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urope remains the major global destination of foreign direct investment, but it is losing ground to other

destinations. The European Union with all its strength — millions of skilled workers and innovative technolo-

gies — is still perceived as a complicated and expensive place to invest in. Investment levels in our continent

have dropped significantly during the financial and sovereign crisis. The difference between current levels of
investment and their projected level - the investment gap - remains wide: it is estimated at around €260 billion in
2014.

Part of the explanation behind the weak investment in Europe is related to the different crises we are facing, includ-
ing high uncertainty in the political, economic and regulatory fronts. However, many problems are structural. The
cost of doing business in Europe remains penalised by higher taxes, energy prices and non-wage labour costs than
competing regions. The European Single Market is still incomplete and many existing barriers hamper companies’
cross-border investment and operation.

However, the investment situation is slowly improving (Figure 1). Currently, over 80% of BusinessEurope member
federations expect businesses to increase investment rates over the coming year, compared to just over 50% when
surveyed in spring 2016. But the recovery is still timid. If we are serious about boosting investment in Europe, we
must take effective measures to address existing barriers to investment in Europe. The business community counts
on the European policy makers to set a stable and attractive business environment.

Investment Plan for Europe
In November 2014 the European Commission launched the Investment Plan for Europe aimed at unlocking public
and private investments in the ‘real economy’. This plan, welcomed by businesses, focuses on three key pillars:
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Figure 1. Total investment growth (% change on preceding year)
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1) The European Fund for Strategic Investment;
2) technical assistance and visibility to investment projects; and

3) removing obstacles to investment. It is still early to evaluate the full results of the Investment Plan, but we can
already see some of its impact.

The European Fund for Strategic Investment (EFSI) is a guarantee which aims at mobilising private investment
through small amounts of public investment. It helped raising public attention and the political debate regarding
the urgent need to boost investment in Europe. Moreover, it promotes a greater calculated risk culture and a new
mentality regarding the use of EU funds. As an innovative instrument, it opened new windows and opportunities
for riskier projects that would have not taken place in its absence.

It is essential to speed up the process of removing
remaining barriers to the single market and remove
administrative burdens for entrepreneurs
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The technical assistance is helping some projects off the ground and the project portal is supporting large projects
to find investors.

Finally, regarding barriers to investment, while some progress can be noticed in the priority areas of the Commis-
sion such as the digital single market, energy union and capital markets union, we need further and quicker action
in other areas and at both European and national level. It is essential to speed up the process of removing remain-
ing barriers to the single market and remove administrative burdens for entrepreneurs. Only by reducing existing
barriers to investment in Europe will we be able to attract investment in a long-term perspective.

Extending funding instruments

European business welcomed the proposal brought forward in 2016 to extend the EFSI and to substantially increase
its financial capacity. However, the revised plan must be developed on the basis of the most recent evaluations and
it must draw on the lessons from implementation so far.

It became clear that the EU member states with stronger technical and administrative capacity are getting greater
benefits from the EFSI, especially when it comes to large-scale projects. For example, about 63% of total EFSI financ-
ing within the Innovation and Infrastructure Window was granted to three countries. Thus, more action is needed to
support those EU countries lagging behind. This can be done in particular by greater technical assistance and ca-
pacity building at national and regional level.

The very dynamic response by financial intermediaries and by small and medium-sized enterprises (SMEs) to the
SME Window show that they are well designed and should be further deployed. In November 2016, the new Euro-
pean Venture Capital Fund of Funds was launched. It will provide more venture capital to high-growth SMEs and
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will help mobilising private finance for venture capital in Europe. The business community also supports planned
development of new equity products under the SME Window in the future.

The Advisory Hub is another tool with great potential which should become a more proactive platform in support-
ing the EU member states to take forward projects, and a real facilitator of cross-border projects which still face sub-
stantial barriers. In particular, the Hub and EIB operational staff should help to identify barriers in the roll-over and
implementation of different projects, and understand where procedures involving multiple national approvals can
be simplified. This information should then be properly used in advancing in the regulatory developments.

And finally, we believe that the market-based logic of the EFSl is a key principle that should be defended. The pro-

jects should continue being selected according to their merits, aligned with EU priorities, but without prioritizing
specific sectors or regions. =

Markus J Beyrer is BusinessEurope Director General
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ike an earthquake Europe is still struggling with the aftershock of the Trump election victory. Like the chatter-

ing classes inside the Beltway, European chancelleries and the Brussels bubble simply could not believe that

Trump, someone with no previous political experience, could defeat a seasoned pro like Clinton. They had all

been told by their embassies in Washington that Clinton was a certainty. She was someone they knew, some-
one who knew Europe and thus there would be a strong degree of continuity in US foreign policy.

Trump, however, is unknown to EU leaders and has ties to far right-wing parties such as UKIP and the Front National
rather than mainstream European parties that traditionally form governments. Throughout Europe there is wide-
spread concern at what Trump’s victory will mean for transatlantic relations, the multilateral system and the rise of
populism.

Reactions

While shocked EU leaders decided to be cautious in their messages of congratulations. Presidents Tusk and Junck-
er reminded Trump of the common history and shared values between Europe and America and emphasised the
importance of working together on trade, terrorism, climate change, and Russia. EU foreign policy chief Federica
Mogherhini said that the depth of the transatlantic relationship ‘went beyond temporary changes in the political
landscape’ while NATO Secretary General Jens Stoltenberg warned that given the scale of the security challenges
‘this is no time to question the value of the partnership between Europe and the United States!

Angela Merkel had been strongly criticised by Trump during the campaign describing her policies on refugees as a
‘catastrophe! The German chancellor now laid out a list of basic principles which were a pre-condition for coopera-
tion with Trump -‘democracy, freedom, respect for the law and for human dignity irrespective of origin, skin colour,
religion, gender, sexual orientation or political conviction. Francois Hollande who had said that Trump ‘made him
feel sick’said that Trump’s victory ‘opens a period of uncertainty. The Dutch and Belgian PMs sent neutral messages
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of congratulation despite the negative remarks Trump had made about their countries. Hungarian Prime Minister
Viktor Orban was the only exception to this EU trend stating that DT's victory was ‘fantastic news!

British PM Theresa May had also been critical of Trump in the past as have her closest advisors. But in her phone call
with Trump a few days after his election she emphasised the historic ‘special relationship’and reminded him of the
close ties between the US and UK on trade, security and defence. Trump invited May to visit him‘in the near future’
and stated that the UK would be at the front, not the back, of the queue for a new trade deal when it left the EU. UK-
US relations will not be easy, however, as Trump’s views on Russia, free trade and climate change are totally different
from that of Britain.

Trump’s relationship with UKIP chair, Nigel Farage, further complicates matters for the UK. Farage, who spoke at one
of Trump’s campaign rallies, was the first European politician to meet Trump after the election. In a staggering

One thing is sure — Europe is in for a very bumpy
ride with Donald J Trump in the White House
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breach of protocol, Trump later tweeted that Farage would make a great UK ambassador to the US — a message that
caused great annoyance in London.

Russia was of course delighted with Trump’s victory. Putin said that ‘it was not our fault that Russian-American rela-
tions are in such a poor state. But Russia wants and is ready to restore full-fledged relations with the United States!

Implications

Behind the scenes EU leaders and their officials are trying to assess what are the implications of Trump’s victory in
various policy areas. During the campaign Trump questioned the usefulness of NATO, the American alliances with
Asia, free trade and climate change. In the days after his victory Trump started to distance himself from some of
these promises. He said he was not going to‘lock up Hillary, not going to repeal Obamacare, and not pull the US out
of any alliance commitments.

There is little doubt that Trump will follow a more realist foreign policy than the liberal internationalist approach of
the Obama administration, an approach that most EU leaders preferred. Mogherini called a special meeting of for-
eign ministers on 13 November to discuss the possible impact of a Trump administration on the major issues — Rus-
sia, Syria, Iran, climate change.

One minister said that‘EU foreign policy was now in damage limitation mode’ He feared that Trump might be will-
ing to work with Putin and Bashar al-Assad, to defeat Islamic terrorism, at the expense of moderate Syrian forces.
Another warned that Trump’s support for other authoritarian leaders including Putin, Duterte and Erdogan would
be ‘very worrying’ for the EU. It was very likely that the US would now stop promoting human rights and democracy
which would place an additional burden on the EU.
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Certainly Trump will not be an easy partner for the EU about which he knows almost nothing. He prefers dealing
with national capitals to any international bureaucracy. The same goes for most of his likely foreign policy team. EU
officials who have spoken with Trump advisors report that they are contemptuous of multilateral institutions and
ignorant on many key issues.

Trump himself has little background or experience in foreign and security policy. He will be severely handicapped
by the refusal of the top hundred republican experts to serve in his administration. He is very much an American na-
tionalist. He talked of pulling the US out of the climate change agreement and tearing up the Iran nuclear deal. But
in office he may be content with some minor changes.

Although he has never met Putin several of his associates have and he has talked favourably about Putin as a strong
leader. But whether this translates into a geo-political deal is difficult to say. He could accept if not recognise that
Crimea is part of Russia. But he cannot allow Russia to control Ukraine or menace the Baltic States.

On China he has little knowledge and little interest apart from trade. He has criticised China’s unfair trade practices
for many years and promised to impose high tariffs on China and name it a currency manipulator. But again cam-
paign rhetoric and action are different. The same applies to his remarks about Korea/Japan and nuclear weapons.
This was a threat (similarly with NATO) to pressurise allies to pay more. But he will not reduce the basic military
guarantee.

One reason for him to maintain the status quo is the presence of many neo-cons and right-wing republicans in his
entourage who are stridently anti-communist and who would oppose any moves to cosy up to Putin or weaken US
security guarantees to Asian allies as they argue this would only benefit China.
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Trump has already stated that one campaign pledge will be maintained, an end to US participation in the Trans Pa-
cific Partnership (TPP). This is regarded as a major blow to the US pivot to Asia and many Asians are now hedging
their bets with China. Speaking at an APEC meeting in Peru, the New Zealand PM, John Keys, jokingly said that the
only way to save the landmark trade deal might be to rename it the Trump Pacific Partnership.

The Transatlantic trade talks (TTIP) were already on life support but now they can be pronounced dead. Trump has
also questioned NAFTA and trade with China which he accused of being a currency manipulator. He castigated all
trade deals as ‘unfair to America’ and responsible for the US losing 25 million jobs. In office he will find out just how
interconnected the US economy is to the rest of the world and how difficult it will be to re-negotiate trade deals
that took years to complete.

The Trump team face an immense task as they will need to fill around 4,500 positions within government during the
next three months. The most powerful figure is likely to be Vice President-elect Mike Pence, an arch-conservative,
who chairs the transition team and will be a strong figure in the White House (like Dick Cheney). Trump’s family will
also play a prominent role with three of his children (Ilvanka, Eric and Donald Jr.) in an extended advisory commit-
tee.

But tensions will be inevitable and many predict that there will be constant in-fighting between Reince Priebus who
will be Trump’s chief of staff and Steve Bannon of Breitbart News who will become chief strategist. Although domes-
tic issues (cutting taxes, reducing immigration and reforming health care) will take priority over foreign policy no US
President can avoid taking a lead role in global affairs.

How should Europe respond?
The biggest concern in Europe is that Trump’s victory will give a huge boost to populist forces throughout the con
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tinent still celebrating the unexpected Brexit result in the UK. The far-right expects to do well in the upcoming elec-
tions in 2017 in France, the Netherlands and even Germany. The biggest prize would be the Marine Le Pen winning
the French elections. It was this fear that led the centre-right to choose the more right-wing Francois Fillon as the
candidate most likely to defeat her.

Although these elections will preclude the EU taking any big new decisions in 2017 they are already starting to pre-
pare the ground for some important changes. The first field is defence. If the EU wants to get the attention of Trump
it will have to earn it, first and foremost by taking more responsibility for its own security. Trump’s campaign threat
to stop defending NATO members unless they pulled their weight struck a chord with American voters and Con-
gress. Given what Europeans spend on defence and the number of men and women in uniform it should be able to
defend itself. The December European Council will agree modest plans to boost defence cooperation.

The second field is trade. If TTIP and TPP are dead then the EU will have to speed up its own trade deals with part-
ners from Mexico to Japan. Given the problems of ratifying the deal with Canada (CETA) this will not be an easy task.
But Trade Commissioner Malmstrom is determined to forge ahead on the bilateral front. She has devised a formula
to sidestep the market economy status (MES) dispute with China and hopes to conclude an investment agreement
with the Asian giant next year.

The third field is economic growth. European leaders understand that they must create more jobs especially to re-
duce the unacceptable high levels of youth unemployment. But there are still major policy disputes with Merkel
continuing to promote austerity against the desire of southern EU members to provide a stronger fiscal stimulus.

Finally, Europe has to deal with the increasing range of problems relating to its neighbourhood. There are likely to
be fundamental differences in approach with Trump on how to tackle Syria, how to deal with terrorists, how to deal
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with Russia and possibly Turkey. And there is the continuing problem of how to deal with the flow of refugees from
Africa, the Middle East and Afghanistan.

Europe will not be at the top of Trump’s in tray and he will certainly not make Brussels his first overseas trip. There is
no one in his entourage who knows anything about the EU. But if he starts to mess with international trade agree-
ments and breaks WTO rules then he may have to take a quick course in EU powers in the trade field and compe-
tition policy. And the EU will have to stand up to Trump if he seeks to tear up the agreements on Iran and climate
change. One thing is sure — Europe is in for a very bumpy ride with Donald J Trump in the White House. =

Fraser Cameron is the Director of the EU-Asia Centre and a former EU official
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he days of US fiscal restraint, and of global trade growth outpacing GDP growth, are now over. Donald
Trump’s tough talk on combatting China’s ‘unfair’ trade policies have led some to fear that he will immedi-
ately slap a punitive tariff (which could be in the region of 30-45%) on all Chinese imports. This would trig-
ger a major trade war, pushing up consumer prices and casting the American economy into recession.

According to these fear-mongers, Trump is also likely to fill the two vacant seats on the board of the Federal Reserve
with candidates sharing his criticism of current Chairwoman Janet Yellen, creating massive uncertainty in financial
markets.

Others argue that, on the contrary, Trump’s inexperience with public offices will lead to four years of inaction in the
oval office.

Both scenarios are possible, but the first signals from both the Trump camp and the Republican party suggest that
he will refrain from the most dangerous policies but follow through with his agenda in broad terms, supported by
solid Republican majorities in both the House of Representatives and the Senate.

As we shall see, this would fundamentally change the economic landscape for Europe.
From a macroeconomic point of view, the age of fiscal restraint in the United States is set to end. All of Trump’s pol-
icy proposals include an increase in government debt. Trump has consistently promised a strong increase in infra-

structure investment and major tax cuts, without specific plans for how to pay for either.

It is not clear whether Trump will find a majority in Republican-controlled Congress for his infrastructure plans, but
getting a majority for tax cuts should be a no-brainer. As under Republican presidents Ronald Reagan and George
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W Bush, it is likely that the GOP will believe the rhetoric of supply-siders and hope that tax cuts will be ‘self-financ-
ing’ — that tax receipts will rise despite the rate cut, because of the economic growth benefits of lower taxes. But
history teaches us that it is more likely that tax cuts will cause the deficit to balloon.

Higher government deficits tend to lead to higher interest rates, as some of the burden is taken from the Fed to
keep interest rates ultra-low to stabilize the economy. This in turn has consequences for the rest of the world: The
US dollar is likely to appreciate.

At first sight, this sounds positive for Europe: a dearer U.S. dollar means better price competitiveness for EU compa-
nies and hence potentially more exports.

However, here, Trump’s macroeconomics will interact with his stance on trade, which has been relatively consistent
and clear. Trump has promised to ditch the Transpacific Partnership (TPP), a free trade agreement already complete-

European initiatives for further WTO progress are
set to be futile if the US, still the world’s largest
economy, cannot be brought along
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ly negotiated with a number of Asian countries, renegotiate the North American Free Trade Agreement (NAFTA)
with Canada and Mexico and only accept future trade agreements which are‘good for America’ In his speeches, he
has repeatedly cited studies on how the US trade deficit translates into jobs lost in the United States, and issued
calls to label Beijing as a‘currency manipulator’in order to impose punitive tariffs against Chinese goods.

This has two consequences for Europe: First, the United States’ benign neglect of its current account deficit will
most likely be over. When the US criticises China (which has a current account surplus of about 2.5 percent of GDP
in 2016), the German finance ministry should be worried given the German current account surplus of almost 9 per-
cent of GDP.

The euro-area should be prepared to have its macroeconomic policy stance questioned for the same reason, even
if its surplus is not as high as Germany’s. If the dollar appreciates and European car manufacturers gain ground in
the US market, Europe should be prepared to be confronted with protectionist measures (just as Japan was in the
1980s when the US dollar surged on account of Reagan’s deficits).

The second era that Trump’s presidency is likely to end is the longstanding trend of higher global trade growth than
GDP growth. From World War Il until 2008, global GDP grew about 8 times, while world trade grew by more than a
factor of 30. In the 1990s that trend was driven by the WTO’s multilateral trade liberalization. Later, when multilater-
alism faltered, large regional trade agreement such as NAFTA and the European Union’s single market project pro-
pelled forward global trade.

