreign public procurement.®! decade

In practice, the IPI facilitates excluded bidders from countries without a commitment on a
sufficient openness of their own in public procurement for EU firms. It would be thus defen-
sive and offensive. Divergent views among member states hampered progress at the level of
the EU Council; for instance, on the level of penalties for bidders from closed countries.5?

While China has not officially reacted, the EU plan likely contributed to a fresh proposal
by Beijing to join the WTO agreement on the topic in late 2020. It was followed shortly by a
draft domestic regulation to clarify, standardize, and make public all domestic public pro-
curement. Both do not appear to meet EU demands, which has a veto on China joining this
plurilateral WTO agreement. The Government Procurement Agreement at the WTO (GPA)
among the EU and 20 others members (including the United States) is a commitment on
agreeing to a certain degree of public procurement access to other members of that deal,
made by each participant.

The United States has extensively used national-security tools to block Chinese firms from
its market, sometimes with level-playing-field motivations, reducing needs for tools akin of
the ones the EU is proposing. The screening of foreign investment has been strengthened in
recent years, especially with regard to Chinese firms, contributing to the quasi-disappear-
ance of Chinese investments. Many Chinese firms have been banned because of alleged
connections to the Chinese military. Public procurement, already only marginally open,
has been de facto closed to Chinese firms.
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EU-US cooperation perspectives in the near term appear limited to information sharing and
damage control. The insistence of the Biden administration on international rules and pro-
portionality suggests a narrower use of national-security tools by the United States. Howev-
er, its first measures indicate that any narrowing will be marginal. The rather closed nature
of US public procurement and the ambition to close it further to support domestic produc-
tion limit the prospects for cooperation in the medium term.%?

The recent announcement of cooperation on China between the EU commissioner for com-
petition and the US trade representative indicates some prospects for cooperation on the
new EU competition tools. Still, given the strong emphasis by the United States on national
security when talking about China as well as the ongoing domestic discussions regarding a
reform of competition rules for better tackling domestic growing clout of large companies,
any perspective for cooperation in the medium term seems limited to information sharing.

4. CONCLUSION

The divergence between the views of the EU and the United States on Chinese distortions
during the Trump administration was largely exaggerated and the extent of transatlantic
cooperation overlooked. Since the start of the Biden administration, broader commonali-
ties feed into an already narrowing — but certainly remaining — gap.

However, a clear view on divergences is needed to make the most of the current window
of opportunity to respond to this challenge for the international economic order. Parallel
actions against China’s most pervasive distortions offer a way to deepen transatlantic com-
monalities and build up trust. These are necessary preconditions for the more ambitious
overhaul of the multilateral rules-based order.

The creation of the EU-US Trade and Technology Council, with its specific working group on
global trade challenges, could help a lot in that respect. So could the separate working group
on aircraft, which has a mandate to tackle the issue of distortion by non-market economies.

Sticking to a more demanding rules-based approach rather than ad hoc pushbacks would
help demonstrate that, on level-playing-field issues, the EU and the United States are only
standing up to safeguard rules-based principles they believe to be optimally efficient and
not repressing any country’s development. This would also be necessary to establish a com-
plementary, more plurilateral, order in the likely enduring vacuum between the crippled old
multilateral order and a new one that could only be agreed after a struggle with China.
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Annex 1

The EU and the US have built up their toolbox to tackle Chinese distortions, but loopholes remain 5
The coverage of frequently used ways of Chinese distortions by current mitigation instruments
for the EU and the US

Category | Type of WTO EU us
of distor- | support Cover- ; :
: . Trade Compre- | Foreign Interna- Trade Phase | Section
LD RICERERER age Defense hensive subsidy** | tional Defense | 1 301
Instru- Agree- Procure- | Instru-
ments ment on ment ments
Inves- Inst.**
tment
By Below market Very . Medium Medium . % .
channel equity low Low low high Medium Low Low Good
Below
market debt Medium Medium Medium Medium . Medium "
low low low high= | Medium | o low | Good
Below market Medium Medium Medium . . Medium .
prices of inputs low low low Good Medium low Low Good
State-owned i
antreprises Medium | Medium | High Low - | M -
Direct subsidies
and specific tax Good Good Very good Good* High Good Low Good*
breaks
Coercive Tech.
Transfers & Intel. . «
Property infringe- Medium - Good - Low - Good Good
ments
Manipulated Very _ _ _ + | Medium *
exchange rate low Low Good high Good
Export credit Very . Medium . .
I (e low Medium - low Medium Medium - Good*
Dominant domes- Very Medium
tic position low - Low low Low ) - Good*
Social . .
dumping — Medium - - - Low - Good
Environmental Medium *
dumping - low - - - Low - Good
By Discriminated .
destina- access to public - - M'Tg\'nl;m Low Very high - - -
tion procurement
Upstream
subsidies Very Medium "
(or trickling down low Low Low high N Low N Good
subsidies)
Transnational Very N . .
subsidies low Medium Low Low Low Low - Good
Service . )
subsidies - - High Very high - - - -
Domain of intervention Cross- Foreign Domestic Cross-
World border China firmsin | Public Pro- | border China | Flexible
trade the EU curement trade

