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Abstract

If it eventuates the Trans-Pacific Partnership agreement (TPP) will include
major economic powerhouses like the US and Japan, but China — the
elephant in the room — has been excluded. Our evaluation of how China
might fare in the TPP finds that the agreement would be a poor fit at the
current stage of China’s economic development. Although China would
gain both in terms of trade and a reform timetable, some features of this
21st-century agreement — the assistance given to state-owned enterprises, the
standards for labour rights, protection of multinationals against the state
and competition laws — would be stumbling blocks in the negotiation process.
Thus, being left out of the TPP is no big loss for China.

Introduction

The Trans-Pacific Partnership (TPP) agreement is being sold as a 21st-century
free-trade agreement (FTA) involving 12 member countries: Australia, Brunei,
Canada, Chile, Japan, Malaysia, Mexico, New Zealand, Peru, Singapore, the US
and Vietnam. (In 2014, the TPP’s 12 economies made up about 36 per cent of
the world’s GDP and about 25 per cent of world trade in goods and services.)
The agreement goes beyond providing member countries market access to
goods, services and investment (as covered by most other trade agreements
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such as the China—ASEAN FTA). It also includes other trade-related issues, such
as government procurement, competition involving state-owned enterprises
(SOEs), labour and the environment. Negotiations began in March 2010 and
were concluded in February 2016, with ratification by respective national
governments to happen within two years.

Absent was the ‘elephant in the room’: China. China is the world’s largest
trader and the 12 TPP member countries made up about one-third of China’s
trade in 2013. Although China was invited to join the TPP in 2012 by the then
US Secretary of State Hillary Clinton, there is reason to believe that the high
standards ordained by the TPP were designed to keep China out (Hsu 2015).
This was implied by President Obama in his State of the Union address in
January 2016: ‘With TPP, China does not set the rules in that region; we do.

China has its own plans to increase its influence in the region, playing a leading
role in the Regional Comprehensive Economic Partnership (RCEP), which
comprises the 10 member states of ASEAN, Australia, India, Japan, New
Zealand, South Korea and China. The ‘One Belt, One Road’ initiative would
link China with Central and West Asia as well as the Middle East and Europe.
The establishment of the Asian Infrastructure Investment Bank and the New
Development Bank (or BRICS Development Bank) are also China’s initiatives to
increase its economic and political influence, particularly among developing
countries.

The purpose of this paper is to evaluate China’s exclusion or rejection from
TPP membership. To what extent does China lose out by being left out of the
agreement? Are the requirements and coverage of the TPP too sensitive for
China? We attempt to answer these questions by evaluating the trade patterns
of China and the TPP members and delving into the TPP agreement signed
by member countries, highlighting chapters that contain issues that could
have been stumbling blocks for China in the negotiation stages. However, the
shape the TPP will take after the Obama administration is yet to be seen, as
the victorious candidate for the US presidency has had harsh words on the
current agreement.

We conclude that at the current stage of the Chinese economy, the TPP may be
a little too far reaching and that China’s other international initiatives, such as
the ‘One Belt, One Road’ initiative, as well as its sheer size, will reduce the losses
of being left out of the TPP.
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China and the TPP: A missed opportunity?

How important is the TPP to member countries? Recent estimates by Petri
and Plummer (2016) have concluded that most members will gain from the
agreement. The US will find its annual real income increase by 0.5 per cent of
GDP, while annual exports will increase by 9.1 per cent in 2030. The exports
of Japan, Vietnam and Malaysia are to increase by 23.2 per cent, 30.1 per cent
and 20.1 per cent respectively in 2030. But non-members will gain little. China
is expected to gain only 0.2 per cent when the agreement is concluded in 2030.

Table 1: China’s exports and imports (merchandise goods) to TPP
members, 2013

China’s exports to China’s imports from
TPP members in US$ | % of exports | % of total US$ | % ofimports | % of total
billions to all TPP exports billions | from all TPP imports
countries countries
United States 410.8 48.9 18.0 150.5 27.7 9.0
Japan 135.8 16.2 6.0 143.0 26.3 8.5
Vietnam 66.3 7.9 2.9 25.1 4.6 1.5
Singapore 53.1 6.3 2.3 27.5 5.1 1.6
Malaysia 441 5.3 1.9 53.2 9.8 3.2
Australia 40.3 4.8 1.8 73.8 13.6 4.4
Mexico 33.8 4.0 1.5 10.0 1.9 0.6
Canada 29.4 3.5 1.3 26.2 4.8 1.6
Chile 13.2 1.6 0.6 18.6 3.4 1.1
Peru 6.3 0.8 0.3 8.1 1.5 0.5
New Zealand 4.9 0.6 0.2 6.5 1.2 0.4
Brunei 1.4 0.2 0.1 0.09 0.02 0.01
TPP 840.0 36.8 543.3 32.3
World 2281.8 1681.6