Multilateral trade negotiations have long since ground to a halt. And given that President Trump will not put his
weight behind WTO talks, they will be irrelevant for years to come. However, after the EU’s CETA debacle, regional
trade integration has also likely reached its limit.
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Trump will almost certainly shelve TTP, and will not be willing to compromise on details of the Transatlantic Trade
and Investment Partnership (TTIP). With support for TTIP already weak in Europe, this means the end of further
transatlantic trade integration.

As it stands, Europe is ill-prepared to react to these developments. Given the disastrous CETA and TTIP debate, Eu-
rope is not in a position to launch its own global trade initiative. European initiatives for further WTO progress are
set to be futile if the US, still the world’s largest economy, cannot be brought along.

As helpless as it sounds, the only thing Europe can do in response is to strengthen domestic drivers of growth. This
means, first and foremost, designing a strategy which does not rely on external demand to get the economy going
again and bring down unemployment. Reforms to speed up economic growth (such as cleaning up the banking
system) will be part of it, but if Europeans want to prevent a growing current account surplus (and hence limit the
risk of a trade conflict with a Trump-led United States), they will have no option but to move away from the austerity
stance of recent years. By contrast, attempts to rely only on improved competitiveness to increase economic growth
will lead to a larger European trade surplus and more potential for transatlantic conflict. m

Sebastian Dullien is senior policy fellow at the European Council on Foreign Relation and a professor
of International Economics at HTW Berlin, the University of Applied Sciences
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ince the onset of the global financial crisis, 2016 has been the first full year where GDP in the euro area has
been above its pre-crisis level. It has taken around 7.5 years to get there. The economy is now recovering at a
moderate, but steady, pace. Employment has grown by more than four million since its trough in 2013. And
the recovery has become more broad-based, with less difference in economic performance across countries.

What we have now to ask is what are the factors that have allowed the recovery to gather steam, and whether we
have reason to believe that they are sufficient to deliver a sustained adjustment in the path of inflation.

We have witnessed many encouraging developments, not least the healing of the euro area banking sector, which
has allowed credit growth to turn positive again and monetary policy transmission to strengthen. This is a necessary
condition for a full return to macro-economic and price stability.

But despite the uplift to prices provided by the gradual closing of the output gap, a sustained adjustment in the
path of inflation still relies on the continuation of the current, unprecedented financing conditions. It is for this
reason that we remain committed to preserving the very substantial degree of monetary accommodation, which

is necessary to secure a sustained convergence of inflation towards level below, but close to, 2% over the medi-
um-term. What | would like to do in this article is explain these perspectives — the factors that have put the euro area
economy on a stronger footing, but also the reasons why we cannot yet drop our guard.

New factors making the euro area economy more robust

The first development that gives us comfort is the improving solvency of the banking sector. We need a strong
banking sector to support the economy through the recovery. But if there is one lesson we can draw from the past
decade, it is that to be genuinely robust, the banking sector must be well-regulated. Indeed, there is a widespread
agreement that one of the main causes of the global financial crisis was the excessive deregulation of the financial
sector in the previous two decades.
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The financial origins of the crisis explain in turn the slowness of the economic recovery. Banks that overextended
credit in the upswing had to clean up their balance sheets and strengthen their capital. Firms and households that
took on excessive debt had to deleverage. And that combination depressed both credit supply and demand.

So the re-requlation of the financial sector is in fact a part of the growth agenda. And major progress has now been
made in redressing the mistakes of the pre-crisis era.

The global regulatory agenda, steered by the G-20, has made the sector considerably more robust in terms of cap-
ital, leverage, funding and risk-taking. Common Equity Tier 1 ratios in the euro area have improved substantially,
rising from less than 7% for significant banking groups in 2008 to more than 14% today. Leverage ratios are now
close to 4% for large banks. The Liquidity Coverage Ratio was implemented last year, and most euro area banks are
already complying with the Net Stable Funding Ratio ahead of its implementation in 2018.

the recovery remains highly reliant on a
constellation of financing conditions that, in turn,
depend on continued monetary support
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It is true that this regulatory agenda, which has evolved profoundly in its design over the past eight years, may also
have created some uncertainties, for instance over steady state capital levels, which are reflected in bank share pric-
es. Indeed, uncertainty over future capital requirements can give rise to a risk premium, which weighs on banks’
cost of finance and acts as a deterrent to expanding activities or supplying credit to the economy.

So now is the time to finalise the regulatory agenda and enter a period of stability. The focus should be on imple-
mentation, not on new design. Regulatory measures should be implemented in a balanced way that ensures a level
playing-field globally. And while marginal adjustments are possible, there should be no rolling back on what has
been decided.

Re-regulation has led to welcome improvements in bank solvency. Meanwhile, asset quality has also improved. The
non-performing loan (NPL) ratio has been decreasing in the euro area, even if modestly. Critical in this context was
the Comprehensive Assessment of bank balance sheets — including an asset quality review of great depth — which
encouraged banks to frontload the strengthening of their balance sheet. While NPLs remain high in some countries,
the problem today is more related to profitability than to the robustness of balance sheets, since coverage ratios are
close to 50% and much of the remainder is collateralised.

All this progress has gone hand-in-hand with a steadying economic recovery. Increased banking sector resilience
has helped shield the recovery from external shocks and sustain its internal momentum. The banking system has
been able to weather, among other things, the crisis in emerging market economies, the collapse in oil and com-
modity prices, and the consequences of the UK referendum. And healthier banks have provided the necessary sup-
ply of credit to maintain the pace of the recovery.

The easing in credit supply conditions has been visible in both lending rates and lending volumes. Since mid-2014,
bank lending rates have fallen by almost 100 basis points for both euro area households and corporates. Small and
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medium-sized enterprises have benefitted from even larger declines. Lending volumes, in turn, have posted positive
growth rates for households since end-2014, and for non-financial corporations since the last quarter of 2015, fol-
lowing multi-year declines.

And financing conditions have improved in capital markets too, which has been followed by a pick-up in corporate
bond issuance.

This credit reversal has in turn supported a second benign characteristic of the recovery: the fact that it has become
increasingly driven by domestic sources of growth.

Domestic demand has now replaced foreign demand as the main driver of growth. Over the past two years, domes-
tic demand has on average added more than a percentage point to GDP growth, supported by very accommodative
financing conditions. By contrast, net exports, which were a key growth engine for most of the crisis period, have
barely contributed to GDP growth since end-2013 as the global environment has deteriorated.

This shift in the composition of growth is important, from an inflation perspective, since it makes the recovery in the
euro area less vulnerable to external shocks. Indeed, domestic strength has helped insulate the euro area against re-
cent global weakness, which otherwise would have dragged the recovery off track — and with it, the expected pick-
up in the path of inflation.

The domestic picture is also contributing to a third encouraging development: the strong rebound in employment.
This has been driven by a striking reconnection between GDP and employment growth in recent years.' The tem-
porary post-Lehman rebound in 2010-11 was essentially a jobless recovery. The current recovery, however, has re-
duced the unemployment rate from more than 12% in 2013 to 10% today. And, besides lower unemployment, the
overall labour force has expanded as well in recent years, reflecting increasing labour participation rates.?
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A faster return to full employment - or what economists call the ‘non-accelerating inflation rate of unemployment’
—is clearly supportive of price stability, since it heralds a tighter labour market and stronger wage pressures. And
while those pressures might be somewhat offset by the increasing number of people entering the labour force as
the recovery strengthens, a larger workforce will ultimately support both supply - by raising potential growth — and
demand.

With strengthening labour market prospects, existing employees can be reassured of their earnings prospects and
revive their spending plans with greater confidence; and new recruits can satisfy some of the pent-up demand they
accumulated while unemployed. The elasticity of aggregate consumption to new hires is particularly large. As such,
these labour market trends represent a key factor in preserving growth and inflation momentum in conditions
where global demand may become a less dependable engine of growth.

Factors warranting prudence
We have therefore every reason to be more confident in the strength of the recovery than we were one year ago.
But we cannot be sanguine over the economic outlook.

Besides the geopolitical risks that remain prevalent, there are indeed three factors that warrant caution: the profit-
ability of euro area banks, the relative weakness of inflation dynamics, and the dependence of the recovery on ac-
commodative monetary policy.

Even though the euro area banking system is today more resilient, its profitability remains a challenge — one that is
weighing on bank share prices and raising the cost banks face when raising equity. There has in fact been a negative
gap between euro area banks' return on equity and their cost of equity since the 2008 financial crisis. While the lev-
el of bank equity prices is not per se a matter for policymakers, insofar as it raises financing costs for banks, it could
ultimately curtail lending to the real economy and hold back the recovery.
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One of the factors weighing on profitability is the low growth and low inflation environment, which translates into
lower levels of policy interest rates. But legacy and structural challenges are also at play, which banks and policy-
makers can and should address.

Where the legacy stock of NPLs is depressing profitability, key is to create an environment where the resolution of
bad loans can be accelerated. And where profitability is being affected by structural issues, such as overcapacity and
inefficient cost structures, rationalisation and consolidation must form part of the answer. Indeed, such inefficien-
cies may have been exposed by the low interest rate environment, but they have certainly not been created by it.

A second reason to remain alert is that despite the recovery in growth and employment, the persisting output gap
is still keeping inflation dynamics weak. The October inflation rate stood at 0.5%. While this marks the highest lev-
el recorded in almost two years, it remains far below the ECB’s objective. And while we expect headline inflation

to continue rising over the coming months, much of this increase will be driven by statistical factors related to the
mechanical unwinding of the extreme oil price declines a year ago. We do not yet see a consistent strengthening of
underlying price dynamics.

Our objective is — and will remain - a rate of inflation below, but close to, 2% over the medium term. Going forward,
our assessment will depend on whether we see a sustained adjustment in the path of inflation towards that objec-
tive. And that means that inflation convergence towards 2% is durable, even with a reduction in monetary accom-
modation. Inflation dynamics, in other words, need to be self-sustained.

And this brings me to the third factor which calls for prudence over the outlook: the fact that the euro area recovery
still relies to a considerable degree on accommodative monetary policy. The recovery in credit is being facilitated by
a more resilient banking sector, but the impetus comes from our monetary policy.
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Our measures and their effective transmission underpin our outlook for growth and inflation. According to staff es-
timates, our measures will raise the inflation rate by more than half a percentage point, on average, over 2016 and
2017. And they will contribute to increasing real euro area GDP growth by more than one and a half percentage
points cumulatively between 2015 and 2018. In other words, monetary policy remains a key ingredient in the refla-
tion scenario we foresee for the euro area in the coming years.

Conclusion

So even if there are many encouraging trends in the euro area economy, the recovery remains highly reliant on a
constellation of financing conditions that, in turn, depend on continued monetary support. The ECB will continue to
act, as warranted, by using all the instruments available within our mandate to secure a sustained convergence of
inflation towards a level below, but close to 2%.

We also have to recognise that we operate under a still significant degree of uncertainty. Whether the economic
recovery becomes more solid, and how quickly inflation dynamics become more self-sustained, depends not just on
the current monetary policy stance, but also on other policies, as | have discussed on several other occasions. Re-
storing a sense of direction — and therefore confidence - would be the simplest and yet most powerful way to deliv-
er economic stimulus. =

Mario Draghi is President of the ECB

Endnotes
1. For further detail, see ECB Economic Bulletin, Issue 6/2016 — Article on “The employment-GDP relationship since the cri


http://www.worldcommercereview.com

V4

Sis”

2. For further detail, see ECB Economic Bulletin, Issue 1/2015 — Box on “Recent developments in the labour force participa-
tion rate in the euro area’.

This article is based on a speech by Mario Draghi, President of the ECB, at the European Banking Congress, Frankfurt, 18
November 2016.
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n the referendum debate Remain claimed that not only would the economy go into recession if voters foolish-
ly chose Brexit but even the second quarter would be hit by the polls showing a good chance of Brexit. This last
is now conveniently forgotten by Remainers, now that the second quarter has shown a more than 50% rise in
growth on the first quarter.

This second quarter was the only hard data on‘Brexit uncertainty effects'till now. Now we have the third quarter’s
preliminary GDP estimate, at 0.5% solidly in the 2-3% range we expected without Brexit: there is no observable
Brexit effect on the short-term outturn as we expected. Probably the estimates for manufacturing and construction
will be revised upwards, as the estimated falls in these are at variance with the latest Purchasing Managers' Indices
(PMis), all above 50%. The surveys we have so far show that actual output and orders remained on their previous
track but that ‘confidence’took an early hit and subsequently recovered.

Experience with past surveys when the media are full of gloom and doom is that there is a disconnect between
‘confidence’ about the general economy and what people do in reaction to their own circumstances. Today ordinary
households’situation has never been better: real disposable incomes are rising at over 3% and employment levels
are at a record. Credit is easily available; and the Bank has just made that easier still. The pound has dropped around
17%, as it usually does when the UK hits a bump in the road, and this represents a far bigger monetary stimulus
than the Bank’s 0.25% cut in interest rates. There was no need for Philip Hammond to deviate from fiscal prudence
in the autumn; and he hardly did.

The UK economy will certainly survive any short-term bumpiness; most forecasts have become more optimistic
already. The real focus of debate should be on where Theresa May’s government is taking our trade and other eco-
nomic policies in the long term. She and her ministers have made some good noises about free trade and pro-busi-
ness regulation, admittedly larded with some talk about less attractive intervention in corporate affairs.
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These noises were turned into explicit forward commitments at the Conservative party conference in October. Cur-
rent talks with small business highlight the key fact that smaller firms are less able to carry the heavy costs of social
regulation so favoured by the EU Single Market; for them a UK-run regulative system that has always understood
small business is much to be desired. Large businesses can lobby and have the staff resources to cope with endless
‘compliance’. But in the UK over half of our employment is in small businesses; this too is the most dynamic and in-

novative part of our economy.

Our future trade framework is the heart of the matter; on it depends how far the UK can pursue the road of self-gov-
ernment, the control of laws and borders demanded by the Brexit majority. It is good to see Liam Fox getting off to
a strong start negotiating draft free trade agreements, FTAs, with countries around the world. These countries will

then lower their tariffs and trade barriers against us, and we ours against them.

... the UK has now reached the cross roads where
it has decided to leave the EU cleanly. Now it must
make sure that this path leads to unilateral free
trade and not to some half-hearted UK protectionist
substitute for the EU’s damaging protectionism
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But the gain that we get from this does not come from their lowering their barriers against us, contrary to what is
generally thought. When they do that there is a negligible effect on the world prices of the things we sell, because
even the largest of these countries, such as the US, buys only a small proportion of the world supply of these prod-
ucts; when they buy a bit more from us, and a bit less from some other countries due to some new FTA, their total
demand for the product barely changes, so nor does the world price of what we sell. So we gain nothing and sell the
same output overall.

No, the gain we get from these FTAs is that we remove our tariffs and other trade barriers on them; this means
that our consumers pay less for them and so enjoy a rise in their standard of living. Once these high-visibility trade
agreements are signed we should make sure that we trade freely with all the rest of the world, however we can ar-
range it. Our ultimate aim should be to achieve unilateral free trade with all countries of the world. As this implies
we could actually short circuit all these FTAs and simply go at once to unilateral free trade, as has been done by
countries such as New Zealand and Singapore; even China has unilaterally brought down its tariffs to aid its devel-
opment.

It is this that lies at the heart of our EU trade relationship. The EU Single Market is highly protectionist which of
course is why there has been so much fuss about being outside it. This protectionism raises the prices of both food
and manufactures by around 20% to UK consumers, implying an 8% rise in their overall cost of living. While this is
nice for farmers and manufacturing firms who make higher profits, the losses of consumers are far greater. When
we leave the EU, protected prices are replaced by world prices. This generates healthy competition which pushes up
productivity, forcing firms to go ‘up the value chain’towards more hi-tech methods; we can also help them to access
the Single Market from the outside as the US and Japan do. The gain in GDP and living standards according to my
standard world trade model is about 4%; on top of that there are the gains from replacing EU regulation with our
own and from regaining control of mass unskilled immigration which is costly to the economy and politically toxic.
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As for the City, it too will gain greatly from having its regulations made in free market London instead of a Brussels
hostile to ‘Anglo-Saxon finance’ The City fears EU protectionism but it need not worry. Suppose Brussels withdraws
‘passporting’ or ‘equivalence’and the ECB declares that euro-bonds must be cleared in Frankfurt. Just as with not
having an FTA, the City will sell less in the EU and more elsewhere.

The implication of all this is that the main remaining task of Brexit policy is for the Ministry of Brexit under David
Davis to withdraw us from the Single Market and take us to unilateral free trade, to reap these huge gains from elim-
inating EU protectionism and regulation. Mr Davis would like to sign some broader FTA with the EU; | would like to
wish him luck but the bald truth is that, as David Cameron found out, the EU has virtually no flexibility when each

of 27 countries wields a veto. He should save us all time and policy delays by simply walking away from the EU, lock,
stock and barrel. At that point Liam Fox can pursue a free trade policy with the rest of the world.