*Likely in breach of the WTO current rulebook
** Only at the proposition stage, without full text finalized

Source; Author’s assessment
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Annex 2

Chinese distortions are difficult to precisely estimate, but existing research allows an 6,
assessment of their magnitude and trend

Estimates and sources to assess the magnitude and trend of distortions from the various ways the

Chinese state supports production

Cate- Type of Magnitude in China | Estimates
gory of |support
distor- | production | Level Trend to
tions GDP

By Below = The OECD (2021) finds that below-market equity amounts to 2.5% of firms'

channel | market revenues in China (vs. 0.1% in other non-OECD countries and 0% in OECD

equity countries) and is growing.

= Naughton (2021) points that state-led investment funds went from RMB
0 to 11 trillion of announced capital between 2015 and 2020, based on
Zero2IPO (2020) numbers, which find 1,741 of such funds by Q1 2020
with actual total assets of CNY 4.8 trillion.

= For a more qualitative analysis of those funds, see CSET (2021) or Fuller
(2019).

= Rithmire and Hao Chen (2020) find that 90% of investment firms in China
are state-controlled.

= The IMF (2017, 2019, 2021) finds a similar scale for “government-guided
funds,” operating “akin to public venture capital,” which appeared in 2014
and amounted to 2.5 % of GDP by 2016, and since fueled annually with
around 1 percent point of GDP. The perimeter defined by the IMF is broader
than the industrial funds.

= The debt-to-equity swap program launched in 2016 likely also provided de
facto below-market equity to SOEs, even though the opacity of operations
make assessment difficult, but operations reached close to 2 trillion of debt
by end 2017, before losing pace (Tresor 2018).

= The IMF (2019) estimates that retained profits by SOEs have remained very
high at 95%.

Below = The OECD (20193, 2019b) finds that below-market debt amounts to support

market of roughly 5% of revenue among the four Chinese semiconductors firms it

debt covers and 10% in the ten aluminum firms (vs. close to 0% for non-Chinese
firms in semiconductors and 5% for aluminum in OECD countries).

= Chinese central bank statistics show that a third of bank lending had a rate

High Stable below the lending benchmark in 2019 (about 50% of GDP of credit), which
is meant to represent the risk-free loans.

= Roughly 1% of GDP annually for SOEs from 2011 to 2019 and rising, accord-
ing to the IMF (2019).

= Flurry of announcements by banks of credit tagged for sectors prioritized by
industrial policies.

Below = Roughly 1.5% of GDP annually as support to SOEs in 2011-2018 according

High Increasing

market Medi D n to the IMF (2017b, 2019), with cheaper land and rents (70%), cheaper
prices of edium | Decreasing | commodities (15%), and cheaper inputs (15%), but decreasing because of
inputs dwindling cheap lands and rents.

State- = SOEs enjoy roughly 3% of GDP of support annually, but decreasing according
owned to the IMF (2017b, 2019).

entreprises = The very large majority of financial institutions are SOEs, making SOEs very
large potential providers of support to production.
= SOEs are over-represented in upstream sectors, in line with the principle of

dual-track liberalization applied in the 1990s.

Medium | Decreasing

Direct sub- = Around 0.5% of GDP annually for SOEs according to various IMF studies.
sidiesand | Medium Stable = Formal subsidies registered by listed companies in China have stayed broad-
specific tax low ly stable (IMF 2019).

breaks

Coercive = A report produced by the US National Bureau of Asian Research (2017)
Tech. estimated the harm to the United States from Chinese coercive intellectu-
Transfers al-property practices (including theft) amounted to USD 225-600 billion

& Intelec. annually, based on a 2014 study by PricewaterhouseCoopers LLP and
Property the Center for Responsible Enterprise and Trade. Stolen trade secrets are
infringe- thought to account for 80-90% of the total, the rest being counterfeit and
ments Medium Stable pirated hardware and software.

