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Initial appraisal of a European Commission Impact Assessment

European Commission proposal on EU-China Investment
Relations

Impact Assessment (SWD (2013) 185, SWD (2013) 184 (summary)) for a
Recommendation for a Council Decision authorising the opening of negotiations on an

investment agreement between the European Union and the People's Republic of
China

 Background

This note seeks to provide an initial analysis of the strengths and weaknesses of the European
Commission's Impact Assessment Report on EU-China Investment Relations, submitted on 23
May 2013.

China is the world's second largest national economy and the biggest exporter, as well as an
increasingly important political power. China is regarded as a key foreign direct investment
(FDI) destination by European Union member states1. However, compared with Europe's other
trading partners, the flow of FDI between the EU and China is lagging behind (IA, p. 6).

The focus of Chinese investment outflows has changed. Investments are increasing in value and
are more likely to involve the selling of products, expanding of production chains and the
acquisition of technology, brands and human talent. Chinese FDI in the Union is spread across a
wide range of sectors, both manufacturing and services.

In April 2010, the President of the European Commission, José Manuel Barroso, and the Chinese
Prime Minister, Wen Jiabao, agreed to investigate ways to enhance the EU-Chinese investment
relationship. European External Trade Commissioner, Karel De Gucht, and the Chinese
Minister for Trade, Chen Deming, agreed at the EU-China Joint Committee (May 2010) to
launch a Joint EU-China Investment Taskforce to study options for improving bilateral
investment and evaluate the desirability and practicality of the possible negotiation of an EU-
China investment agreement.

 Identification of the issue at stake

The IA contains a long and detailed analysis of the nature of the current European Union/
Chinese investment relationship. This includes a discussion of the problems that exist and of the
potential lost opportunities and of the experiences of other trading partners. However, the

1 IA, p. 3.
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effects of maintaining the baseline (no EU-China investment agreement) are not entirely clear
and there is no discussion at this stage of the environmental or social impacts of non-action.

According to the Commission, the main issues justifying EU action are the following:

 The EU-China investment climate. Despite clear bilateral links between China and the EU,
discrepancies remain in the trade and investment relationship. Chinese FDI in Europe
represents less than 1.0 per cent of the inward investment into Europe, whereas 5.0 per cent
of inward investment into China comes from Europe. .

 The lack of a level playing-field for prospective and existing European investors in
China. The absence of a predictable, a secure environment for investors and restrictive
laws, negatively impact the outward flow of FDI from Europe. This leads to untapped
opportunities and a growing imbalance as Chinese companies do not have to face such
barriers when investing in Europe.
The Commission's public consultation found that 77 per cent of business respondents had
experienced difficulties when investing, or attempting to invest in China2. The difficulties
faced include problems with intellectual property, a lack of faith in the impartiality of the
legal system, and state-owned Chinese companies and companies with close links to the
political elite are given preferential treatment.
The latest version of the Foreign Investment Guidance Catalogue3 classifies three economic
categories of FDI: prohibited; restricted and encouraged. Both the restricted and
encouraged categories are subject to limitations. There are also specific industry plans for
certain sectors. The IA points to contradictions between the Catalogue and other measures,
which highlights a lacuna of a secure basis for business planning.

 The lack of comprehensive framework to remedy shortcomings within the EU-China
investment relationship. There is currently no framework in place to deal with disputes
arising from investments between the EU and China. Investments in China are not covered
comprehensively by WTO agreements. However, China is compliant with some WTO
policies, namely those relating to trade in services and trade related investments which
affect trade in goods. As China is not a member of the OECD, it is not obliged to follow the
OECD codes relevant to investment.

 China's and the EU's bilateral agreements and negotiations with third countries and
implications for investment. China and the EU are involved in or are negotiating
investment agreement with third countries. The commitments they have given (such as
commitments on market access, post establishment treatment and protections), as parties to
these negotiations, may disadvantage EU/Chinese investors in China/ the EU.

 Concerns regarding the level of Chinese Investment in the EU. Chinese companies are
increasingly investing through mergers and acquisitions, which create the impression of
strategic takeovers, which in turn has led to the public perception4 that Chinese FDI are
involved in unfair acquisitions of technologies and knowledge. 64 per cent of respondents
to the public consultation had no concerns about Chinese state-owned companies investing

2 IA, p. 12.
3 Foreign Investment Guidance Catalogue, was promulgated by the Chinese National Development and
Reform Commission and the Ministry of Commerce.
4 No reference is given in the Commission’s IA.
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in Europe, although a third of respondents expressed concerns over the amount of capital
available to them when participating in European public procurement procedures.
Furthermore, many Chinese companies that invest in Europe are state-owned. There are no
current guidelines on the conduct of state-owned enterprises (SOEs) with the Bilateral
Investment Treaties (BITs).