The incredible shrinking ‘Brexit recession’

Astonishingly the July 2016 consensus forecast growth rate for the UK in 2017 was 0.6%, close to a recession. Fore-
casters generally followed the UK Treasury’s lead in projecting a‘doom and gloom’ scenario after Brexit. Of course,
now that we have had the strong recent figures for retail sales, the continuing strength of employment and of the
latest Purchasing Managers Indices (PMIs), we will no doubt see these forecasts being raised and we expect this rais-
ing to continue.

In our own post-Brexit forecast made on May 10 this year, as taken from our Brexit pamphlet of that time (The Econ-
omy after Brexit), we projected growth at 2.7% for next year. Our forecast today also takes account of the reactive fall
in sterling, larger than we assumed then but perfectly consistent with the idea of a downward adjustment necessary
to accommodate the needs of faster post-Brexit growth and the reduction of our current account deficit.
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How did our forecast come to be so different from that of the Treasury and the rest of the consensus?

First, we made a different assumption about the Brexit policies that would be followed: we argued that the optimal
policy would be for unilateral free trade as well as the UK taking over all requlatory functions from the EU and we
said that since these policies were optimal they would be chosen. This meant the abolition of the heavy EU protec-
tionism of farming and manufacturing, as well as a programme of liberalisation of industrial regulation: the long-
term gains from the trade liberalisation came to 4% of GDP while those from deregulation were put at 2% of GDP.

By contrast the consensus assumed that both the EU levels of protection and EU regulations would be left intact.
Making these last assumptions gave varying long term negative effects to GDP. Yet we argued that no economic
case could be made for these last assumptions: plainly they actually reduced the scope of UK free trade by eliminat-
ing free trade with the EU and putting nothing in its place! We were told by various consensus economists that ‘it
was not politically practical’ to introduce unilateral free trade; yet plainly when there is a referendum normal politi-
cal‘practice’ (under which this possibly could be true) is suspended.

The second big difference between our forecast and the consensus lay in the treatment of ‘Brexit uncertainty’. Con-
sensus economists put into their forecasts large negative assumed effects of this uncertainty, starting in Q2 and
continuing for around two years. These effects generally caused risk premia on asset yields and directly reduced
investment and consumer spending.

Our treatment of this uncertainty was based on rational expectations (nowadays a default modelling assumption)
about post-Brexit policy: we evaluated the two main possible policy scenarios, an EEA-type deal and the free trade/
dereqgulation assumption we made. Essentially the first leaves the status quo intact while the second gives gains as
noted above. We also considered that before Brexit there was a more negative assumption possible, that of inward
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-looking protectionism and controls. Computing uncertainty as the difference between the extremes we found that
this was at its height in Q2 and in Q3 fell as the third scenario disappeared under the new May government. We pro-
jected it as being steadily reduced as policies were finally chosen in the way we now see that they are being.

How big is the effect of such uncertainty and how negative is it? Our view is that the effects are quite small. This
seemed to be borne out by the Q2 growth rate, at 0.7% well up from Q1’s 0.4%. By Q3 once the May government
was in place we argued it was of little consequence at all. On the sign of the effect, one can argue that while more
uncertainty will make people more cautious, this could make them spend more on certain items that enhance secu-
rity (eg. more investment in innovation to fend of greater competition). In sum we put in nothing for these effects
from Q3.

In this we seem to have been right. The PMIs across all sectors dipped immediately after Brexit but have since re-
bounded. The immediate dip can be put down to the political chaos of that time with the Conservative leadership
election in prospect and no viable government in office. It seems that once the May government was installed mat-
ters became ‘business as usual’ As for the long-term effects of policy these appear to have been treated as on bal-
ance positive, which would be consistent with our assumptions about the two scenarios: either the same as now or
positive. Given that these effects will take a long time to come through because of lags in policy implementation,
this muted response to the long term appears right: in our forecast we assume a five year lag in the full implementa-
tion which makes the effects positive but long drawn out.

In our early May Brexit forecast we underestimated the effect on the exchange rate. We projected a 5% fall over
about two years; we got this effect from the model’s projection that with higher output the exchange rate would
need to fall to achieve the necessary higher overseas sales. In fact we have had an immediate fall of around 17%.
How is this to be interpreted?
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Here we come into the area of ‘signal extraction’ where we (and everyone else) try to understand what (the ‘signal’)
may be driving short term events (the‘noise’). We know that in the very short term ideas about what is happening
can drive asset prices sharply. Clearly the Brexit vote was a big surprise and reactions to it factored in ‘'doom and
gloom’forecasts that were widely being made as we have seen. When a negative shock hits an economy the mar-
ket reaction is to sell the currency and this is also an optimal economic stabiliser, boosting demand for exports and
home production at the expense of foreign goods. It seems likely that the negative forecasts and the political chaos
together drove the pound down.

With the new government moving ahead steadily with its Brexit policies and the economy normalising, it is likely
to recover. As we have seen, the growth prospects have remained firm, as supported by recent data. Apart from the
strong PMIs for September, we have seen strong growth in retail sales volume, employment, money and credit, and
house prices. Furthermore, the exchange rate fall has provided a massive monetary stimulus to the economy.

Given these latest developments we expect growth to continue at current rates of 2-3% per annum, much as we
forecast back in early May. We also expect consumer spending to remain strong and private investment to contin-
ue growing moderately as in Q2. Net exports will rise on the back of the fall in sterling and inflation will rise quite
sharply, with it also wage rises because of the continuing rise in employment and the tight labour market, pushed
ahead too by the rising minimum wage and the new controls on unskilled immigration. Public spending will move
towards less restraint especially on infrastructure; but in spite of this the public finances will improve with rising tax
revenues and the debt-GDP ratio will start to fall within the next year. Rising inflation will soon be seen as a threat to
the inflation target by the Bank of England and interest rates will have to be raised.

The latest contribution to this debate has come in the Autumn Statement from the Office of Budget Responsibility
which has conceded that 2016 will show growth of 2.1% but is now predicting 1.4% growth for 2017. It says that it
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has based this on some average of other forecasters in view of the ‘uncertainty’ surrounding the Brexit effect. Yet as
we have already explained this is a strange way to assess the effects of Brexit given that these forecasters made var-
iously damaging assumptions about Brexit policies and we now have a government committed to a Brexit of free
trade with the rest of the world, UK-controlled regulation, and an immigration policy based on the economic contri-
bution of migrants- all of which are positive for UK growth.

Why did the OBR not base its forecasts on such optimal policies? And given that instead it based them on some
ill-defined but worse policies why did the Chancellor not make it clear that as a senior member of this government
committed to the best policies he did not agree with their assessment? | fear the answer is rather clear: Whitehall is
embarking on its own Project Fear Mark 2 in order to try and reverse the Brexit decision and the Chancellor is lead-
ing a faction within the government that supports this reversal objective.

Ending the policy uncertainty over Brexit

Now that we have had Theresa May'’s speeches to the Conservative Party Conference, it is clear that the government
has finally made up its mind to leave the EU straightforwardly: that is, to leave the Single Market, the Customs Un-
ion and all other EU budget and legal mechanisms. The repeal of the European Communities 1972 Act will end all
UK dependence on EU law and other authority.

There has been much lobbying by manufacturing industry and the City for an ‘EU-Lite’ whereby the UK would be
like Norway in the European Economic Area. But this would have clashed with the referendum vote, since it implies
that the UK accepts free migration from the EU, is subject to virtually all the Single Market regulations, and pays a
still large budget contribution. Not merely inconsistent with the vote, it would also impose all the same costs of EU
protectionism, regulations and budget: this makes it highly suboptimal economically.
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In sum, the UK has now reached the crossroads where it has decided to leave the EU cleanly. Now it must make sure
that this path leads to unilateral free trade and not to some half-hearted UK protectionist substitute for the EU’s

damaging protectionism. =

Patrick Minford is Professor of Applied Economics at Cardiff Business School and co-chair of Economists
for Brexit
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rexit negotiations must aim to prevent the complexities of trade slowing the free flow of goods after Britain
leaves the EU. Any withdrawal agreement between the EU and the UK, must look at these complexities and
find practical solutions to make sure that trade enters the EU as seamlessly as possible.

The biggest challenges to resolve are the practical logistics. Few, if any, so far, have looked at these issues from the
perspective of eliminating, or at least mitigating, the real hurdles that would appear after Brexit.

Inside the EU, exporting to Berlin is effectively not any different from sending goods to Birmingham, just that the
transportation will, due to the distance involved, set a slightly greater logistical challenge. There is no requirement
for burdensome bureaucracy when moving goods between EU member states. When goods from Britain are trans-
ported to the EU, just like those destined to our shores from the European Union, they come and go via our ports,
be they channel ports like Dover or airports such as Heathrow.

Presently this is with no let or hindrance. No administration is involved. In fact, national borders in terms of trade
can be said to no longer exist within the European Union. At least some red-tape, has been eliminated. Yet, without

a practical agreement businesses that are involved in either exporting to the EU, or importing from it, will face cost-
ly delays.

The enormous mutual dependency, between British and continental firms, rightly cited by many as a reason why
an agreement will eventually be reached on issues such as trade tariffs, have, however, not considered that the

high volume of trade can be a source of problems. This centres around the fact that all imports to the EU must go
through customs posts.
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The UK’s trade in goods with third countries outside the EU is often relatively unfettered because it is in bite-sized
portions. The trade from Britain through the many customs posts of the numerous states around the globe to
which Britain exports is in manageable quantities. However, the sheer scale of goods going through for instance

French ports is staggering. Quite simply they do not have adequate facilities in place to deal with the enormity of
post-Brexit trade.

Ports in the UK and Europe are not up to managing the high volume of freight, they lack the necessary infrastruc-
ture. The UK does not at present have the capacity to dramatically improve the UK'’s customs facilities to deal with
trade coming from the remaining EU states. Planning for what would be a series of major construction projects has
not yet begun, and nor have the financial resources been allocated. Serious question marks exist over France’s abil-

David Davis’ Department for Exiting the European
Union must, however, focus on addressing the
bureaucratic trade hurdles that can cause delays at
customs posts
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ity, let alone willingness, to upgrade their facilities to deal with trade coming from the UK. Furthermore, a special
UK-EU agreement on customs clearance must be in place by Spring 2019. Without such an agreement there will be
trade gridlock.

Tariffs in themselves are not the issue, time is. The cost of collecting the customs duties, a set percentage of their
sale price agreed with the WTO and charged to the importer, makes any financial benefit for the EU almost irrele-
vant. Any ‘benefit’comes from increasing rival’s costs to protect EU producers. However, with increasingly interde-
pendent markets, with global value chains where the genesis of a manufacture rests in many nations which have
supplied the numerous parts, such a strategy makes little economic sense.

The real advantage of eliminating tariffs for the exporter, and the business importing the product, is not the remov-
al of this tax on trade. The main benefit is that without the need to produce the paperwork and payments to meet
these customs duties, the item will be subject to less delays at customs posts.

Before solutions can be found to ease the process of trade the hoops and obstacles need to be explored. All non-
EU companies that send good to the EU must either pay tariffs, complete paper work, and clear customs; sending
the goods to be approved via what is known as a designated port of entry. Even if a free trade agreement is in place
customs officers checking products and making sure the necessary bureaucracy is complete is a common place oc-
currence.

The trade process

Designated port of entry

When exporting goods to another territory the host nation can stipulate a designated port of entry for the product.
At present Britain and the European Union are one trade zone the UK has free access to any and all established plac-
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es where both people and produce can be admitted. The EU has the hypothetical ability in the short term to pre-
scribe a port of entry, and terms, that are inconvenient for British exporters.

However, this will be a serious breach of international trade law. Articles XI:1, XllI:1,V:2, V:6 and I:1 of the 1994 Gen-
eral Agreement on Tariffs and Trade now administered by the World Trade Organization. Under these rules one
country cannot be treated less favourably than any other state in the export and transit of goods. What is more, as
both businesses and consumers on the continent depend upon British imports there is no reason to believe that
such problems will arise.

Regardless of how the UK leaves the EU it should be business as usual via the existing ports of entry. Indeed, Brexit
negotiations should seek to expand them to include more destinations accessible via H51, the Channel Tunnel. So
far so good. However, there are other serious issues.

Exporting to the EU from outside is not bureaucracy free

Exporting into the EU requires a convoluted process to be completed. Goods must have assigned to them an iden-
tification number, inputted at the port of destination. The larger importers find the process easier. They can make
their declarations at the end of the month. Those who export less to the EU will, however, be faced with bureaucrat-
ic hurdles.

Clearance for use, allowing the product to go into circulation to be sold in the UK, or an EU country, needs to be ob-
tained. The process for assessing this, even in the EU, will differ from country to country. Mostly, however, this is of-
ten just a theoretical problem, rarely do customs officials demand compliance with national standards and rarely do
they conduct a strict examination of documentation declaring that an item conforms to national or EU standards.


http://www.worldcommercereview.com

It is legally possible to detain goods on the grounds of differing standards, but in practice this only usually applies
to items that are deemed to be dangerous, illegal, or subject to anti-dumping duty (a tax on products suspected of
being sold substantially below their normal value).

Still, the process of shipping goods to and from the EU is not without other bureaucratic impediments. The freedom
of the items is also strictly regulated. From outside the EU, any goods entering the EU, if not cleared at port, which
can be a laborious process, must be stored in a bonded warehouse, also known as an Enhanced Remote Transit
Shed (ERTS) warehouse. Until they are declared to customs for an approved treatment or use.

Transhipped cargo not in free circulation will also require what is known as a CMR document. The CMR is a consign-
ment note with a standard set of transport and liability conditions, which replaces individual businesses’terms and
conditions. It confirms that the carrier (ie. the road haulage company) has received the goods and that a contract of
carriage exists between the trader and the carrier. It derives from the Convention on the Contract for the Interna-
tional Carriage of Goods by Road.

The process of clearing customs is increasingly becoming electronic. Systems used by exporters that integrate with
the British customs system are the CNS and Destin8 computer systems.

The VAT hurdle

Value Added Tax (VAT) is often charged on imported goods, that is in addition to any customs duties. The details
must be entered onto the Customs Handling of Import and Export Freight (CHIEF) system. This system records the
declaration to the customs authorities details of the goods whether they are transported by land, air and sea en-
tering or leaving the UK/EU. It allows importers, exporters and freight forwarders to complete customs information
electronically. This is not without charge.
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If there is no prior agreement for each consignment, going to a specific destination, to clear customs the importer
must produce customs records for each, pay VAT and the customs duty, if any. This will be calculated per the value
of the item at its final point of sale. The VAT rate will differ from country to country, and even item to item. In some
cases, a product will be exempt, VAT will not apply. In other cases, an item will be zero-rated, requiring the docu-
mentation to be completed but with no final payment.

Even where tariffs are eliminated when importing from outside of the EU there is still the requirement to pay Value
Added Tax. If the exporter is registered for VAT then this can be claimed back but only if they registered. There is also
a requirement for an input VAT certificate to be completed.

Remaining in the EU’s customs union, but being in the EU, does not eliminate the requirement for form filling to be
completed. The requirement to clear customs and complete documentation, known as an ATA Carnet, to validate
the origin of goods and confirm that they are free from tariffs even applies to Turkey. This country is considered part
of the EU’s customs union and therefore has tariff free access for industrial products; but it is not bureaucracy free
access.

The EEA is not the answer on its own

The EU’s internal market, open to the EFTA states of Iceland, Liechtenstein and Norway, have sought to resolve some
of the problems through the European Economic Area agreement. Beyond granting the theoretical access to the
single market in services and the right to bid for public procurement, the EEA seeks to remove all technical barriers
to trade. There is regulatory conformity and most importantly the European Economic Area has the mutual recog-
nition of standards. Regulation EC 764/2008 of 9™ July 2008 demands that all members allow goods that are legally
sold in one country to be sold in another EEA state.
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One of the main benefits of being part of the single market comes through the principle of mutual recognition.
This allows businesses to export to the entire European Economic Area, the internal market, without having to seek
standards approval. As the Single Market is still not complete some member states still have differing standards.
The principle of mutual recognition is that if a product has been approved as safe and saleable in one member state
then it can be sold in all. This bypasses potentially costly and time consuming safety and regulatory checks in each
country where the good is sold.

The EEA agreement also abolishes customs duties between the states participating in the single market. Howev-
er, EFTA/EEA members must still go through a customs clearance process and outlay for VAT. These time-consum-
ing procedures apply even to states such as Norway. Britain renouncing its EU membership but retaining, through
membership of the European Free Trade Association, its status as a part of the European Economic Area will not on
its own answer the practical and bureaucratic trade hurdles.

Tariff free trade

Whilst every possibility exists of there being an agreement(s) on reducing tariffs between the UK and the does not
in itself eliminate all the bureaucratic hurdles. If a business is sending produce to the EU from a country that has a
free trade agreement it must prove that they were mostly manufactured or re-worked in a country that had a free
trade agreement with the EU. If the business cannot confirm the origin of the goods, then the tariffs will apply. This
can be sidestepped by making some modifications to the products in the exporting state, yet this may be subject to
investigation. This is a rare occurrence, yet the need for paperwork to prove it is not rare.