Source: unctadstat.unctad.org/wds/

Table 1 shows China’s trade of merchandise goods with members of the TPP in
2013. This indicates that the 12 countries of the TPP make up about one-third of
China’s trade. However, the US stands out in that it makes up about half of the
exports to TPP members, and about one-quarter of imports. Japan and Australia
are also quite important but countries from Latin America and smaller countries
in Asia are quite insignificant. China is already in some sort of negotiation
with other important TPP members such as Japan and Australia (for example,
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via the RCEP). This suggests that being left out of the TPP is essentially a lost
opportunity for China to bolster its trade links with the US by securing an FTA
with the world’s largest market. An agreement with the US could also explain
the motivation of smaller countries such as Malaysia and Vietnam in joining
the TPP, as they would lack the bargaining power when negotiating alone with
the US.

Table 2 shows the Trade Complementarity Index (TCI) between China and
the US with member countries of the TPP and the RCEP in 2013.? This index
measures how well the structures of a pair of country’s imports and exports
match. A value of zero indicates that no goods exported by one country are
imported by the other; 1.0 indicates the export and import structures exactly
match. Thus, a higher value indicates that the export profile of one country
complements the import profile of its partner. Table 2 shows that the TCI is
marginally greater for China with the TPP (0.49) compared to the RCEP (0.43).
This is also the case for the US, albeit larger. The TCI is also relatively large
for US—China trade (between 0.55 and 0.57). We conclude that both China
and the US would have gained significantly from China’s inclusion in the TPP.
Petri, Plummer and Zhai (2014) estimated that a China—US FTA could generate
a greater gain for China than the RCEP, and also greater gains for the US than
a TPP without China, simply because the two countries complement each other.

It appears that China and the US have lost an excellent opportunity to increase
bilateral trade flows, and thus provide a much-needed impetus for greater
economic activity in their respective nations.

2 The TCI is the sum of the absolute value of the difference between the import shares and the export
shares (at three-digit SITC) of the pair of countries, divided by two.
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Table 2: Trade Complementarity Index

EXPORTER

IMPORTER China United States
China - 0.55
Mexico 0.58 0.69
United States 0.57 -
Australia 0.52 0.65
Vietnam 0.51 0.59
Canada 0.51 0.69
Chile 0.50 0.62
New Zealand 0.49 0.59
Thailand 0.48 0.58
Peru 0.48 0.62
Malaysia 0.47 0.62
Japan 0.46 0.52
Indonesia 0.45 0.63
Brunei 0.43 0.55
South Korea 0.43 0.54
Singapore 0.42 0.52
Philippines 0.40 0.55
Lao PDR 0.39 0.49
Cambodia 0.36 0.44
Myanmar 0.35 0.44
India 0.31 0.44
TPP 0.49 0.60
RCEP 0.43 0.54

Source: unctadstat.unctad.org/wds/

China and the TPP: A misfit?

Petri, Plummer and Zhai (2014) compared FTAs involving the US and those
involving ASEAN. They found that agreements involving the US (for example, the
US—Singapore FTA and US—South Korea FTA) included issues like competition,
intellectual property rights, government procurement, the environment and
labour. Mooted agreements with ASEAN (for example, the China—ASEAN FTA),
on the other hand, emphasise dispute resolution and cooperation. The templates
of the agreements are skewed towards the nature of the economies negotiating
the agreements — whether emerging markets or advanced economies. Since
the TPP is an agreement involving both types of economies, it has to be more
complex, with sufficient room for bargaining. If China had chosen to be part
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of the TPP, the negotiations would have been slow and perhaps have ended
without agreement because of the many sensitive issues involved. We discuss
below some of the potential stumbling blocks.

State-owned enterprises (SOEs)

An important chapter in the TPP agreement is one that concerns SOEs,
specifically those that are engaged in commercial activities. The agreement
requires that those SOEs engaged in business with commercial considerations
will not be allowed to receive non-commercial assistance from their respective
governments when the SOE is operating in partner countries. In other words,
no form of subsidy should be provided to an SOE for its international business
expansion. The intention of this is to ensure that competition between an SOE
and a private enterprise in a host country takes place on a level playing field.