 China also has concerns regarding investing in Europe. Having to deal with 25 different
BITs, China is interested in a uniform EU-level agreement on investment protection.
According to the Commission, many Member States maintain prohibited or restricted
sectors or ex-ante authorisation procedures for foreign investors. The lack of uniform rules,
particularly in the area of service, hampers Chinese investors. There are also concerns
regarding the number of visas available to Chinese investors. Furthermore, China
demands that the EU grants ’market economy’ status for the purpose of anti-dumping.

 Objectives of the legislative proposal

The objective of the Commission proposal is to fulfil the requirement under Articles 3(1)(e), 206
and 207 TFEU that the Union continues to work on the abolition of restrictions on foreign direct
investment. In this context, the IA highlights four specific objectives: (i) to improve the legal
certainty of EU investors in China; (ii) to improve the protection of EU investment in China; (iii)
to reduce barriers for European investors to invest in China; and (iv) to increase the flow of FDI
between China and Europe.

In order to achieve these aims, the IA contains a comprehensive list of twelve operational
objectives. The link between the problems identified by the Commission and the specific or
operational objectives presented in this IA is not clearly presented.

 Range of the options considered

Option 1: Baseline Scenario - no policy change
Investment would continue under the current system of 25 Bilateral Investment Treaties (BITs),
between China and the Member States of the Union. The current BITs could be terminated and
may require renegotiation which would only be possible if the Commission empowered the
Member States5.

Option 2: A stand-alone investment protection agreement
This agreement would cover treatment and protection of investment agreements (post-
establishment), but not market access. It would purse the highest level of investment protection
possible and would allow for inclusion of clauses on the non-lowering of labour and
environmental standards, corporate social responsibility, and provisions dealing with state-
owned enterprises.

Option 3: A separate agreement combining investment protection with market access
This option builds on Option 2 and is complementary rather than alternative. It would establish
’an EU Free Trade Agreement (FTA) practice of including provisions on establishment for all
sectors for national treatment and market access with horizontal and sectorial liberalisation

5 Negotiating Foreign Direct Investment is a competence of the Union.
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commitments aiming to facilitate investment flows’6 . There are several scenarios possible
regarding the ambition on market access- the modelling looks at modest and ambitious
liberalization scenarios.

Option 4: The current negotiating guidelines for the Partnership Co-operation Agreement
(PCA) to include both market access and investment protection
The Commission could propose to change the PCA negotiating guidelines to include
investment protection. However, it is politically highly unlikely that the overall stalemate in the
PCA negotiations could be overcome.

Option 5: A comprehensive FTA with China including investment protection and ambitious
market access for investment
The Commission states that this option is mentioned ’for completeness’ but it was not explored
properly as there is no interest from China or EU stakeholders7.

Preferred Option: The Commission’s preferred option is an agreement combining investment
protection with market access, as described in option 3. The Chinese would prefer a pure
investment protection agreement (option 2). However, it was agreed at the 14th EU-China
Summit that a negotiation covering all issues of interest to either side would be followed.

 Scope of the Impact Assessment

Options 2 and 3 are analysed, often simultaneously, for their economic, social and
environmental impacts. The other options were discarded at the preliminary stages of the
report and therefore were not considered.

The fact that the EU is one of the most open economic areas for FDI, and China is one of the
most restrictive, means the negotiation cannot aim to close the gap completely. The IA presents
the possible macroeconomic outcomes for the EU. The claim by critics that outward investments
increase the likelihood of domestic goods being replaced with foreign goods, reducing
investment and employment in the home economy is not fully explored.

As regards social analysis, the inclusion of a non-lowering of standards clause, whereby foreign
direct investors are not admitted to lower the standard of labour conditions that they are
required to follow in their home country is emphasised. Concerns regarding China's labour
conditions and human rights record are discussed and a corporate social responsibility clause is
proposed as a solution. However, the issue of compliance or enforcement of the clause is not
fully discussed.

The analysis of the possible impact on employment is well dealt with on a sectorial basis. No
positive or negative impacts on employment are expected, although the sectors in which people
work may not remain the same. The likely social impacts of this could have been expanded
upon.

The likely impact of an agreement on the environment and the possibility of 'pollution havens',
an increased scale effect, sectorial distribution and the possibility of technology spill-over are

6 IA, p. 23.
7 IA, p. 52.
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discussed. However, no clear picture emerges. Again a non-lowering of standards clause is
suggested as a solution. There is also the possibility of 'greening' outcomes which would have a
positive effect on the environment.

The IA briefly addresses the human rights concerns raised by various shareholders. It identifies
key areas where human rights must be considered and summarises that it is essential to balance
the treatment of property and the right of investors, with the human rights of the population. It
concludes that investment agreements do not by themselves alter this balance, which is
reflected in the legal order of democratic states. There is no analysis of whether this balance is in
fact reflected in the EU's or China's legal systems. However, 'the overall direct impact on human
rights under either Option 2 or 3 is neutral to positive since it strengthens the already existing
protection of the right to property of investors and does not negatively impact any other rights
of actors other than investors'8.