Rules of origin
If the goods are of UK origin and if Britain has a free trade agreement, namely no tariffs to pay, importing into an EU
country may require a Certificate of Origin to show its provenance. If its tariff free origin cannot be proved, a cus-
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toms charge will be applied. Certificates of Origin can be obtained from a relevant countries chamber of commerce,
they are however, expensive to obtain.

Anything that is already inside the customs union that has originated from a non-member will have been charged
at its original port of entry and can therefore circulate freely within the EU. At present, as the UK is an EU customs
union member, British exporters to the other 27 do not have to prove that they comply with the EU’s rules of origin.
As supply chains are becoming increasingly globalised the need to demonstrate an item’s origins can be a complex
burden.

The Trade Policy Research Centre argue that ‘the process of adapting to rules of origin based duty-free trade under a
new UK-EU free trade agreement would be tedious, costly and disruptive to trade.” However, some developments are
making this concern less relevant. The reduction in tariffs, where many goods are zero rated, reduces the need to
complete the administrative duties. The EU has extended the area in which origin can be accumulated to not only
cover more states but also to allow for an item to be obtained and manufactured in a number of countries without
the final product losing the benefit of being tariff free when it enters the EU.

This system has been in existence in the EU and European Free Trade Association since 1997 and for Turkey since
1999. Over time the EU does grant greater allowance to other countries to claim exception from rules of origin. And
from 2017 under World Customs Union rules the procedure declaring a products origin will be simplified.

These are hurdles, but they can be overcome through effective negotiation. Furthermore, the application of these
rules does present opportunities for Britain. If a tariff free trade agreement is in place UK businesses can corner the
profitable market for business assembling goods. The now complex supply chains that dominate global production
can create jobs in the UK. Gate way Britain.


http://www.worldcommercereview.com

Britain obtaining tariff free access to the remainder of the EU, along with measures designed to speed the passage
of goods through customs, and developing trade links with the third countries around the world, will benefit Brit-
ain. Having a more liberal regulatory regime and tariff free access to the EU’s single market will make the UK a base
by which third country producers, who have entered preferential trade deals with Britain, can access the EU without

being subject to tariffs.
Within Britain value can be added to goods and re-exported from the UK to the EU. This will allow exporters to

sidestep the EU’s rules of origin regime. Britain will be able to become a regional value added production hub. The
British economy will therefore not only benefit from the additional bilateral trade with other territories but will also

capture a number of benefits:
1.Increased trade
2. Increased freight and haulage through the UK as a pass through onto final destination

3. Increased assembly and manufacturing within the UK (to meet rules of origin that require a declaration to be
made that at least partial reworking has occurred to the produce)

4. Increased economic activity and employment and the resulting fiscal benefits
5. Increased use of a made in Britain mark makes the UK’s reqgulatory regime more internationally relevant

Even in the EU, technical requirements on import processes as well as standards will differ from each country. How-
ever, the fear that EU legislation prejudicial to the UK may queer the pitch against British sales to the continent is
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probably unfounded. As Britain conforms to EU standards at present there is little, if any, divergence. Further, as an
increasing proportion of technical standards originate from global bodies, agencies of the United Nations, or relate
to international agreements on technical barriers to trade, there will not be a sudden deviation from permissive reg-
ulations.

These international agreements are designed to encourage cross border trade. It is worth reiterating the fact that
rarely do customs officials demand compliance with national standards and rarely do they conduct a strict examina-
tion of documentation declaring that an item conforms to national or EU standards.

David Davis’' Department for Exiting the European Union must, however, focus on addressing the bureaucratic trade
hurdles that can cause delays at customs posts. The alternative will be even worse congestion on the M20 after
Brexit than that which exists at present. m

Robert Oulds is Director of the Bruges Group

Endnotes
1. Ronald Stewart-Brown and Felix Bungay, Rules of Origin in EU Free Trade Agreements, Trade Policy Research Centre,

2012
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his year’s US presidential cycle rhetoric provided a clear contrast as to what East Asia neighbours should
expect from the US’s strategic commitment to the region. On the one hand we had Hillary Clinton, a known
entity with a track record on East Asia that would have provided at the minimum more of the same and at
maximum a more robust, yet cautious approach to dealing with China’s regional and global rise. Her views
were clearly articulated in her Foreign Affairs piece called the ‘Pivot’and Kurt Campbell’s book of the same name.

In short, a multi-pronged, sustained engagement strategy in the region that would embed the US through econom-
ic ties such as the TPP, through expanded military cooperation as evidenced by the US-Japan security alliance, but
also through expanded diplomatic and track two diplomacy in which 100,000 plus American students study at uni-
versities in the region to develop language skills, cultural acumen and those precious personal networks that can be
leveraged to manage bilateral relations.

On the other hand, we had a now President-elect Trump whose policies were viewed as dangerous, naive, unin-
formed, isolationist and confrontational. On the campaign trail he spoke light-heartedly about both South Korea
and Japan acquiring nuclear weapons, making allies pay for their American military protection, about unfair trade
practices of Japan, South Korea and China and the importance of labelling China a currency manipulator.

Unfortunately for the signatories of the TPP, Mr Trump explicitly said that he will not accept the TPP, a trans Pacific
free trade agreement that is a 1* tier trade agreement that includes high standards for intellectual property rights,
but also clauses for services, environmental protection and the role of state owned enterprises (SOEs).

Trump’s stance on the TPP is problematic for the long-term national interests of the US and TPP members (aspir-
ants as well) as the TPP links countries with different comparative advantages in the Asia-Pacific region through the
South China Sea (SCS) and as a result it inculcates an increased number of strategic security stakeholders in the SCS.
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This has the intended effect of linking economic and security policy towards an effort to forge trade and security
behaviour that decreases the incentives of countries to unilaterally change the status quo of the region through
economic or security Trojan horses.

Retrenchment and isolationism

Trump’s election rhetoric regarding security in East Asia is of a concern as well as it would dismantle the US’s 70 plus
years of providing a security framework in the region that allowed Japan, South Korea, China, Taiwan and Southeast
Asia countries to focus on peaceful socio-economic development instead of military capacity building. Aside from
the obvious challenge that an increased military rivalry would have for the region, retrenchment or isolationism by
the US (militarily but also economically) would also be damaging for the global economy as the most economical-
ly dynamic region of the world would shunt valuable economic and human capital resources away from economic
activities towards bolstering their military defence capabilities.

In a period when global economic growth is already
precarious... retrenchment and isolationism by the
US under a Trump administration would have severe
consequences for the global economy
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In a period when global economic growth is already precarious owing to a slowdown in economic growth in China,
stagnant or low economic growth in Japan, Europe and in the BRICS and other emerging economies, retrenchment
and isolationism by the US under a Trump administration would have severe consequences for the global economy
but also seriously wound the US economy, neither of which are in the national interests of the US nor would they
“Make America Great Again!”.

Status quo

Assuming that Trump maintains the status quo in East Asia by adopting the broadly bipartisan approach the US
has had toward the region over the past 70 years, leaders in the region would be cautiously relieved but would still
harbour concern about the US’s commitment to the region. For many East Asian countries (except China and North
Korea), the US’s economic and security policy in the region has been understood and felt as uncommitted, waver-
ing, not robust enough and distracted with domestic politics and the Middle East.

With both Clinton and Trump rejecting the multidimensional TPP agreement in the pre-election period and then
President Obama being not even able to bring the agreement to the House of Representatives for ratification in
the lame duck session, TPP signatories in the words of Singapore PM Lee Hsien Loong, feel as if “they have been left
standing at the wedding altar’.

This sentiment that the status quo represents American intransigence concerning East Asia has also been felt in the
security realm as well. The US’s inability to curb Chinese assertiveness in the SCS and East China Sea (ESC), to finding
a solution to deal with North Korea and to explicitly state the US’s position on territorial issues such as the Senkaku/
Diaoyutai islands (until recently) and those in the SCS have left East Asian countries straining to comprehend the
US’s commitment in the region. Even the Philippines under President Duterte has eschewed their relationship as
longstanding allies in lieu for a different approach to solving its bilateral territorial dispute with China, owing to the
US’s lack of economic and military commitment to the Philippines.
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More of the same under President Trump will not‘Make America Great; it will prompt more insecurity amongst al-
lies and partners in the region’It will compel traditional partners such as Japan to build more strategic partnerships
in and outside the region to counter the concern that the US may not be willing or able to abide by its security,
economic and political commitments in the region. This will have the effect of further destabilising the region as a
security competition between China, Japan and other countries in the region would develop. This would distract
the globe’s primary contributors to economic growth away from prioritising trade and economic growth to building
military capabilities, and it would increase the level of uncertainty in East Asia as a viable place to do business.

Deepening engagement

A third possibility exists for the US under a Trump Presidency, deepening engagement. This scenario, while counter
to his pre-election rhetoric, remains a high probability based on his foreign policy advisors’ views on China being
an economic and military threat and Trump’s interest in invigorating the US economy and the US’s long term strate-
gic national interest of remaining engaged in East Asia for economic prosperity, but also to prevent the advent of a
peer competitor in the region.

Trumps’advisors such as Alexander Gray and Peter Narravo, although not mainstream China watchers, have both
advocated for‘peace through strength’. They support an end to defence sequestration, increased military spending
to build more naval ships for Asia-Pacific deployment, and a harder line stance towards China, in particular over its
assertive behaviour in the South China Sea, but also with regards to its perceived unfair trade practices. They also
advocate more support for democratic Taiwan, a policy that would be sure to anger Beijing and escalate friction be-
tween the two states.

The US could unilaterally turn this policy into reality but it would welcome partners to support this more robust po-
sition in East Asia. Japan, Vietnam and India would welcome this increased commitment but so would smaller
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Southeast Asian countries such as Singapore, Malaysia, the Philippines and Indonesia, as it would allow them to
continue to expand economic relations with China as well with extra regional powers such as the US, Japan, and
Australia while at the same time rely on the US and its network of security partnerships for security.

Deepening engagement by the Trump administration through security and economic partnerships in the region are
crucial if the new administration wants to remain economically engaged and an agenda-setter in the region. With-
out a resurrected TPP, economic leadership momentum garnered by China through successful initiatives such as the
Asian Infrastructure and Investment Bank (AlIB) and the One Belt One Road(OBOR) will shape the region’s economic
architecture to one that excludes the US or at least orients the regional economies towards Beijing’s economic axis.
This possible exclusion would be further magnified if other competing economic agreements that exclude the US
come to fruition such as the Regional Comprehensive Economic Partnership (RCEP) or the China-Japan-Korea FTA.

With that in consideration, pre-election rhetoric will be trumped by national interests in East Asia and the risk of
being locked out of the region economically if Trump chooses retrenchment and isolation over deepening engage-
ment. As a consequence of this economic zero-sum game, deepening engagement in East Asia will broadly contin-
ue under a Trump administration.

This engagement will necessary include an expanded naval deployment in the Asia-Pacific, more join security coop-
eration with security partners such as Japan in the region. It will also include either more bilateral trade agreements
in the region or a resurrected TPP in which some components of the present agreement are renegotiated and var-
ious laws adopted domestically to protect workers that are most vulnerable to intended and unintended conse-
qguences of the trade agreement.

This deepened engagement will be welcome by most capitals in East Asia save for Beijing and Pyongyang as it is
consistent with the desire Southeast Asian countries, Japan, Taiwan, South Korea and India to have continued eco
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nomic intercourse with China while at the same time enjoying expanded economic and security relations with the
US.

In Beijing, a more robust US policy may be unexpected and counter to the prevailing view that a Trump Presidency
would create more favourable conditions for China in terms of securing its core interests and its desire to attenuate
the US’s political, economic and military influence in the region.

At the same time, a more assertive and anti-China policy under Trump may have the unintended consequences of
increasing nationalism in China and compelling leaders to have more nationalist stances in their domestic and in-
ternational politics. This will bolster President Xi’s hand at the upcoming 6™ Plenum in which China chooses their
next Standing Committee members, allowing him to choose a more cohesive, nationalist leadership team as well as
extend his leadership term beyond the normal ten-year period. This could lead to more friction between the US and
China in the short to mid-term but it might have the non-tangential effect of strengthening his power base which
will allow him to push through tough economic reforms and policies to root out corruption.

Pre-election rhetoric: trumped by national interests

Washington under Trump will need to consider the how the choices of retrenchment/isolationism, status quo and
deepening engagement will not only have domestic consequences in the US but also domestic and international
consequences abroad. Without a nuanced, carefully considered strategy pre-election rhetoric that becomes policies
could have numerous unintended consequences that would accelerate China’s rise or the US's relative decline.

Either case would create economic, political and security vacuums that would be filled by peer competitors such as
China or asymmetrically powerful countries such as Russia. These would decrease American influence, weaken the
US's agenda setting capabilities in international organisations and trade pacts and negatively affect the business
prospects for US businesses globally but in particular in East Asia.
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Rather than rhetoric, Mr Trump should borrow a saying from Mao Zedong, “Seek truth from facts” (E=%:3K=2/shi shi qgiu
shi) and pursue an East Asia strategy that is based on national interests and an East Asian policy based on deepen-
ing engagement that has been broadly represented in bipartisan American diplomacy in the region over the last
70 years. Without such an approach, Trump’s rhetoric turned policy may be seen by historians as the equivalent of
the end of Pax Britannica in which Britain lost its economic, political and military primacy. This did not make ‘Britain
Great Again’and neither will it make ‘America Great Again’either. m
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ince its inception in 1999 the G20 has emerged as the premier international forum for coordinating policy ef-
forts in the sphere of global economic governance. Having played an integral role in responding to the glob-
al financial crisis of 2008-09, the G20 is now in a state of transition as it morphs from a body for short-term
crisis response to a forum for long-term international economic cooperation.

The current challenges are aplenty: global macroeconomic instability; increasing financial volatility; the populist
backlash against globalisation and free trade; and the looming threat of climate change. At the same time, new
technologies and the emerging digital economy are providing unbound opportunities to shape a new global
growth agenda driven by the ideals of sustainability and inclusiveness.

In this state of flux, China’s leadership the G20 2016 summit under the theme of ‘Towards an Innovative, Invigorated,
Interconnected, and Inclusive World Economy’ represents a critical juncture. By extending official consultations well
beyond the circle of G20 members, and inviting a record number of guests from the developing world, China se-
cured its claim to being the most inclusive G20 host.

In this context, we evaluate the Chinese Presidency of the G20, focusing on both the expectations and outcomes of
the 2016 summit. Our analysis of the emerging Hangzhou Consensus seeks to provide clarity at a time of profound
uncertainty and transformation in the global economic landscape.

Introduction

The G20 played a key role in responding to the global financial and economic crisis of 2008-09. It led a decisive role
in ensuring sufficient liquidity in their respective economies, strengthening the capital adequacy of financial institu-
tions, protecting savings and deposits, addressing regulatory deficiencies, unfreezing credit markets, and working
to ensure that international financial institutions provided critical support for the global economy.
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In turn, its coordinated actions boosted consumer and business confidence, and supported the first stages of eco-
nomic recovery. The G20 continues to focus on measures to support global economic growth, with a strong empha-
sis on advocating for institutional and structural reform, promoting inclusive employment generation, and further-
ing a free and open trade and investment regime.

Over the course of 2008-2010, deliberations in G20 summits focused mainly on building consensus on measures
required to stem the global financial crisis. Since the Seoul Summit in November 2010, the agenda has focused on
issues such as building the framework for strong, sustainable, and balanced growth; international financial architec-
ture; regulation and supervision of the financial sector; climate change finance; fossil fuel price volatility; clean en-

The Hangzhou summit has laid a roadmap for
ensuring that future growth is innovative and
sustainable
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ergy and energy efficiency; green growth; food security; disaster risk management; labour and employment issues;
corruption; and trade.

In sum, the G20’s efforts to date speak to its power as an emerging forum for international economic cooperation
and policy coordination. Apart from the success that the G20 has achieved by taking joint action on financial regu-
lation, G20 leaders have also helped marshal a collective response to other social, environmental, and political chal-
lenges such as the Ebola crisis, hydrofluorocarbons (HFCs), and the refugee crisis. The achievements of the G20 over
the years can be grouped into four stages:

1. 2009: Response to the historic global financial crisis

2.2010: Turn to consolidation

3.2011-12: Keeping the euro area intact

4. 2013-14: Addressing weak global growth

From 2015 onwards, the G20 has focused on ‘national growth strategies’ that would collectively raise G20 GDP by 2
per cent by 2018. These efforts are still a work in progress.

In the current environment, the global economy and international economic cooperation have reached another
crucial juncture. The Federal Reserve’s planned withdrawal of quantitative easing (QE), through which central banks
purchase sovereign debt, has had adverse effects on India and other emerging markets. Accelerated fiscal adjust-
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ment in advanced economies may reduce the pressure on developing currencies, but given the extent to which this
negatively affects growth in advanced economies, their own faltering recovery would be at greater risk.

The asymmetric impact of fiscal management in advanced economies though trade and financial channels is an-
other conundrum that emerging market economies would need to tackle. It is imperative that G20 nations come
together and strengthen the foundations for sustaining a global recovery in growth.