= Anecdotal evidence in the media as well as in European or US Chamber of
Commerce in China reports and surveys (see for instance EUCCC 2018, 2019
and 2020, AmCham 2019), and in some academic works by Prud’homme
(2018).

= No serious general estimates of the benefits from coercive technology
transfer in China.

Source: See page 24

© MERICS
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Annex 2

o

Category | Type of Magnitude in China | Estimates
of distor- | support
tions production | Level Trend to
GDP
By Manipulated = The IMF has stated since 2015 that the RMB exchange rate is in line with
channel |exchange fundamentals.
rate = The US has assessed the RMB as not being undervalued in its annual report

on foreign exchanges except in 2020, but keeps China on its “monitoring list”
because of opacity in FX management

= The 2021 situation might signal a return to some undervaluation, because of
the massive financial inflows and current account surplus in China (Chimits

Low Growing

2021).
Export = The US EXIM Bank (2021) assessed Chinese export credits to represent 90%
credit and of all of such financing by G7 countries, at USD 76 billion for 2019.
insurance = The OECD (2015) found that China increased its issuance of trade finance

High Growing | guarantees from USD 43 billion in 2008 to USD 327 billion in 2013.
= Chinese export credits are suspected to also differ from those of G7

members in terms of opacity, lower interest rates, and laxer constraints
(OECD 2015; Hopewell 2019).

Dominant = A recent report by Kratz (2021) describes the phenomenon as substantial,
domestic illustrating it through case studies of various sectors (solar, rail rolling stock,
position Medium | Growing | and telecom).

= No overall estimation of the benefits drawn by Chinese firms this way to the
best of available knowledge.

Social = No known serious estimation of this debated phenomenon exists.
dumping - -
Environmen- = No known serious estimation of this debated phenomenon exists.
tal dumping - -
By Discriminat- = The European Commission (2012) found China is the closest public procure-
destina- | ed access to ment market out of of twelve partners.
tion public pro- High Stable |=Kratz's (2021) study of three sectors (solar photovoltaic panels, telecommu-
curement nication, and rail rolling stock) finds that “some of the strongest barriers to
foreign participation in China are erected through procurement.”
Upstream = Gourdon (2015) finds that those wide export restrictions relate to “official
subsidies objectives pursued by the Chinese public authorities such as those related to
(or trickling the promotion of technology or protection of the environment but also other
down unstated motives pertaining to subsidization of downstream sectors and
subsidies) terms of trade.”

Medium | Stable |[=Garred (2018) found that those export taxes have surged after China
entered the WTO, and are closely negatively correlated to WTO-related tariff
reduction for products downstream of the one affected by export taxes,
hence pointing at a potential subsidization strategy for those downstream
sectors previously protected by tariffs.

= The magnitude of the support through such channels is difficult to asses.

Transnation- = The scale is extremely difficult to assess, but political intentions and anec-

al subsidies dotal evidence converge.

= i Keqgiang (2014) stated that “[w]e encourage competitive Chinese produc-
ers of iron and steel, cement and plate, etc. to shift their operation to ASEAN
countries to meet the local need of infrastructure development through
investment, leasing and loan lending so as to achieve mutual benefit.”

= He Yafei (2014), then vice minister of the Overseas Chinese Affairs Office of
the State Council, said that sectors with overcapacity should expand consump-

Low Growing tion and production in developing countries in need of such products.

= The head of a Chinese firm of fiberglass, that was later to become the first
firm to be targeted by EU measures against transnational subsidy, explained
to the China Daily (2016) that he was moving production to Egypt in part
because “If you export fiberglass to Europe from China, you have to pay
anti-dumping and anti-subsidy duties of 24.8 percent.”

= |n a recent report, the European Commission talked about “the growing
practice of state-owned Chinese companies receiving subsidies to export
production capacity outside of China to special economic zones.”

Service = No known specific study on the service sector. But, if Chinese industrial policy
subsidies has long focused on traditional industrial sectors, there is no reason to believe
that service sectors are treated differently from the manufacturing one when
in comes to state support as they become part of industrial priorities.

Low Growing

Source: See page 24
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