SOEs are the bedrock of the Chinese economy. They have played a critical role
in national economic development as well the ‘go global’ strategy (Yu 2014).
In 2015, it was reported that there are 150,000 SOEs in China: collectively,
they control US$17 trillion in assets and employ more than 35 million people
(Financial Times 2015). About 1,000 are listed on the Shanghai or Shenzhen
Stock Exchanges, indicating that they are commercial in nature. More than 150
of these are managed by the central government (through the State-owned Assets
Supervision and Administration Commission, SASAC), and these include some
of the largest companies in the world, such as the Agricultural Bank of China,
CNPC and Sinopec. Prior to 2004, only state-owned firms were allowed to engage
in international investment. These SOEs are assisted in various ways, including
being given preferential interest rates, by the Chinese Government (Sauvant
and Chen 2014). Although some countries were able to get exemptions for their
powerful cooperatives (notably, New Zealand for Fonterra), it would have been
an uphill battle for China to negotiate similar exemptions for so many of its SOEs
engaged in various international operations in TPP member countries.

Transparency and anti-corruption

The chapter in the TPP agreement on transparency and anti-corruption measures
addresses efforts to reduce bribery and corruption in trade and investments.
It calls for transparent information on the laws, regulations and other rules
affecting trade and investment. It commits TPP partners to write and enforce
anti-bribery laws.

The impact of bribery and corruption on international trade is well known.
In a study of more than 100 countries, De Groot et al. (2004) used the World
Bank Governance Indicators to show that institutional quality can have a
significant positive impact on trade flows. De Jong and Bogmans (2011) also
conclude that corruption generally hampers trade. Shirazi (2012: 446) states that:
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a significant reduction in the perception of corruption may have as much, if not
more, of an impact on international trade as favourable labor laws, tax rates and
capital (currency) control measures.

Thus, an agreement that encourages the reduction of corruptive practices
in international trade is obviously welcomed.

China, however, is quite well known for its dubious business practices.
Table 3 extracts the Corruption Perception Index of TPP members and China.
This index, developed by Transparency International, ranks countries on the
degree of corruption in the public sector. Only two TPP countries — Vietnam
and Mexico — ranked below China in 2014. The TPP also includes two of the
least corrupt countries: New Zealand and Singapore. Although one can argue
that membership in the TPP can raise the bar for China'’s efforts at eradicating
corruption, the gap between China and important partners (the US and Japan)
are significant. The TPP can be a platform for these countries to accuse China
of lacklustre anti-corruption efforts, which could be perceived by China
as interference in domestic issues.

Table 3: Corruption Perception Index*

Rank Scores
Country 2014 2014 2013 2012
New Zealand 2 91 91 91
Singapore 7 84 86 87
Canada 10 81 81 84
Australia 11 80 81 85
Japan 15 76 74 77
United States 17 74 73 73
Chile 21 73 71 72
Malaysia 50 52 50 49
Peru 85 38 38 38
China 100 36 40 39
Mexico 108 35 34 34
Vietnam 119 31 31 31

* Except Brunei

Note: The Corruption Perception Index ranks countries and territories based on how corrupt their public
sector is perceived to be. The score indicates the perceived level of public sector corruption on a scale
of 0 (highly corrupt) to 100 (very clean). A country or territory’s rank indicates its position relative to the
other countries and territories in the index.

Source: www.transparency.org/cpi2014
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Labour and intellectual property rights (IPR)

The chapter on labour requires TPP partners to adopt a legal framework that
upholds fundamental labour rights as recognised by the International Labour
Organization (ILO). This includes freedom of association, the right to collective
bargaining, the elimination of forced labour, the abolition of child labour, the
elimination of employment discrimination, as well as laws that govern acceptable
conditions of work. The inclusion of labour issues in an FTA is rare since labour
rights are considered to be a ‘domestic issue’ and interference by external
parties jeopardises the sovereignty of individual members. In this regard, the
TPP can be considered bold. The implication of this chapter for Malaysia, for
instance, includes amendments to its labour laws to allow formation of labour
unions, limiting government discretion in registering and cancelling a labour
union, as well as removing restrictions on the subjects that can be collectively
bargained. Vietnam will have to allow workers to establish independent unions
with full autonomy without interference from the state.

Similar to Vietnam, China’s labour laws, while allowing freedom of association,
require all trade unions to be affiliated with the All-China Federation of Trade
Unions, which is an agency of the Chinese Communist Party. The chapter on
labour would have been a contentious issue between China and the US, an issue
that may not have been easily resolved.

The TPP also raises the bar for the protection of IPR above the accepted norm
embodied in the TRIPS® Agreement. There are accusations that the TPP expands
the scope of patentability, particularly in the case of pharmaceuticals, and thus
has negative implications for public health and access to medicine in developing
members. While many accuse China of IP infringements, the issue is more related
to the enforcement of the laws, rather than the laws themselves. In fact, Drahos
(2016) has argued that China may have welcomed these higher standards in IPR
as, since 2010, more than half of the annual increase in global trademark filing
activity originates from China. China would also be keen to protect the IP of its
own homegrown companies as they venture abroad.