The G20 is also in a position to seize the historical opportunity presented by the wave of technological break-
throughs and the new industrial revolution - this has the potential to usher in a new round of global growth.
Henceforth, the G20 has promised to act with a broader, more inclusive vision and deliver concrete outcomes. It will
continue to address critical issues affecting the global economy and endeavour to promote strong, sustainable, and
balanced growth.

During and after the global financial crisis of 2008-09, while advanced economies experienced dwindling growth,
India was one of the few countries that experienced persistent growth. In addition, India has not been a contrib-
utor to the global imbalance. By virtue of these facts, India has emerged as an important member of the G20, one
able to influence the reshaping of the world economic and financial order, and increasingly contribute towards it. In
the recently concluded G20 summit in Hangzhou, China, India brought to the table its own assessment of the G20
agenda in the light of the global developments, and offered considered views on global cooperation without com-
promising on its own interests.

In fact, the Communique released at the Hangzhou summit is unique in its diversity of voices and interest, covering
a wide gamut of interest of both developed and developing nations, in and outside of the G20. The Hangzhou sum-
mit exceeded the scope of vision presented by other global economic governance bodies including the G7; it charts
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out an ambitious vision and values of ‘integration; ‘openness, and ‘inclusiveness’ to catalyse the drivers of growth
and to bring together diverse interests in the world economy.

China’s role in international economic management and its Presidency of the G20

Adding to its record as the most populous nation in the world, China recently became the world’s second largest
economy, and is increasingly playing an important and influential role in the global economy. In this context, Chi-
na’s role in bringing order to global economic governance, and in fostering international cooperation is significant;
in this year’s G20 summit meeting, China assured the world community that it would work towards transforming
the G20 from a short-term crisis management body to platform for long-term governance.

As a body that brings together the world’s major advanced and emerging economies - representing around 85 per
cent of global GDP, 80 per cent of world trade, and 67 per cent of the world population — China’s Presidency of the
G20 marks an important milestone, enabling China to assume leadership in the role of bridge-builder, facilitator,
and catalyst.

The agenda of a G20 summit is generally set by the country holding the chair. China was no exception. It worked
together with other members to consolidate and strengthen partnership within the G20; attempted to fully imple-
ment the commitments made in Antalya, Turkey, in 2015, and at previous summits; improved the effectiveness of
the G20 in decision-making and implementation; and extended its reach to a wider range of issues.

The economic backdrop of the Chinese Presidency of the G20 was not much different from other G20 presidencies.
The global economy continues to face significant short- and long-term challenges associated with the sluggish re-
covery from the global financial crisis, and 2016 has not fared significantly better in trend of slow growth and persis-
tent unemployment. The world economy faces several risks, including the slowdown in the Chinese economy; slow
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and negative growth in emerging markets such as Brazil and Russia; debt concerns in several G20 nations; and on-
going EU problems related to migration flows, Greek debt, and Brexit.

Hence, economic policy-makers and multilateral institutions such as the G20 need to be alert to evolving econom-
ic conditions and must stand ready to respond to events that can cause contagion. The G20’s central mandate of
strong, sustainable, and balanced growth, which has been repeated at successive G20 summits, remains elusive.
This has raised questions about the efficacy of the G20 as a forum for addressing key international problems. Ulti-
mately, the G20’s credibility is linked to its ability to restore global growth on a sustainable basis.

China started its Presidency with an ambitious and broad-based agenda, and has generated a sense that the G20 is
back to focusing on pressing economic, social, and environmental challenges. A significant opportunity for China’s
G20 Presidency was the implementation of the post-2015 development agenda.

Recognizing its importance for global economic growth and stability, Chinese President Xi Jinping highlighted this
task as one of its priorities for the 2016 Hangzhou summit, in addition to fostering innovation, and promoting free
trade and investment. China’s Presidency was expected to drive progress by formulating a roadmap and timeta-
ble for the implementation of the UN Sustainable Development Goals (SDGs) and the Paris Agreement on climate
change.

As a result, China’s Presidency of the G20 faced the challenge of balancing high expectations with achieving tangi-
ble results to address the prevailing economic challenges and uncertainties. It was imperative for China to manage
expectations about what the G20 could accomplish, and it has done so well; several member countries of the G20

have attested China’s ability to lead and exercise its power responsibly. China’s influence has been constructive, de-
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spite recent signs of political assertiveness in the Asia-Pacific region, and the rising domestic economic challenges
(in terms of the slowdown in economic growth, excess capacity in manufacturing industries etc.).

In the face of these challenges, China continues to reform its growth model (to reduce its reliance on investments
and exports), and move up the global value chain. Notwithstanding, China’s policy approach has not sought to un-
dermine the global economic order. Its Presidency of the 2016 G20 has worked towards restoring the credibility of
the G20, and its leadership has exemplified that the G20 remains the most relevant organization for making a posi-
tive contribution to global economic governance. The emerging Hangzhou Consensus reflects the opening up of a
cooperative space within which China and other emerging economies have started to exert greater influence in the
management of the international economic system.

G20 Agenda-2016: expectations

In tune with the shift in the G20’s role from short-term crisis management towards long-term global economic gov-
ernance, the G20 summit focused on the theme of an ‘Innovative, Invigorated, Interconnected and Inclusive World
Economy’. China added another’l' to the three Is of the 2015 Turkish Presidency -‘innovation.

Given that the world economy has been affected by a series of unfavourable factors, including anaemic global
growth, decline in potential output, volatility in financial markets, weakening global trade and investment, high lev-
els of unemployment, and widening inequality, expectations for the G20 concentrated on providing a fresh impetus
to economic performance, and on facilitating greater macroeconomic policy coordination. Some of the key items
on the agenda of the Chinese Presidency of the G20 were as follows:

Breaking a new path for growth
Since the 2008 global financial crisis the G20 has stressed the importance of coordinated fiscal and monetary
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policies to stabilise the global economy and promote inclusive growth. The Pittsburgh summit in 2009 set up the
framework for strong, sustainable, and balanced growth, and further efforts were made at successive summits in
Brisbane and Antalya.

In keeping with earlier mandates, the expectation from the Chinese Presidency was to continue to promote mul-
ti-stakeholder partnerships of win-win cooperation, enhance macroeconomic policy coordination, address po-
tential systemic risks to the international economic system, and increase synergies in promoting sustainable and
inclusive growth.

Maintaining the momentum of global economic recovery

Given the fragility of the global economic recovery, expectations were that the 2016 G20 summit would empha-
sise the responsibility of member states to continue their commitment to responsible macroeconomic policies,
and to enhance coordination to increase policy synergy (and reduce negative spillovers), maintain financial mar-
ket stability, increase investment and consumption, and jointly boost global economic growth.

Given the backdrop of the rebalancing of economic power towards China and other emerging markets in the
region, the Chinese Presidency of the G20 was also expected to make progress on making the global economic
recovery sustainable and inclusive in nature.

Lifting mid- to long-term growth potential

With an eye to the future, the 2016 G20 summit was expected to enhance cooperation on innovation, includ-
ing innovation in science and technology and to explore new growth engines of the world economy. The G20
requires member states to continue structural reforms to lift total factor productivity and potential output, and
expand growth boundaries.
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The Chinese Presidency was seen as an opportunity to advance the new industrial revolution, taking full advan-
tage of emerging technologies and new organisational models in industrial production to lift domestic produc-
tion and create more jobs.

Helping the implementation of the UN’s 2030 Agenda for Sustainable Development

The 2016 G20 summit follows several key development milestones in 2015, including the Third International Con-
ference on Financing for Development in Addis Ababa in July; the UN global development summit in September,
which endorsed the 2030 Agenda for Sustainable Development; and the global climate summit in Paris in De-
cember, which reached a new agreement on climate cooperation.

The G20 Presidency presented China with the opportunity to build on its record as one of the best performers in
meeting the Millennium Development Goals (MDGs); it was expected to prioritise the 2030 Agenda for Sustaina-
ble across policy discussions.

Strengthening G20 collaboration in the energy sector

The energy sector is core to almost every aspect of the world economy, including growth, poverty reduction, and
environmental sustainability. All member countries have agreed to the G20 principles on energy collaboration,
which include energy access; global governance.

In this light, the Chinese Presidency was expected to integrate energy into other agenda items (particularly prior-
itising clean energy projects in infrastructure investment to improve energy access for low-income countries); ex-
pand to all G20 countries the peer review mechanism for reduction of fossil fuel subsidies; and establish a Global

Energy Network, as proposed by President Xi Jinping at the UN Sustainable Development Summit in September
2015.
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Key outcomes and accomplishments of the summit

As detailed above, the agenda of the 2016 summit was ambitious and comprehensive in scope, and the expecta-
tions from China’s leadership were significant. With these expectations in mind, the 2016 summit was deemed a
success by China and its supporters. From the outset, China’s Presidency of the G20 signalled a new phase in the
nation’s global economic confidence and leadership. It offered the platform for promoting the Beijing economic
model, including the ‘One Belt, One Road’ initiative and the Asian Infrastructure and Investment Bank (AlIB) on the
world stage.

Making the most of its status as a developing nation, China brought the dual themes of development and inclusive-
ness more firmly into focus. By extending official consultations well beyond the circle of G20 members, and inviting
a record number of guests from the developing world, China secured its claim to being the most inclusive G20 host.
Selected key achievements of the summit were as follows:

Innovative growth

The G20 Hangzhou summit advocated innovation-driven growth to inject dynamism into the world economy,
and to identify new growth engines for the world economy. Given the new industrial revolution and the emerg-
ing digital economy, the adoption of the G20 Blueprint on Innovative Growth is expected to encourage innovation
in a wide range of domains, including development concepts, institutional architecture and business models,
with science and technology at the core of that innovation.

Together with the G20 2016 Innovation Action Plan, the summit reaffirmed its commitment to pursue pro-inno-
vation policies, support investment in science, technology and innovation (STl), and support skills training for STI
(including the need to address the gender imbalance in these fields). China’s leadership also built support for pro-
moting knowledge diffusion and technology transfer.
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Sustainable development

The G20 Hangzhou summit achieved a remarkable consensus among members on sustainable development,
providing a clear timeline and roadmap for global development in the next 15 years. Clarity was achieved on the
need to implement to the 2030 Agenda for Sustainable Development, including the SDGs and the Addis Ababa
Action Agenda (AAAA).

G20 members committed to promoting the Paris Agreement, as well as to supporting low income and develop-
ing countries through mobilising sources of financing and targeting capacity-building. In expressing its supports
for the Technology Facilitation Mechanism, the summit stressed the importance of technology in achieving sus-
tainable development and shared prosperity.

Structural reform

The Communique from the Hangzhou summit reiterates the essential role of structural reforms in boosting pro-
ductivity and output, as well as in promoting growth in G20 countries. The Enhanced Structural Reform Agenda
calls for the choice and design of structural reforms, which are consistent with countries’ specific economic condi-
tions.

In addition, the summit endorsed nine priority areas for structural reforms, including a set of guiding principles
to provide high-level guidance for countries, whilst allowing them to account for national circumstances when
decided on their path to structural reforms. An important initiative concerned the G20’s support for a quantita-
tive framework (consisting of a set of indicators), which would monitor and track countries’ progress on structural
reforms.
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Investment facilitation

In the background of the global populist backlash against globalisation and trade, the Hangzhou summit une-
quivocally reaffirmed its support for investment growth. The G20 Guiding Principles for Global Investment Policy-
making is aimed at fostering an open and transparent global policy environment for investment.

As the first framework of multilateral rules governing international investment, the Guiding Principles will help to
transition the G20 from a body for crisis response to a forum for global economic governance. In abiding by the
long-term principles of sustainable development, the Hangzhou summit also selectively emphasised investment
in green energy, infrastructure, and science and technology.

Financial reform

Effective and efficient economic and financial institutions form the foundation of global economic growth. The
Chinese Presidency led to an endorsement of the G20 Agenda Towards a More Stable and Resilient International
Financial Architecture, which aims to monitor capital flows and better manage risks and financial volatility.

Reforms of the financial architecture are important to support sustainable growth. In its recognition of the role
that an adequately resourced (and quota-based) IMF must play in strengthening global financial stability, the
G20 2016 summit welcomed the entry into effect of the 2010 IMF quota and governance reform. Further achieve-
ments included the renewed focus on financial transparency and calls for greater international tax cooperation.

Anti-corruption

Related to the focus on sustainable and inclusive development, the 2016 summit called for the ratification by all

G20 members of the United Nations Convention Against Corruption, and endorsed the 2017-2018 G20 Anti-cor-
ruption Action Plan to improve public and private sector transparency. The summit endorsed the G20 High Level
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Principles on Cooperation on Persons Sought for Corruption and Asset Recovery; China’s initiative to establish a
Research Centre on International Cooperation Regarding Persons Sought for Corruption and Asset Recovery in

G20 member states is to be commended. The calls for greater G20 coordination in global crime prevention and
anti-corruption efforts reflect China’s increased responsibility in shaping the global agenda.

Trade openness

The G20 has gradually taken on the mandate to promote an open, inclusive, sustainable trade agenda, and the
2016 summit reaffirms its commitment to revitalizing global trade and investment as key engines of growth. The
Hangzhou Communique endorses the outcome of the G20 Trade Ministers Meeting, and welcomes the establish-
ment of the G20 Trade and Investment Working Growth (TIWG).

Regional trade agreements are recognised to be promoting free trade, but the G20 reaffirms the responsibility
of the WTO in furthering a rules-based, transparent, and inclusive multilateral trading system. The release of the
WTO Outlook World Trade Indicator as a real-time barometer of trade trends is to be welcomed, as is the increas-
ing emphasis on promoting inclusive global value chains.

Entrepreneurship and employment

A key component of the agenda on sustainable development is the importance of generating quality employ-
ment, with a drive to create more and better jobs, and promote labour force participation. The special focus on
encouraging women and young entrepreneurs is encouraging. Towards the goal of creating inclusive global
value chains, the 2016 summit endorsed the Sustainable Wage Policy Principles. Entrepreneurship is integral to
plans for reinvigorating global growth and generating employment.
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The Hangzhou Communique reinforced the G20 Entrepreneurship Action Plan, and welcomed China’s establish-
ment of an Entrepreneurship Research Centre on G20 Economies. The G20 also seeks to manage the large la-
bour migration seen in parts of western Europe, and to leverage the benefits that this can bring to the respective
countries’ economies.

Climate change
The G20 has become the most important body for addressing transnational challenges such as climate change,
and the 2016 summit furthers the resolve of G20 members to work towards the timely implementation of the

Paris Agreement.

As was to be expected under the Chinese Presidency, there are references to the importance of developed coun-
tries assisting developing economies with financial resources and capacity-building measures with respect to
mitigation and adaptation challenges.

G20 members also reaffirmed the importance of the Green Climate Fund. The constant reference to sustainable
development throughout the 2016 summit reflects China’s intent to assume a level of responsibility and steward-
ship (towards the environment) that is commensurate with its increasing role in as a major global power.

India’s takeaways from the summit

The summit in Hangzhou was important to India for voicing its domestic concerns, and also for highlighting its
position vis-a-vis China, with whom its relations have seen many ups and downs. However, in a meeting between
the premiers of the two countries, China reiterated its commitment to maintain the ‘hard won’improvement in ties
between the two nations - this signals its interest in bringing bilateral relations back to the levels both leaders had
committed themselves to.
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From an Indian perspective, this reflects a positive outcome; Chinese investment and project execution in India has
slowed down considerably since the strain in relations. China too would benefit from greater engagement and co-
operation with India, particularly as it stands isolated in the South China Sea dispute. India is a major nation influ-
encing control over one of the busiest sea lanes in the world, and India’s open expression of support for the US posi-
tion would mark a major shift in the strategic balance in the region.

Furthermore, China has $46 billion riding in planned investment in Pakistan where it plans to open trade connec-
tivity from the Port of Gwadar in Balochistan, through Pakistan occupied Kashmir (PoK) and into China. This route is
part of China’'s ambitious plan of ‘One Belt, One Road’ (OBOR).

In this context, Indian Prime Minister Modi’s meeting with his Chinese counterpart, Xi Jinping, at the G20 summit
was important for both countries. For India one of the major takeaways was that the general sentiment prevailing at
the Hangzhou summit was against protectionism and in support of multilateralism. G20 members expressed sup-
port for regional trade agreements, whilst continuing to reaffirm the multilateral role of the WTO in furthering trade
liberalisation.

The issue of excess capacity and the resulting international dumping came up, with steel as a case in point. Without
isolating China, countries were in favour of a multilateral approach to address the issue of excess capacity, and were
in favour of establishing a global body that would work under the Organization for Economic Cooperation and De-

velopment (OECD) with G20 members offering its full support to the proposed body.

India’s Sherpa stressed that India had a major say in issues of global concern, and played an active role in the word-
ing of the final Communique, which also addressed other challenges such as the impact of Brexit on the global
economy, and the need for tax and financial reform.
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Conclusion

Despite the lethargy that often infects international cooperation, the G20 continues to be the most apt platform for
discussion and dialogue between the major economies of the world. Information sharing is another area where the
G20 has been very successful. Focusing on country-specific commitments instead of international goals has been

a successful strategy on part of the G20. Moreover, as the Chair of the G20, China has been appreciated for taking
suggestions from non-G20 members.

