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1 The Comprehensive Agreement on
Investment

Since its beginning, the European Union has maintained a treaty-based policy of openness
towards foreign direct investment (FDI), though this varies slightly from EU country to EU
country since members retain some prerogatives over FDI. By comparison, China remains
restrictive, despite having liberalised its FDI regime in recent decades. Restrictiveness is most
notable in the services sector. Investment in China’s manufacturing sector is now quite free,
though still less than in the EU.
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EU trade and investment policy.

We focus on the economic aspect of the agreement and leave aside geopolitical consider-
ations.  is does not mean, however, that we do not appreciate strategic issues and how they
relate to the workings of the world economy. EU-China relations are, by essence, of systemic
importance given that the two parties are the world’s second and third largest economic
blocs. At the same time, we are obviously aware that recent clashes between the EU and China
over human rights violations in China cast a deep shadow over the agreement. Indeed, rati -
cation of the CAI by the European Parliament is very unlikely while China continues to apply
sanctions against some members of the European Parliament and European researchers who
have criticised its human rights record.

e economic implications of the agreement are themselves the subject of considerable
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tive as India’s and Russia’s, but far more than Brazil’s and South Africa’s. It should be borne in
mind that the recent revisions to the FIL may not be fully re ected in the 2019 OECD index.
For the record, all EU countries have scores near zero (Figure 1 and Table 1).

Figure 1: The OECD’s FDI Regulatory Restrictiveness Index for China, 1997-2019

Source: Bruegel based on OECD. Note: a score of 0 equals completely liberalised. A score of 1 indicates closed.

Table 1: OECD’s FDI Regulatory Restrictiveness Index for China and selected coun-
tries, 2019

Ceo It - Téa Mat fa¢ Se Vv aY
Yy ra(R.e. " R b o) 0.244 0.073 0.306
Fary 0.045 0.000 0.033
gnar 0.023 0.000 0.022
2 \ 0.052 0.000 0.057
s ar 0.021 0.000 0.038
Bag 0.082 0.025 0.099
, Fda 0.207 0.035 0.311
R a 0.261 0.161 0.350
S .eM Af “sa 0.055 0.010 0.101

Source: Bruegel based on OECD. Note: a score of 0 equals completely liberalised. A score of 1 indicates closed.

China’s substantial investment liberalisation during the past two decades is attributable to
a combination of unilateral and multilateral measures.

Consider rst China’s manufacturing sector, which is about 60 percent larger than the
EU’s and is growing faster, and where most EU FDI is presently directed. According to a 2019
McKinsey study (Woetzel et al, 2019), Chinese manufacturing is already highly integrated
into global value chains, using global standards 90 percent of the time, while importing many
advanced components. Multinational rms have greater penetration in Chinese consumer
markets than they do in the United States (Woetzel et al, 2019). According to UNCTAD, in
2020 China became the world’s largest FDI destination, passing the United States.
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inward FDI in manufacturing is completely liberalised (score of 0). China’s liberalisation
of foreign investment in manufacturing was achieved on a purely unilateral basis, through
successive FILs®.

By contrast, in the services sector, investment liberalisation has taken place through a
combination of unilateral and multilateral measures, since the WTO covers liberalisation of
investment in services but not in manufacturing’. Also in contrast to manufacturing, invest-
ment liberalisation in services is far less advanced. From 1997, China’s FDI restrictiveness
score decreased from 0.739 to 0.306 in 2019 - still much higher than the average score of less
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In the ten sectors for which limitations on market access remain, there are no joint-venture
requirements, and the limitations are justi ed mainly by concerns about overcapacity. For
example, in printing, and in petroleum re ning China’s schedule in Annex 3 states “increasing
production capacity for oil re ning shall be in line with the planning”. In sectors including
cement, steel, aluminium and shipbuilding, adding production capacity is forbidden for
foreign rmsasitisfor Chinese rms. is means that foreigners can still invest in those
sectors, for example by acquiring a Chinese rm or by retooling to adapt their product

mix, but they cannot expand overall plant capacity. Examination of CAl Annexes 1 and 2,
which contain various exceptions to national treatment, shows no signi cant provisions on
manufacturing, except in the automotive sector.

e automotive sector deserves special attention because it is important for EU compa-
nies, representing about 30 percent of their total FDI in China. Here there are some access
limitations (such as 50 percent Chinese ownership), though these apply only until 2022, in
line with the 2019 FIL.  ere are no joint-venture requirements after 2022. Establishing new
production capacity in electric vehicles is allowed but is subject to limitations that apply if
there is overcapacity in the designated province. Most important, re ecting China’s intention
to promote electric vehicles, China’s schedule in Annex 3 states that “the establishment of new
traditional fuel-powered motor vehicle enterprises is prohibited” and increasing capacity in
traditional vehicles is subject to model and geographical restrictions related to overcapacity.

In the services sector, the CAl needs to be compared to China’s WTO commitments under
Mode 3. is comparison shows three main improvements from the CAI.

First, China completely opens to foreign investment in eight sectors that were previously
closed in its WTO schedule: veterinary services, services related to management consulting,
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2.2 Does CAl improve rules and the level playing eld for EU rmsin China?
Being able to access the Chinese market in the framework of an international treaty is obvi-
ously important for EU investors, but often they face additional problems in China that the
CAl tries to remedy. We focus on four important issues: forced technology transfer, state-
owned enterprises, subsidies and standard setting.