A proposal for negotiations under Option 2 and 3 is in line with the EU's human rights policy.
The EU is seeking to include a human rights clause in the EU-China Partnership and
Cooperation Agreement (under negotiation), which could settle any doubts as to whether one
party can raise the issue of human rights violations and which will allow for suspension of the
agreement in the case of a serious breach of human rights.

 Subsidiarity / proportionality

Articles 3(1)(e), 206 and 207 TFEU give the Union exclusive competence to negotiate on foreign
direct investment. Therefore the subsidiarity principle does not apply.

 Budgetary or public finance implications

The IA foresees that the harmonisation of the BITs will entail a degree of simplification for both
China and the EU Member States, which ought to cut the cost associated with administering the
current BITs.

The management of investor-to-state disputes arising from the agreement and the possibility of
paying compensation for damages as a result of a breach of the investment protection
agreement may have implications for the EU budget. The Commission’s DG Trade is currently
producing a draft proposal on the allocation of financial responsibility for investor-to-state
disputes. It is not expected that there will be a rise in disputes or compensation awarded against
the Union. Therefore, it is argued that such an agreement would have a marginal impact on the
EU budget, as compared to the baseline scenario.

 SME test / Competitiveness

The IA considers the effects the proposal will have on SMEs. They should benefit from
improved legal certainty provided by a uniform EU level protection agreement. They will also
benefit from increased market access and administrative simplification.

8 IA, p. 48.
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The Chinese government has traditionally discriminated against SMEs. However more Chinese
SMEs are seeking to enter the European market. In addition, they 'increasing acquire low-
profile, but highly specialized SMEs in the EU in order to gain access to niche knowledge and
productivity'9.

There is no discussion regarding what effects the increased influx of Chinese FDI might have on
the market share held by SMEs in Europe.

 Relations with third countries

Overall, the economic impact on third countries will be very small. The agreement may divert
FDI away from their country to the EU or China. A FDI agreement that favours liberalisation
will increase the activities of multinational companies worldwide. The IA argues that this is
likely to raise European exports globally.

Most Favoured Nation clauses can affect how the EU and China interact with third countries.
Furthermore, if either party concludes another MFN clause in the future, it can impact on the
other party.

 Quality of data, research and analysis

The IA includes empirical data and research to back up many of the points made. However, a
few difficulties are highlighted throughout the report. The methodology used in China and the
EU vary hugely making it ’notoriously difficult’ to compare the data available on FDI. The
quantification of data is further complicated by the fact that much FDI between the EU and
China operates through Hong Kong or various tax havens10.

The analysis of the options presented is thorough. However, most of the analysis does not
differentiate between options 2 and 3. In addition, the analysis of options 1, 4 and 5, is very
limited, as they are dismissed at a very preliminary stage.

The methodology used to calculate perceived restrictiveness for investors is clearly laid out in
Annex 3. The IA attempts to quantify the potential economic impact through a model which
considers common boarders, language, distance, GDP for both countries, the economic
similarities of both countries, the relative endowments of capital, the skills level available, and
tariff cost variables. The estimates are based on an economic model where the variations in FDI
restrictiveness are considered. The entire economy was classified as production and
consumption sectors.

The model is considered using both unilateral and reciprocal liberalisation. They will not
converge as the gap is too large to be solved by a BIT.

9 IA, p. 39.
10 IA, p. 9.
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The IA is able to provide some details of sectorial impacts. However, the data available is very
limited. This problem is compounded by the fact that the current low levels of initial investment
in some sectors can lead to a very low projected impact for any liberalisation.11

 Stakeholder consultation

The results of a stakeholder consultation, civil society dialogue and public consultation were
used throughout the IA. However, there is little differentiation between the opinions of the
various sectors (expect for SMEs).

A consultant firm, Copenhagen Economics, contacted over 1000 companies while conducting its
research for the IA. They primarily sought to identify barriers to European investment in China.
Their results can be seen in Annex 5 to the IA.

 Monitoring and evaluation

It will not be possible to monitor the political success of any agreement through a single
mechanism. Therefore the Commission uses a mix of both qualitative and quantitative
indicators. The actual monitoring and evaluation criteria will depend on the outcome of the
negotiations and on the agreement signed. DG Trade will draw on its established methodology
and procedures to monitor and evaluate the progress of any agreement.

 Commission Impact Assessment Board

The Commission’s IA Board issued an opinion on a previous draft of the IA on 6 July 2012. The
revised IA acknowledges the comments of the Board, but some issues still remain.

The IA Board's opinion called for a strengthening of the problem definition. The extent that
Chinese state-owned enterprises would disrupt competition is not explained in detail. The need
for intervention needs to be further expanded upon.

As noted earlier, the various options could have been explained in more detail. The model
cannot be run for the baseline scenario. Furthermore, the consequences of maintaining the
baseline are not fully explored.

Only the chosen option is truly considered. The analysis of the consequences of continuing to
use the baseline, or option 4 and 5 could have been expanded upon.

11 IA, p. 3.
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