The Chinese Presidency invited international regional organizations as guests at the summit, and sought contribu-
tions from the UN, IMF, World Bank, WTO, ILO, and OECD. At the same time, China has also sought to promote dia-
logues between international forums such as the G20 and other groupings such as the G77 and APEC. This diversity
of opinion is reflected in the Communique to have emerged from the Hangzhou summit, which reflects an attempt
to address the divergence in interests and concerns of the both, developed and developing countries, in and out-
side the G20.

In the run up to the 2016 summit China’s Presidency had raised significant expectations from the international fo-
rum of member countries. From the outset, China’s hosting of the G20 signalled a new phase in the nation’s global
economic confidence and leadership. For China this symbolic victory overshadowed critics of the summits who
argued that final Communique was light on substantive policy recommendations. With the benefit of hindsight,
China’s Presidency of the G20 reaffirmed the principles of ‘openness; ‘inclusiveness, and ‘integration’into the forum'’s
discussions on the future of global economic growth and governance.

The Hangzhou summit has laid a roadmap for ensuring that future growth is innovative (leveraging the power of
emerging technologies and the digital economy) and sustainable (accounting for the impact of human activity on
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the natural environment). The expectation is that Germany’s Presidency of the 2017 G20 summit will continue this
precedent of an innovative, invigorated, interconnected, an inclusive vision of the world economy. =

Geethanjali Nataraj and Ramandeep Singh are Researchers at the Brookings Institution India Centre
(New Delhi)
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uch has been written about the Belt and Road initiative since Xi Jinping made it Beijing'’s flagship initi-
ative in September 2013. There are many interpretations of the initiative’s ultimate objectives, but one
objective is clear. The belt and road scheme will bring huge improvements in regional and international
connectivity through infrastructure upgrades and trade facilitation across a massive geographic area.

Indeed, the regional potentially affected covers as many as 63 countries (even if vaguely defined), sixty percent of
the world’s population and thirty percent of global GDP.

This massive project is centered in two main routes, along which connectivity is to be fostered: land and sea. On
land the focus is on transportation infrastructure and energy. For the sea, investment in ports and new trade routes
are the main pillars. Both routes will have a major impact on Europe. In fact, the land route ends up in Europe, while
the sea route is currently the most heavily used for trade between Europe and China. Undoubtedly, the belt and
road initiative will affect Europe and the European Union (EU).

More specifically, the huge investments in infrastructure have the potential to ease bottlenecks in cross-border
transportation. Among the many benefits of improved connectivity, trade stands out. The idea that improved trans-
port infrastructure should generally foster trade is of course very intuitive. However, it is less sure that such benefits
can be spread across countries and, more specifically, which countries stand to win/lose the most depending on
their proximity to/distance from the improved infrastructure, among other considerations.

In a working paper recently published by Bruegel, we addressed exactly this question by assessing empirically how
the belt and road initiative, through a substantial reduction in transportation costs, may foster trade. Beyond the
relevance of trade for Europe, our results show that a reduction in transportation cost can indeed increase interna-
tional trade. A 10 percent reduction in railway, air and maritime costs would increases trade by 2 percent, 5.5 per-
cent and 1.1 percent respectively (see on this scenario and others below).
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While the current belt and road initiative is centered on building infrastructure, there are other ways in which it may
evolve. One obvious objective, as far as trade is concerned, is dismantling trade barriers. In fact, Chinese authori-
ties have started considering free trade agreements (FTA) with the belt and road countries. Because most of the EU
countries are not directly included in the initiative, and it is only possible for China to jointly strike an FTA with all EU
countries, the chance for the EU to benefit from an FTA is slim.

The previously mentioned Bruegel working paper also develops this scenario by focusing on the impact on EU
trade of China-centered free trade bloc among belt and road countries. As one could imagine, a scenario where the
belt and road initiative focuses on trade barriers is much less appealing than the previous one in which only trans-
port infrastructure is built. In fact, the EU would no longer benefit from a free lunch (we are assuming that China
and the belt and road countries will finance the infrastructure and not the EU - indeed, this is the case so far) and
would be excluded from a very large free trade area just outside its borders.

.. it is in the EU’s interest to actively take part in
the initiative and push for more emphasis on co-
operation in transportation and infrastructure


http://www.worldcommercereview.com
http://fta.mofcom.gov.cn/article/fzdongtai/201601/30116_1.html

Finally, the paper develops a third scenario in which both transport infrastructure is improved and a FTA is agreed
among belt and road countries. This scenario is relatively neutral for the EU as a whole, although there are clear win-
ners and losers within EU.

Our analysis has special policy implications for the EU. China has been advocating for the EU’s involvement in the
project since 2013. We believe it is in the EU’s interest to actively take part in the initiative and push for more em-
phasis on cooperation in transportation and infrastructure. This makes sense, as it stands at the other end of the
road from China and there are clear gains to be made. In a nutshell, if we focus on trade, the belt and road is very
good news for Europe under the current set up, namely one in which the EU benefits from the infrastructure with-
out a financial cost attached to it, because it is so far being financed by China and other belt and road countries.

It is, thus, quite striking that the discussion on the impact of the belt and road on Europe is still very embryonic. It
goes without saying that more research is needed on the topic, as trade is only one of the many channels through
which the belt and road initiative may affect Europe. Financial channels, such as FDI and portfolio flows are also very
relevant and should also be analysed.

Some more details on our three scenarios

Scenario |: Simulating the impact on EU trade of a reduction in transportation costs with the belt and road

From a regional perspective, the EU is the largest winner from the belt and road initiative, with trade rising by more
than 6%. Trade in the Asian region is also positively affected by the reduction in transportation costs, with trade
increasing 3%, but this is only half as much as for the EU. In fact, Asian countries are found to be neither the top win-
ners nor losers. This is probably explained by the fact that the estimated reduction in maritime transportation costs
is quite moderate. Conversely, the cost of railway transportation is halved, which is behind the large gains for rail
transit to Europe — in particular for landlocked countries. The rest of the world suffers from the deviation of trade
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towards the belt and road area but only with a very slight reduction in trade (0.04%). As a whole, our results point
to the belt and road being a win-win in terms of trade creation, as the gains in the EU and Asia clearly outweigh the
loss in the rest of the world.

Scenario ll: Simulating the impact on EU trade of an FTA within the belt and road area

If China established a FTA zone in the belt and road area, the EU, which would be the biggest winner from the re-
duction in transportation costs, now suffers slightly. This result is intuitive, because we assume that EU members are
left out of this trade deal and that no bilateral trade agreement with China is signed either. The rationale for such
negative impact is that EU trade with China and other belt and road countries would be substituted by enhanced
integration among them. This is true even for countries within the EU which are formally included in the belt and
road initiative, such as Hungary and Poland, because they will not be able to enter any belt and road FTA without
the rest of the EU joining.

The Asian region thus becomes the biggest winner, followed by non-EU European countries since they can also
benefit from the elimination of trade tariffs. If we consider countries one by one, the top winners are all from Middle
Eastern and Central and East Asian countries, who would see their trade increasing by more than 15%. This com-
pares favorably with the trade gains of 3% stemming from a reduction in transportation costs previously estimated
for this group of economies.

Scenario lll: Simulating trade gains for both transportation improvement and FTA

Lastly, we consider a combined policy package including both transportation improvement and establishment of
an FTA within the belt and road region. Most Asian countries now become the biggest winners since they benefit
from both the reduction in transportation costs and the elimination of trade tariffs. Some EU countries also benefit
quite significantly but less than Asian ones. This is specially the case for some landlocked countries, such as Slovenia
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and Hungary. Also Germany benefits slightly more than France or Spain. This is actually very intuitive because these
EU countries benefit from the transportation cost reduction but not from the FTA as they are not part of it. Also, as
is in the previous two scenarios, there are always some slight losses for countries far from the belt and road project.
The biggest loser is Japan, while the impact on the USA and Canada is close to zero. =

Alicia Garcia-Herrero is a Senior Fellow and Jianwei Xu is a Visiting Fellow at Bruegel
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What consequences

would a post-Brexit
China-UK trade deal

have for the EU?

Alicia Garcia-Herrero and Jianwei Xu find that
a UK-China FTA will be neither easy nor clearly
advantageous for the UK
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rexit means that the United Kingdom could be able to run its own trade policy, which opens the door for the

potential negotiation of a free trade agreement between the UK and China. We ask three questions about

this important issue for the UK-EU economic relationship. If a China-UK FTA was signed, could Chinese ex-

porters break into the EU market through the UK, making a possible China-EU FTA relatively superfluous?
Would a China-EU FTA help UK exporters to gain a competitive advantage in China relative to EU exporters? Will UK
producers benefit by importing cheaper Chinese intermediate goods?

Our analysis indicates that a UK-China FTA will be neither easy nor clearly advantageous for the UK. First, it will be
difficult for the UK to reach an agreement with China without first establishing a new post-Brexit partnership with
the EU. Negotiating tariffs with other WTO members will be a pre-condition if the UK exits the EU customs union,
and this process will require time and effort. Second, even if the UK reaches an agreement with China, the UK can-
not serve as a back door for Chinese products to enter the EU, because the EU is very likely use rules of origin to
close any such loopholes. In addition, entering the EU via the UK will entail an additional transportation cost for Chi-
nese goods that will, at least partly, offset any tariff savings, making use of such a loophole less worthwhile. Third,
the UK and the other EU economies differ in most of their exports to China, so there would be very limited substitu-
tion between them.

It therefore seems that establishing a new trade relationship with the EU would be a more urgent task for the UK in
the post-Brexit world, rather than an FTA with China. Under such circumstances, the UK might need to postpone its
trade negotiations with other economies outside of EU, including China. This goes beyond the current discussion

of the illegality of the UK starting to negotiate trade deals before it leaves the EU. The issue is whether it makes eco-
nomic sense for the UK to do so, and the answer is no. In fact, the more the UK reaches an independent favourable
trade agreement with China after Brexit, the harder it will be for the UK to strike a good deal with EU. In the mean-
time, it is also urgent for the UK to negotiate with the main WTO members on tariffs, because outside the EU, the UK
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might not participate in the EU schedule of concessions. The best strategy for the UK would be to negotiate with
the other WTO members with the EU-based tariffs as a starting point, to avoid negotiating over terms separately
and also to maintain a close relationship with the EU.

Introduction
Brexit means that the UK could be able to run its own trade policy, which opens the door for the potential negotia-
tion of an FTA between the UK and China.

The United Kingdom has for long time flirted with the idea of establishing a free trade agreement (FTA) with China.
Already in December 2013, during an official visit to China, the then UK prime minister David Cameron claimed he
could act as a catalyser for an EU-China trade deal. Such a statement was not well received in Brussels, given the
Commission’s sole responsibility for trade policy at the EU level. Furthermore, the mood in Brussels was that the
EU-China economic relationship was not yet balanced enough to engage in FTA negotiations'.

The more the UK reaches an independent favour-
able trade agreement with China after Brexit, the
harder it will be for the UK to strike a good deal
with EU
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Brexit has obviously drastically changed this picture. Brexit means that the UK could be able to run its own trade
policy, which opens the door for the potential negotiation of an FTA between the UK and China. However, the UK
still faces a number of constraints.

First, if Brexit means that the UK would no longer enjoy the EU’s schedule of concessions for goods with the World
Trade Organization, the UK would be obliged to negotiate a fresh schedule of concessions before any bilateral FTA.
This negotiation would not be as simple as it might seem because its outcome would require the consent of all
WTO members. In reality, some WTO members might want to gain more favourable terms given that the UK would
have less negotiating power, its economy being four times smaller than the rest of the EU2 All in all, the process be-
fore the UK could conclude FTAs with countries such as China would be full of uncertainties, and most importantly,
would be time consuming.

Second, even if the UK were to resolve the WTO-related hurdles and could technically start to negotiate an FTA with
China, the type of trade partnership that the UK might eventually want to shape with the EU would be bound to
have a bearing on its negotiations with China. The more the UK retains its EU trade ties through its FTA with the EU,
the harder it will be to do the same with China. It should be noted in this regard that even those campaigning for
the UK to leave the EU favour maintained access to the EU market through an FTA. Their real problem was the la-
bour mobility aspect of the single market?.

In the baseline scenario that the UK will pursue a trade agreement with the EU*, the question then is how the UK
will pursue an FTA with China in parallel.

We break down this important issue for the UK-EU economic relationship by asking three key questions. First, if an
FTA between China and the UK were to be signed, would it be possible for Chinese exporters to break into the EU
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market through the UK, making a possible FTA between the EU and China relatively superfluous? Second, would
such an FTA between the UK and China help UK exporters to gain a competitive advantage in China and replace
the EU’s exports? Third, will UK producers benefit by importing cheaper Chinese intermediate goods and thus gain
competitiveness relative to the EU?

By addressing these questions in turn, we conclude that a China-UK FTA would have a very limited impact on the
EU’s imports. However, it would affect the EU’s exports although in a very asymmetric way for different EU member
states.

The UK’back door’: no easy way for Chinese exporters to use the UK to enter the EU market
The irony of a push by the UK to rush into an agreement with China is that it could make it harder for the UK to re-
tain full access to the EU single market.

What would be the consequences for the EU of China signing an FTA with the UK while the UK maintains at least an
FTA with the rest of Europe, if not full participation in the single market? This ‘status quo’ scenario should raise con-

cerns for the EU about whether Chinese exports could use the UK’back door’to enter the EU market without China
signing a bilateral FTA with the EU. The answer really depends on what type of trade agreement the UK and the EU

reach following Brexit.

If the UK were to maintain EU single market status, there would be virtually no inspections of products transferred
from the UK to other EU countries. In this circumstance, a favourable FTA between China and the UK would become
a true back door for Chinese products to enter the EU market. The irony of this push factor for the UK to rush into
an agreement with China is that it could actually make it harder for the UK to retain full access to the EU single mar-
ket, with an outcome that would probably be more costly (surely as far as financial services are concerned) than the
gains from an FTA with China.
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There is however a halfway option, as illustrated by the Swiss example. Switzerland is not in the EU but has reached
a number of FTAs with the EU in the context of the European Free Trade Association (EFTA). At the same time, Swit-
zerland has also established FTAs with 38 partners outside the EU, including China>. To prevent non-EU imports
from entering the EU market through Switzerland, the EFTA states such as Switzerland must apply rules of origin
that show to what extent a certain good is produced and processed within the European Economic Area (EEA) in
order to enjoy preferential tariffs, otherwise normal tariffs apply®.

The same type of rule has also been included in the Comprehensive Economic and Trade Agreement (CETA) be-
tween the EU and Canada, which is yet to come into force’. Following these precedents, it is very likely that the EU
would apply rules of origin to the flow of goods between the UK and the EU. These measures will thus make it diffi-
cult for Chinese corporates to use the UK back door to enter the EU market.

In addition, international transportation of goods from China through the UK to EU countries will be handicapped
by additional transportation costs. Goods sent from China to Europe mainly travel by sea, with maritime transporta-
tion accounting for nearly 60 percent of China’s international trade®. Unlike air or road transportation, long-distance
maritime transportation must follow specific routes to minimise time and costs. Table 1 lists the main shipping
routes from China to Europe, as provided by the China Ocean Shipping Company (COSCO), a major Chinese global
carrier company. Most container ships from China to Europe dock at the ports of Antwerp, Hamburg and Rotter-
dam, with more limited volumes going through Felixstowe and Southampton in the UK (Table 1).

As Felixstowe and Southampton, two of the UK’s major ports for Chinese ships, only rank as the seventh and sev-
enteenth busiest container ports in Europe (Table 2), their cargo-handling capacities is relatively limited. Therefore,
detours for goods from China via the UK before they enter other EU countries would be not realistic in the short run.
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Table 1. COSCO European and Trans-Atlantic service routes

Asia-Mediterranean Route
AMX8 Malta, Rijeka, Koper, Trieste, Venice
BEX Piraeus, Ambarli, Constanze, Odessa
FEM Piraeus
AMX1 La Spezia, Genova, Fos, Valencia
MD1 Piraeus, Genoa
MD2 La Spezia, Genova, Fos, Valencia
MD3 Malta, La Spezia, Genova, Valancia
MEX1 Malta, Fos, Barcelona, Valancia
Asia-North Europe Route
AEX1 Felixstowe, Rotterdam, Hamburg
FAL1 Algeciras, Dunkirk, Southampton, Felixstowe, Rotterdam, Hamburg
FAL3 Le Havre, Antwerp, Rotterdam, Hamburg, Felixstowe
NE2 Piraeus, Antwerp, Rotterdam, Hamburg, Felixstowe
NE3 Antwerp, Rotterdam, Hamburg
NE5 Rotterdam, Hamburg, Felixstowe
NE6 Algeciras, Rotterdam, Hamburg
NE7 Piraeus, Antwerp, Rotterdam, Hamburg, Felixstowe

Source: Bruegel based on China Ocean Shipping Company (COSCO), http://www.coscon.com/, as of 27 September 2016.
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Table 2. Europe’s busiest ports

1 Rotterdam Netherlands 12,298
2 Hamburg Germany 9,729
3 Antwerp Belgium 8,978
4 Bremerhaven Germany 5,796
5 Algeciras Spain 4,555
6 Valencia Spain 4,442
7 Felixstowe United Kingdom 3,700
8 Piraeus Greece 3,585
9 Ambarli/lstanbul Turkey 3,600
10 Giola Tauro Italy 2,970

Source: Report from the Port of Rotterdam. https://www.portofrotterdam.com/en/files/top-20-european-container-ports.
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Even if the handling capacity of UK ports is increased in the future, a company using the UK as a back door to the

EU would incur a non-negligible transportation cost to their final destination, whether by maritime or other trans-
portation modes. According to our calculation, based on the World Input-Output (WIOD) database, the share of
international transport costs in total inputs for both intermediate and final goods is approximately 4 to 5 percent for
most EU countries (Figure 1), while the average Most Favoured Nation (MFN) rate for Europe is already as low as 1.5
percent®. Therefore, in international trade terms, transportation costs seem to be more important than tariffs. Thus,
the additional transportation cost of a detour via the UK for Chinese goods destined for the EU would at least partly
offset the intended tariff saving to make the UK back door a less profitable choice.