CAl bans forced technology transfers in covered sectors

European and other foreign companies established or seeking to establish in China have long
complained that China uses foreign ownership restrictions, including joint-venture require-
ments, to force them to transfer technology (TT) to Chinese entities. China’s WTO commit-
ments have been of limited help in tackling this.

In goods sectors, WTO rules apply to trade but not FDI. Hence, in these sectors, China is
free to apply ownership restrictions to foreign companies that may lead to unfavourable TT
arrangements for foreign investors. In services sectors, WTO rules apply to FDI, but only to
the extent that WTO members have assumed speci c obligations under GATS Mode 3. As
discussed above, China has assumed some Mode 3 obligations in the schedule of concessions
for services attached to its Protocol of Accession to the WTO, but some major sectors are
excluded, and in some covered sectors, the establishment of foreign rms is conditional on
entering into a joint-venture arrangement with a Chinese entity, which may lead to forced TT.

Given the limited ability of current WTO rules and commitments to deal with the prob-
lem of forced TT in China, some of its trade and investment partners, primarily the United
States, China’s Asian neighbours and the European Union, have sought bilateral or regional
solutions. It is important to note that in the 2019 FIL, China responded to these concerns by
outlawing forced TT. As in the case of many market-access provisions, however, this falls short
of a commitment enforceable under an international treaty.

e CAl agreement comes on the heels of e orts to impose disciplines on forced TT on
China under the Trans-Paci c Partnership/Comprehensive and Progressive Agreement for
Trans-Paci c Partnership (of which China is not a member but which had China in mind),
and the China-US Phase One agreement. CAl contains the strongest language yet in that
regard.

Speci cally, CAl contains an obligation for the parties not to “impose or enforce any
requirement or enforce any commitment or undertaking ... to transfer technology, a production
process, or other proprietary knowledge to a natural person or an enterprise in its territory”. As
noted by Mavroidis and Sapir (2021), the words “impose or enforce” are crucial. ey imply
that states (the parties to the agreement) cannot impose TT requirements on foreign rms
that want to invest in their jurisdictions and that, in case such rms decide to do businessin
their jurisdictions through a joint venture, the local partner will not be able to enforce any
commitment for TT that it may have extracted from the foreign partner as a condition for the
joint venture.

In principle, therefore, even when joint-venture requirements continue to apply, Chinese
companies will no longer be able to force unwanted technology transfer on their EU partners.
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negotiations never took o .

e most important innovation of CAl is to cover subsidies in the eligible services sectors
covered by the CAl. However, the CAl's enforceable provisions relate only to transparency
(noti cation) and consultation relating to subsidies. If a subsidy above a certain size is found
to exist, the subsidising party is not required to remove the subsidy or to accept the complain-
ant’s countervailing measures, only to use its best endeavoursto nd a solution. e relevant
paragraphs in section 3 (Regulatory Framework), Article 8 (Transparency of Subsidies) read:

Paragraph 7. If the requesting Party, after the consultations have been held, consid-

ers that the subsidy concerned has or could have a signi cant negative e ect on the
requesting Party’s investment interests under this Agreement, the requested Party shall
use its best endeavours to nd a solution with the requesting Party. Any solution must be
considered feasible and acceptable by both Parties.

And,

Paragraph 10. Paragraph 7 shall not be subject to Section X (State to State Dispute
Settlement).

Neither the China-US Phase 1 nor RCEP include new provisions on subsidies, so the CAl is
astep forward.

Itis also instructive to compare the CAl to the WTO subsidy reforms proposed in January
2020 by the EU as a member of the Trilateral Group, which includes Japan and the United
States. e Trilateral Group does not mention China speci cally, but the group’s proposals
have China very much in mind?*.

e Trilateral Group proposals relate only to industrial subsidies, not services, but most
of the proposals could be directly applied in services as well. In addition to calling for a clear
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investment in the goods sector is not covered under the WTO, and nor is it covered in China’s
accession protocol. In contrast, market access through foreign investment in the services
sector is governed under GATS Mode 3 (foreign establishment), negotiated in the Uruguay
Round. As discussed in the previous section, China made modest services commitments
under Mode 3 in its Protocol, which the CAl deepens and extends.  us, a notable systemic
implication of the CAl is that it may pave the way for new types of bilateral agreements that
make international investment in goods and services more open and predictable.  is may
include progress in the stalled investment negotiations between the US and China.
e CAl covers many, but not all, services sectors, and excludes treatment of trade under
Modes 1 (cross-border), 2 (consumption abroad) and 4 (presence of natural persons).
erefore, it does not conform to the conditions allowing for an exception to the non-discrim-

ination principle, envisaged for regional trade agreements under GATS Article VI (parallel
to GATT Article XXIV). It follows that China’s and the EU’s commitments in services must be
extended to all WTO members, under the MFN provision (GATS Article Il).  us, another
notable systemic implication of the CAl is that it not only binds and enhances liberalisation
of foreign establishment in two of the world’s largest economies, but this is to the bene t of
all WTO members, not just the EU. However, since investment in goods is not covered by the
WTO, CAIl provisions on market access in the goods sector are not MFN, and only bene tthe
EU.

From a WTO perspective, the CAl has some negative and some positive features. e
negative feature is that the CAl, because of its bilateral rather than multilateral nature, favours
EU over other foreign investors in China, since some of its provisions only apply to EU rms.
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