3 Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPS).
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Free and open competition

A common philosophy that cuts across a number of chapters of the TPP is free
competition among businesses domiciled within the TPP countries. In the
chapter on government procurement, for instance, firms from any TPP country
will be allowed to bid for government contracts, as all domiciled firms should
be given equal access to information and treatment. In the Technical Barriers
to Trade (TBT) chapter, testing and certification awarded by an assessment
body in one country should be accepted in other countries as well. The chapter
on competition generally calls for member countries to reach the standards
practised in countries such as Singapore and New Zealand, known for their
ease of doing business. In the World Bank rankings of Doing Business in 2016,
China was lower than all TPP partners except Vietnam (see Table 4). Given that
four of the 12 members are in the top 10 of these rankings, the high standards
of competition in the TPP agreement is not surprising. China would have had
to negotiate hard to get exemptions for its SOEs and SMEs from these open-
competition clauses and chapters.

Investor-State Dispute Settlement (ISDS)

The ISDS is a system whereby an investing company can seek compensation
from a host country if its property rights have been violated. The system allows
multinational companies (MNCs) to seek justice from arbitration tribunals
such as the World Bank’s International Centre for the Settlement of Investment
Disputes (ICSID), which are considered neutral. When the MNC is suing the
host government for breach of the rules in an agreement (an FTA or bilateral
agreement), seeking impartial arbitration is sometimes preferred to a judicial
system within the host country. This is particularly true if the host country’s
justice system is known for its lack of impartiality. The ISDS has been included
in several FTAs recently because it offers assurance to MNCs that the chance
of expropriation by host governments is greatly reduced (Jandhyala 2016).
However, the ISDS is frowned upon by others, who see it as giving MNCs
a means of circumventing government regulations and policies (Farrell 2015).

If China had been a party to the TPE it could be argued that MNCs from
partner countries such as the US, Japan and Canada would have lobbied their
governments strongly for the inclusion of ISDS, which would have forced the
Chinese Government to be accountable for any discriminatory actions. Table 5
shows how China fares against TPP countries with regards to the rule of law
and, in particular, the regulatory enforcement component. China is ranked
among the lowest in the overall scores, particularly on expropriation without
adequate compensation.
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Thus, it is perhaps fair to assume that the ISDS would have been a heated issue
for China, and it is possible that China would have fought for many exemptions,
as in the case of Australia, Mexico, Peru and Vietnam. However, China has
been signing agreements that include the ISDS clause over the last 15 years
(Financial Times 2014); the China—New Zealand FTA is just one such example.
In fact, in 2012, Ping An, a Chinese insurer, filed for a large investment treaty
claim against Belgium (Financial Times 2012). Thus, the ISDS would have been
a double-edged sword. While the ISDS is seen to be favourable for Chinese
investment abroad, it reduces the authority the government has over the
multinationals at home.

Conclusion

Removing obstacles to trade and investments, whether through reducing
import duties, harmonising standards, eradicating quotas, protecting firms
against intellectual property infringements, creating a level playing field for
both domestic and foreign firms, and other initiatives, is known to increase
the flow of goods, services and capital between countries. Not surprisingly,
free-trade agreements have proliferated, particularly since the WTO has failed
to initiate any significant negotiations since the Doha rounds. The TPP is yet
another of the many FTAs signed in recent years.

Our analysis of China’s trade data shows that China will lose out by not being
a party to this agreement. Countries with similar capabilities — Japan and South
Korea on the higher end and Vietnam on the lower end, for example — will be
able to divert some trade away from China. China has also lost an opportunity
to sign an FTA with the US. However, no country can ignore China when it
comes to trade and investment. The sheer size of the economy and the waves of
outward foreign direct investment (FDI) that it generates are important enough
to ensure that economic relationships with China remain relevant. The fact
that China already has, or is negotiating, trade agreements with nine of the
12 TPP members is a valid testament to its continued importance. Nevertheless,
it is important that China builds up its productivity to ensure that it is able to
compete with TPP members for market share.

This is a lost opportunity for China to commit to an improvement in the general
trading and investment climate. The TPP offers member countries a roadmap
and a time schedule to reform the business environment to one that is more
competitive. It is a lost opportunity for China to give fresh impetus to its
dwindling export sector (Financial Times 2016).
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But China has always reformed using its own timetable. Since the TPP is essentially
a trade agreement with the US, following a specified TPP schedule could be
seen as the US dictating reform in China. For a country that is establishing
its legitimacy as a global economic power, China has to write its own future.
The rules of the TPP may not fit the current state of the Chinese economy as
they could be seen to be diluting the sovereignty of the government. China
has to mould a domestic economy that is large enough to withstand any global
economic slowdown. To create that domestic economy, certain features of the
‘old” economy may still be required.
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