An FTA with China would benefit the UK in the Chinese market, particularly for the ‘motor cars and vehicles’
sector

China is the second largest destination for EU exports, accounting for 9.5 percent of the EU’s total exports. If a Chi-
na-UK FTA was reached, the UK would undoubtedly gain competitive advantage in terms of access to the Chinese
market. Would the improved UK-China economic collaboration affect the EU’s exports?

To understand the possible implications of a China-UK FTA, it is straightforward to compare the EU’s and the UK’s ex-
port structures. Figure 2 decomposes the UK’s exports into capital goods, consumer goods, intermediate goods and
raw materials, and compares them to those of the rest of the EU'°. Consumer goods constitute the largest share of
the UK’s exports to China (45 percent), followed by intermediate goods (25 percent), whereas the consumer goods
share for the rest of the EU is 25 percent and the intermediate goods share is only 17 percent. The EU mainly exports
capital goods to China, with a share of 46 percent of total exports, but the capital goods share makes up only 16
percent of the UK's total exports to China. In this sense, the UK’s export composition is distinctly different to that of
the rest of the EU.
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We next move to the product structure of the UK's exports in comparison to those of other EU countries. Figure 3
reports the UK’s top ten product categories exported to China. These products constitute 70 percent of the UK’s ex-
ports to China. In Table 3, we compare these top exports to those of the UK's major competitors in the EU. To see the
potential of a China-UK FTA, we also report the current MFN tariffs for these products.

The most important export category from the UK to China is ‘motor cars & vehicles'', which alone accounts for 35.2
percent of the UK'’s exports to China. The major competitor to the UK in this category is Germany, whose exports
make up more than 50 percent of the EU’s total exports in this product category. The auto category is also impor-
tant for Slovakia. Although its share is only 5.23 percent, it is nonetheless an important industry given that it is the
country’s largest industry and accounts for 12 percent of its GDP'% Because the current importing MFN rate to Chi-
na is 25 percent, once the UK strikes an FTA with China, UK exporters in this category could expect a big cut to their
bilateral tariffs.

However, this trade benefit might be less promising than it seems. Most UK car manufacturing is foreign owned,
and its continued presence in the UK could be very dependent on the UK keeping or losing its single market mem-

If a China-UK FTA was reached, the UK would
undoubtedly gain competitive advantage in terms
of access to the Chinese market
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Figure 2. Composition of exports from the UK and the rest of the EU to China

UK EU

B Consumergoods [ Intermediate goods || Capitalgoods [J] Others

Source: Bruegel


http://www.worldcommercereview.com

Figure 3. The UK’s top ten exports to China as a % of EU exports to China in each category
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Table 3. UK share of EU exports to China compared to its main EU competitors, selected categories

Belgium 4.10% 0.00% 847%| 0.00%| 5.92%| 6.76%| 0.57%| 1.08% 5.57% 0.79%
Germany 51.67% 0.10%]| 23.41%| 0.00%| 20.71%| 3.07%| 40.10%| 8.57%| 42.22%| 54.85%
Spain 0.04% 0.00% 2.71%| 0.00%| 7.04%| 7.62%| 0.15%| 0.13% 0.00% 0.92%
France 0.57% 0.03%| 10.11%| 0.00%| 5.45%| 5.80%| 2.25%| 61.76% 0.01%]| 20.69%
United 29.21%| 99.87%| 17.54%| 99.98%| 22.66%| 45.82%| 44.80%| 14.51%| 46.04%| 18.74%
Kingdom

Italy 3.11% 0.00%| 10.20%| 0.00%| 6.75%| 11.49%| 3.60%| 6.01% 6.04% 0.92%
Nether- 0.47% 0.00% 2.92%| 0.00%| 19.03%| 17.05%| 0.46%| 2.80% 0.02% 0.74%
lands

Slovakia 5.23% 0.00% 0.00%| 0.00%| 0.10%| 0.00%| 0.00%| 0.00% 0.00% 0.01%
Sweden 0.85% 0.00%| 12.75%| 0.00%| 1.92%| 0.03%| 4.50%| 0.80% 0.07% 0.04%
MEFEN tariffs | 25.00% 0.00% 511%| 0.00%| 0.00%| 0.00%| 8.26%| 2.67% 0.75% 0.75%

Source: Bruegel
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bership. If the UK exits the single market, these foreign investors could divert their investment to other EU countries,
minimising the impact of a UK-China trade deal. Instead, if the UK were to continue to have single market access'?, a
China-UK FTA could harm other EU countries’ competitiveness in the automobile sector, with Germany and Slovakia
being especially affected.

Another potentially important product category is‘internal combustion engines, which ranks as the UK’s seventh
most valuable export category to the Chinese market. The UK and Germany compete strongly in this sector, with
each taking more than 40 percent of EU market share in China. Given that the MFN tariff for the product is 8.26 per-
cent, a possible China-UK FTA would also facilitate the UK’s competitiveness in China and could have some negative
effect on Germany.

The spillover effects for the other products are expected to be small. The UK’s second largest export product is ‘gold;
making up more than 17 percent by value of the UK’s exports to China. However, because the MFN tariff for this
product in China is zero, there is already no room for further reduction.

The third largest product category is ‘medicaments, which makes up 4.51 percent of the UK's exports to China. Al-
though there are several countries competing in this product category, including Belgium (8.47 percent share of EU
exports to China in this category), Germany (23.41 percent), France (10.11 percent), Italy (10.20 percent) and Swe-
den (12.75 percent), the current MFN tariff rate is 5.11 percent and there would be limited room for tariff reduction.
As such, a China-UK FTA would only have a moderate effect on this product category.

The UK'’s next three top export products, ‘crude oil, ‘copper waste and scrap), and ‘chemical wood pulp, make up a
significant share of the EU’s exports to China. However, the MFN rate is again zero percent, so there would be no
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spillover effect arising from the China-UK FTA. For the UK’s other top export products, the MFN tariff is also very low,
so the possible FTA would offer little gain to the UK’s firms on the Chinese market.

All'in all, if the UK can maintain some form of single market status with the EU, a China-UK FTA could be expected
to produce huge benefits in favour of the UK’s ‘motor cars & vehicles’ sector. This would undoubtedly have a signif-
icantly negative influence on German and Slovakian auto exports to China. In addition, German export sales of the
product category ‘internal combustion engines’ would be jeopardised. For the rest of the product categories, the
spillover effect would be moderate at most.

The reduced costs of UK imports, thanks to an FTA with China, would be at most moderate

The UK’s imports from China are also mostly concentrated on consumer goods. Within the EU, the UK is after Ger-
many the second largest end importer of consumer goods from China. Consumer goods from China account for
more than half of the UK’s total imported goods from China by value (53 percent). In comparison, the values of cap-
ital and intermediate goods are 22 percent and 16 percent respectively of the UK's imports from China, below the
average level for the rest of the EU.

Although the UK relies more on consumer goods in its imports from China, the distribution of these goods is broad
based. Even the largest consumer goods category, ‘furniture and its parts, makes up only 2.36 percent of China’s ex-
ports to the UK. Therefore slicing tariffs would have differing impacts across a variety of consumer goods categories,
depending on the specific tariffs that currently apply. The second column of Table 4 reports the related MFN tariffs
for the UK's top five categories of consumer goods imports from China.

It can be seen that the greatest impact might come from ‘sweaters, pullovers and vests;, for which the current MFN
tariff reaches nearly 12 percent. But for the other sectors, the MFN tariffs are quite limited so the benefit from an FTA
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Figure 4. Capital, intermediate and consumer goods imported from China by the UK and the rest of the EU

UK EU

B Consumergoods [ Intermediate goods || Capitalgoods [l Others

Source: Bruegel
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Figure 5. The UK'’s top ten imports from China, as % of total imports from China
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Table 4. MFN tariffs for UK’s top five imported consumer, capital and intermediate goods categories from

China
Consumption goods Capital goods Intermediate goods
Product MEN tariff rate Product MEFN tariff rate Product MEN tarriff rate

Furniture and its 1.66% |Industrial furnaces 0.00% |Festive arts 2.03%
parts and ovens, non-

electric, parts thereof
Articles for arcade, 3.70% |Apparatus for radio, 2.90% |Iron and steel parts 0.00%
table or parlour telephone and cam-
games era
Sweater, pullovers 11.91% |Electronic apparatus 0.00% |Flat-roll iron and 0.00%
and vests for telephone steel
Seats and their 2.98% |Semiconductor 0.00% |Knitted or crocheted 14.50%
parts devices, light-emit fabrics

diodes etc, parts

thereof
Lamps and 0.00% |Parts etc for type- 0.33% |Bars and rods 0.00%
lighting fittings writers & other office

machines, computer
assessorial
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would be small. This is especially so for the‘lamp and lighting fittings’ category for which the MFN tariff is already
zero percent so there would be no possible effect arising from an FTA. As such, an FTA could be only relevant for
specific consumer goods sectors.

The distribution of capital goods is more concentrated. Figure 5 shows that the top three product categories that
the UK imports from China, ‘industrial furnaces & ovens, non-electronic products’ (9.51 percent) , ‘apparatus for radio,
telephone and camera’ (4.96 percent), ‘electronic apparatus for telephone’ (2.78 percent), are all capital goods. How-
ever, for these three product categories, the average MFN tariff rates are 0.00 percent, 2.90 percent and 0.00 percent
respectively, implying that there would be nearly no potential for these major capital goods from further reductions
in tariffs.

Intermediate goods have received global attention in modern international trade. Undoubtedly the reduction in
tariffs can have certain implications for sectors that depend more on imported intermediates. The UK's Brexit min-
ister David Davis has argued that an FTA with China will reduce the intermediate cost of car components and in-
crease the UK car sector’s global competitiveness. However, according to our estimates, only eight percent of the
UK’s imports from China fall into the intermediate goods category, so the final effect is expected to be small. The last
column of Table 4 shows the MFN tariffs for the UK’s top intermediate goods imports from China. It can be seen that
the MFN tariffs for most products in this category are already very low. Though there are very high rates for certain
categories, such as‘knitted and crocheted fabrics; the trade volumes for these product categories are low, making
up less than one percent of the UK'’s total imports. In particular, the MFN tariff for the parts and accessories of motor
vehicles is as low as 3.81 percent.

Against this backdrop, even if China and the UK succeed in striking a zero-tariff agreement for these intermediate
goods, the impact on the price of final goods would be far less than four percent. Therefore, a China-UK FTA would
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have very moderate impact, if any, on the UK’s global competitiveness from the intermediate goods perspective.

Policy recommendations

A China-UK free trade agreement has been extensively discussed since the UK’s vote for Brexit. Many supporters of
Brexit argue that the UK'’s regained flexibility to strike trade deals with other partners, and in particular with China
given its economic size, will be a key advantage. Our analysis indicates that a China-UK FTA will be neither as easy
nor as clearly advantageous as portrayed by Brexit supporters.

First, it will be very difficult for the UK to reach an agreement with China without first establishing a new post-Brexit
partnership with the EU. Negotiating independent MFN tariffs with other WTO members will be a pre-condition if
the UK exits the EU customs union, and this process will require time and effort.

Second, even if the UK reaches an agreement with China, the UK cannot serve as a back door for Chinese products
to enter the EU, because the EU is very likely use rules of origin to close any such loopholes. In addition, entering the
EU via the UK will entail an additional transportation cost that will, at least partly, offset any tariff savings, making
use of such a loophole less worthwhile.

Third, the UK and the other EU economies differ in most of their imports and exports, so there would be very limited
substitution between them. Even for the product categories in which the UK and the EU compete on the Chinese
market, current MFN tariffs are already too low for there to be further sizable reductions. The only exception is the
‘motor cars & vehicles’ category, in terms of which the UK, Germany and Slovakia do compete on the Chinese mar-
ket. It is possible that the UK might gain some advantage were a UK-China trade deal to be signed. However, the
cost for the UK might be high, because such a deal could end up creating obstacles for the UK’s current most impor-
tant trade partnership, namely the one it has with the EU.
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It therefore seems to us that establishing a new trade relationship with the EU would be a more urgent task for the
UK in the post-Brexit world, than an FTA with China. Under such circumstances, the UK might need to postpone its
trade negotiations with other economies outside of EU, including China. This goes beyond the current discussion
of the illegality of the UK starting to negotiate trade deals before it leaves the EU. The issue is whether it makes eco-
nomic sense for the UK to do so, and the answer is no. In fact, the more the UK reaches an independent favourable
trade agreement with China after Brexit, the harder it will be for the UK to strike a good deal with EU. In the mean-
time, it is also urgent for the UK to negotiate with the main WTO members on MFN tariffs, because outside the EU,
the UK might not participate in the EU schedule of concessions. The best strategy for the UK would be to negotiate
with the other WTO members with the EU-based tariffs as a starting point, to avoid negotiating over terms sepa-
rately and also to maintain a close relationship with the EU.

In general, the EU should not be too concerned by a potential China-UK FTA. After all, the overall EU-China trade
pattern differs from the UK-China trade pattern. Even if the UK can maintain its EU single market status to the EU, as
long as the EU includes rules of origin in its trade negotiations with the UK, there would be at most a limited sub-
stitution effect in certain sectors, such as motor vehicles, and this would mainly affect Germany and Slovakia. The
overall impact would be very moderate. Therefore, when establishing the new trade relation- ship with the UK, the
EU does not need to overplay the significance of the China-UK factor, and can focus more on its internal priorities. m

Alicia Garcia-Herrero is a Senior Fellow and Jianwei Xu is a Visiting Fellow at Bruegel
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he UN Conference on Trade and Development estimates that between $1.6 trillion and $2.5 trillion is re-

quired annually for the period 2015-2030 to bridge the infrastructure-financing gap in developing coun-

tries. Some estimates indicate that sub-Saharan Africa alone requires up to $93 billion annually until 2020

to finance its infrastructure deficit. Multilateral Development Banks (MDBs) such as the World Bank and the
African Development Bank go a long way towards addressing these challenges.

MDBs do this by offering their borrowers favourable financing options by leveraging capital contributions from their
members on international bond markets, which, in turn, translate into loans with low interest rates and long ma-
turities. In addition to such attractive financial offerings, MDBs also harbour decades of infrastructure development
knowledge and technical experience, giving them a competitive advantage over other financiers.

However, MDBs increasingly face tough competition from other financing sources such as private financiers and
bilateral investors (think Chinese investment in Africa). In response, they recognise the need to tailor their financial
offerings to suit their clients better.

‘Africa’is often presented as a single country with common development challenges, ignoring the reality that the
continent is made up of 54 sovereign nations with differing histories, economic structures and levels of develop-
ment. While some similarities certainly exist, MDBs increasingly have to grapple with disparities when engaging
with low- and middle-income countries (LICs and MICs) in Africa.

The World Bank distinguishes between countries, classifying them as‘LICs’ or‘MICs’ based on their gross national in-
come (GNI) divided by the size of their population. Countries with a GNI per capita below $1005 are considered LICs,
while countries with a GNI per capita between $1,005 and $12,736 are considered MICs. Examples of LICs include
Lesotho, Senegal and Tanzania, while countries such as Nigeria, Botswana and South Africa are considered MICs.
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MDBs, as well as a range of stakeholders engaging with these countries on infrastructure financing, are increasingly
recognising the significant disparities among them.

For many LICs, the limited financial capacity of the state has not only meant that they cannot afford to finance infra-
structure themselves, but equally that they have limited capacity to borrow from MDBs. This means that LICs tradi-
tionally qualify for concessional loans instead, which have very low interest repayment rates. In contrast, MICs have
experienced increasing economic growth and therefore qualify for bigger loans from MDBs.

At the same time, many MICs tend to have higher levels of macroeconomic and political stability and more sophisti-
cated legal and institutional structures, which make them less risky investment destinations. Consequently, private
financiers are keener to invest in these countries. Equally, as MICs move up the development curve, they have devel-
oped sophisticated domestic financial markets, allowing their governments to raise capital from their local markets.
Over the past decade, Botswana has managed to increase domestic resource mobilisation from $40 million in 2005

When it comes to infrastructure financing in African
countries, numerous common challenges exist
across the development spectrum
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to $600 million in 2015. While these figures remain marginal relative to the typical capital required for large-scale
infrastructure developments, it signals the increasing financing alternatives open to MICs.

This is not to suggest that LICs do not have alternative financing options as well. In the past, LICs have been heavily
reliant on official development assistance (ODA) from developed countries to finance infrastructure. ODA, however,
has experienced an overall decline in the post-global financial crises; it reached nearly US$90 billion in 2009 com-
pared to the USS$35 billion per year for the period 2012-2014.

Due to the limits placed on borrowing from MDBs and declining ODA, some LICs have reached out to private inves-
tors to address their infrastructure financing deficit. While private financiers facilitate loans significantly quicker and
with less stringent conditions, this too comes at a cost. Whereas concessional loans from MDBs can attract less than
1% interest, a grace period of 10 years, and a maturity of 20 — 50 years, an equivalent loan from private financiers
can carry interest rates as high as 7% with maturities of below 10 years.

Such expensive loans further compound a debilitating characteristic of LICs: indebtedness. Senegal’s inability to
access sufficient levels of concessional financing resulted in the government issuing Eurobonds in 2009 to mobilise
additional finance at interest rates of 8.75% and 6% - a very costly option for the government.

The level of economic development also often dictates the different types of investments that LICs and MICs seek.
Financing from MDBs and ODA is an important way for LICs to ensure the supply of public goods to its citizens.
Therefore financing from these sources generally tends to focus on social sectors such as education and health.

In contrast, MICs typically seek out significant capital to fund large scale infrastructure to facilitate inclusive growth,
hoping to create more employment which will reduce inequalities. Between 1967 and 2015, AfDB loan and grant
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approvals to the social sector in Lesotho were more than 20% whereas in contrast in South Africa, approvals in the
social sector were negligible compared to infrastructure which exceeded 70% of total approvals.

Once MDBs have extended loans to countries, they typically employ their own standard financial management pro-
cesses for the disbursement of the loans. While this certainly makes the process easier for MDBs, it adds a significant
bureaucratic burden for borrowing countries, who not only already have their own public financial management
systems in place, but also borrow from multiple MDBs. This requires borrowers to comply with each MDB'’s respec-
tive procedures and protocols, instead of using in-country systems.

While MICs have increasingly insisted on employing their own reporting mechanisms for such processes, the capac-
ity of many LICs to do so remains low and they typically favour using the prescribed mechanisms. In this case, MDBs
need to be cognisant of such disparities and should respond to the individual needs of countries if they want to
remain relevant.

While there are multiple examples of differences between LICs and MICs, there are also common challenges with
regard to infrastructure financing. Most countries in Africa lack the capacity to adequately engage in all processes
related to infrastructure development, including planning, financing and preparation. Often the skills to undertake
environmental or financial assessments, or the legal capacity to negotiate financing deals are lacking. This lack of
skills becomes apparent for countries wanting to engage in public-private partnerships (PPPs), where public and
private financiers operate together when financing infrastructure.

The government of Lesotho, for example shouldered disproportionately high costs in its joint venture with a pri-
vate firm managing the Queen Mamohato Memorial Hospital. Equally, Botswana has been struggling to facilitate
PPPs despite the establishment of a dedicated PPP Unit in 2009 because of the lack of domestically available skills in
both the public and private sectors.
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Equally important are the types of projects that require funding across both LICs and MICs. Investment trends indi-
cate that private financiers have in the past favoured financing infrastructure in the information and telecommuni-
cations sector, and more recently energy infrastructure.

Typically this is the case because it is easier to secure revenue streams from such investments and the associated
costs are clearer, while management of the assets generally also sits with the investor, rather than governments.
These factors contribute to lower risk associated with investments in these sectors and have assured greater appe-
tite from private financiers. In contrast, sectors such as water and sanitation across all countries have attracted little
investment outside of MDBs and ODA, due to lower, less secure and longer returns on investment. In this regard,
public institutions such as MDBs remain critical to assisting African countries in developing these sectors.

Structural economic challenges have also been a key concern for most countries in Africa. While some countries
such as South Africa have managed to diversify their economies somewhat, others such as Nigeria, Angola, Zambia,
and Sudan, remain overly reliant on single commodities to generate the bulk of their income. During commodity
price booms, these countries naturally benefit. However, the current global commodity crises has highlighted how
vulnerable such economies are to commodity price shocks. While investment in infrastructure could be used to
counteract the economic slowdown, a drastic reduction in state revenues hinders such efforts.

However, there is further room for improvement in how MDBs assist African countries to fill the infrastructure fi-
nancing gap. LICs and MICs both complain about the extensive loan approval process which they deem to be over-
ly bureaucratic, lengthy and costly. The AfDB’s loan approval process, for example, involves more than 20 approval
processes, including multiple country visits. While the merit in front-loading related processes lies in mitigating po-
tential issues down the line when implementation has started (eg. environmental degradation or social backlash),
the process can take MDBs years to approve, while private financiers can process loans in weeks or months.
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At the same time, African countries across the development curve are drawn to MDBs given their development and
technical expertise. In the case of the AfDB, it has been providing such services for more than six decades, and has
not only honed its development approach through trial and error, ensuring the most effective development im-
pacts for its projects, but has equally attracted some of the best experts to provide technical assistance and policy
advice to governments.

While this is certainly an attractive offering to African countries, if MDBs do not make concerted efforts towards
adapting their approaches to individual African countries, these countries will increasingly gravitate towards alter-
native financiers that are not as concerned about development impacts.

When it comes to infrastructure financing in African countries, numerous common challenges exist across the de-
velopment spectrum. But equally, differing levels of economic development ensures that each country faces certain
unique challenges. While the simplistic differentiation between ‘LICs’and ‘MICs” highlights such differences, further
disparities exists even within these groupings. In order for MDBs to remain relevant in the coming years, more at-
tention should be paid towards tailoring their technical and financial assistance on a country-by-country basis. m

Asmita Parshotam and Cyril Prinsloo are Researchers in the Economic Diplomacy Programme at the
South African Institute of International Affairs
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Introduction

Has the Africa Growth and Opportunity Act (AGOA), a US law passed in 2000, to help African countries export some
products quota-free and duty-free to the US, substantially benefited African economies? If AGOA has not benefited
African countries, what can they do to make it work better for them?

African critics have increasingly charged that AGOA has disproportionally benefited US exporters, companies from
emerging markets such as China, who use the act to send their products to the US through Africa and that act have
not help expand its manufacturing sector.

The United Nations Commission for Africa (UNECA) rightly concluded that although that trade flows between the
Africa and the US have grown nearly threefold over the period since AGOA have been in place, and that 70% of this
rising trade is because of AGOA?. However, UNECA concluded ‘these flows still do not reflect the natural symbiosis
that should exist between the world’s largest economy, and the world’s fastest growing region’.

Newly elected US President Donald Trump has vowed to adopt an ‘America First’ trade policy and may renegotiate
all foreign trade deals*. This means that AGOA, which includes 39 African countries in trade with the US, may also be
open for review.

President Barack Obama in June 2015 renewed AGOA for another 10 years before it was about to expire in Septem-
ber 2015. Then President Bill Clinton steered the original 2000 AGOA bill to give trade preferences to over 6,400 Afri-
can products.

AGOA rules of origin too lenient, US subsidies undermine African products
A research paper published by the Centre for the Study of African Economies at Oxford University have reported
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that Chinese textile companies, for example, set up in Africa and send their products from Africa to the US, under
the guise that the products were made in Africa, and in so doing get free access to US markets®. Africans have little
input in the assembly of such Chinese products, neither is much value-added to African economies.

This practice is called transhipment. AGOA officially prohibits the practise and any non-African company found to
have done so by US authorities are banned for 5 years from exporting their products to the US under the AGOA
framework. The rule of origin provision of AGOA states that African exporters must either source certain inputs for
their products locally or from the US.

Both the World Bank and International Monetary
Fund have criticised AGOA for excluding key
African products and for providing subsidies to US
companies deemed to be under threat from African
competition under AGOA


http://www.worldcommercereview.com

However, AGOA is very lenient about rules of origin — how much value should take place at the African country from
a product is exported to the US - of products that can access the US market®.

Both the World Bank’ and International Monetary Fund?® have criticised AGOA for excluding key African products
and for providing subsidies to US companies deemed to be under threat from African competition under AGOA.
When President Obama in June 2015 renewed AGOA, the renewal was accompanied by another bill which extend-
ed protection to US workers from foreign trade.

The US subsidized its agriculture sector, for example, cotton — which many African countries export®. Former US
Trade Representative Ron Kirk for example said that the US could only cut some agriculture subsidies, such as cot-
ton, as part of larger agreements, which would have large developing country economies such as Brazil, China and
India, also agree to open their markets to the same products™.

What Africa need from trade deals

A core requirement for Africa, if the continent wants to achieve a higher quality, more equitable growth, is for coun-
tries to add value to the raw materials it extracts and to diversify into manufacturing and services. This will create
more jobs for Africans, and result in more equitable and sustainable growth rates, and generate more wealth for
African economies.

Africa has been prevented from doing this since the end of colonialism and the Cold War by industrial nations
which have erected high trade barriers to products have been transformed from raw materials to manufactured
products — which means value has been added, coming from Africa. However, raw materials from Africa usually do
not have the same high tariff barriers in industrial countries.
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African economies have suffered, with lost wealth, jobs and economic growth, because African countries continue
to export raw materials to both industrial and developing countries, while these countries export manufactured
and beneficiated products to Africa.

The latter create jobs and are more valued, yet are ironically often made from the cheap African raw materials, ex-
ported back to Africa as a more expensive finished product. Some emerging powers, China and Brazil, are even
transplanting their manufactured goods from their home base to Africa.

The success of any trade deal between Africa and other industrial or emerging market therefore is based on wheth-
er Africans can export, or develop home-grown value-added manufacturing, to be exported to these countries; and
whether these industrial and emerging market countries will such value-added and beneficiated products coming
from Africa. Most African countries export raw materials, whether oil or metals, or an agricultural product. AGOA
currently favour African raw materials for easy entry into the US and restricts African manufactured or value-added
products'’.

African countries desperately need policy space to come up with their own independent policies. Currently, most

developing and African economies do not have the policy independence to adopt unorthodox economic policies
to stimulate their own economies - lest they face a backlash from the markets, foreign investors and Western gov-
ernments.

Only if African countries have the space to decide what policies to pursue can they, what United Nations Confer-
ence on Trade and Development (UNCTAD) Secretary-General Supachai Panitchpakdi calls, turn their economic
gains into ‘real productive capacity’’?. Trade deals with partners that restrict African countries abilities to come up
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with their own policies undermine their individual development. AGOA puts restriction on the type of economic
policies African countries, who are beneficiaries of it, can pursue’.

AGOA is only available for African countries that have adopted a set of countries policies — or are making progress
doing so, of country policies that are approved by the US'. These include having established market-based econo-
mies, reduce their trade barriers for US companies and protect US intellectual property.

Unpacking the US-Africa trade

AGOA has since its inception contributed to a 78% increase in overall trade between Africa and the US. Even with
AGOA, China surpassed the US as Africa’s biggest trading partner in 2009. At the end of 2013 China-Africa trade was
USS$210 billion, while US-Africa trade was US$63 billion.

Furthermore, the devil is in the detail of US-Africa trade. US imports from AGOA beneficiary represent only 1% of
total US imports.

Energy accounts for 88% of exports from Africa to the US through AGOA, with oil accounting for 68% of AGOA im-
ports in 2014. However, oil imports from Africa to the US have actually declined overall by 80% since 2011.

African exports to the US of natural resources such as crude oil, precious metals and oil seeds have grown under
AGOA, while manufactured products such as high-skilled apparel, computer machinery, consumer electronics and
motor vehicles have declined. World Bank Group President Jim Yong Kim emphasised the challenge for Africa un-
der AGOA, saying rightly that the continent should focus on developing light manufacturing sectors, which would
boost industrialisation, export diversification and job creation™.


http://www.worldcommercereview.com

The African countries that have oil and gas dominate the exports under AGOA to the US. Figures from the US Inter-
national Trade Commission showed that almost 90% of products traded under AGOA went to four countries: South
Africa, Nigeria, Angola and Gabon.

African agricultural products may not face high tariff barriers under AGOA, but they face sophisticated, complex
and multiple health and safety rules in the US, which effectively translates into high tariff barriers.

If one excludes South African exports, the second largest imports from Africa to the US under AGOA are textiles and
apparel. A recent study by the US Congress Research Service showed that African countries which export significant
textile and apparel to the US, the AGOA trade has not been able to move the African production from low-skill ap-
parel production to higher skill manufactured products.

Kenya’s President Uhuru Kenyatta said African efforts to diversify their exports to the US away from energy have not
been ‘fully realised’. Too few African countries that are part of the AGOA deal actually utilises it. For example, in
2014, only 7 out of the 39 African countries that form part of the deal actually utilised it".

US opposes African calls for more access to US markets to products African countries produce

The US under the Obama administration have opposed African countries requests to have more African products

securing access to US markets under AGOA,; instead, arguing that African countries should better use current pro-
visions of AGOA - that is, try to expand the exports of products to the US already listed under AGOA. Kirk said “the
answer is not expanding the list of AGOA products”, but “increasing the utilisation of AGOA™.

Yet, Africa needs access to US markets for more of the products they produce as well as expanding the exports of
products currently listed under AGOA'™. Many of Africa’s key agricultural products are not included in AGOA or face
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restrictions - for example sugar, cotton, leaf tobacco and peanuts. Many of Africa’s light manufacturing products
also face restrictions®.

What should African countries do?

To be beneficial for Africa, trade deals for African countries must be integrated into their individual national long-
term industrialisation plans. The problem is that most African countries do not have national long-term industriali-
sation plans.

African countries need to firstly adopt coherent, integrated and practical long-term industrialisation programs, cur-
rently lacking in most African countries. Collectively, African countries must ensure that AGOA - and all other conti-

nent-wide trade deals - must be integrated into Africa’s own home-grown industrialisation policies, such as the Cor-
ridor Infrastructure Build Program.

South African Trade and Industry Minister Rob Davies puts the challenge to Africa: “African countries should also en-
sure that there is alignment between AGOA and their development integration agenda, focus on their industrialisation
and preserve policy space aimed at enhancing efforts to diversify their exports base and integrate supply chains so as to
take advantage of market access opportunities under AGOA.”'

African countries need to diversify the products they produce. They need to add value to current oil, metals and
agricultural products they produce. But African countries must also diversify their trade with other developing and
industrial countries. African countries must trade more with each other.

African countries should also use AGOA better to trade with each other and create regional value chains. UNECA
pointed out how before Madagascar lost its AGOA eligibility, it had sought inputs for its garment from other sub-
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Saharan African countries: Zambia supplied cotton, Lesotho and Mauritius supplied fabrics and zippers came from
Swaziland??.

Kenyan leader Uhuru Kenyatta said African countries face “enormous challenges such as lack of competitiveness, sup-
ply capacity constraints, weak infrastructure base, low flow of private investments from the US, lack of access to finance,
and low technical capacity”®. African countries will have to deal with such challenges with greater resolve. m

William Gumede is Associate Professor, School of Governance, University of the Witwatersrand,
Johannesburg; and the author of South Africa in BRICS: Salvation or Ruination’
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he German region of Saxony has many tales to tell and has been at the centre of the country’s history, and

future. The digital heart of the European semiconductor industry beats in Dresden. The commercial centre,

Leipzig, is home to a vibrant and bustling trade fair and media city; its airport is Europe’s most modern air

cargo hub, providing 24/7 services. And the Chemnitz-Zwickau region is considered as the traditional heart
of Saxony’s economy. Whether it is mechanical engineering expertise or its more than 100-years old Autoland
Saxony - a strong and highly efficient industry has evolved in the region through smart ideas and intelligent solu-
tions.

To cut a long story short: Saxony is a top location for such globally active enterprises as Volkswagen, BMW, Porsche,
GLOBALFOUNDRIES, Infineon, DHL, Solar World and many more.

Infrastructure and location

Seen from a geographical perspective, Saxony is located right in the heart of Europe. Since time immemorial it has
been the intersection of the major thoroughfares on the continent. The Via Regia (Rhineland to eastern Europe) and
the Via Imperii (Italy to the Baltic Sea) were the most important crossroads in the Middle Ages, and today it is the
E40 (which runs from France to Kazakhstan) and the E55 (which runs from Sweden to Greece). All of these routes
pass through Saxony.

Its central location has proven to be a real geographical advantage for Saxony. This is why the logistics giant DHL
decided to relocate its European air cargo hub from Brussels to Leipzig. In addition to providing an ideal location,
Saxony'’s environment is perfect, too. At Leipzig/Halle Airport, cargo liners can be handled 24 hours per day and 365
days per year, providing the best possible prerequisite for mastering the constantly increasing air freight volume.
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And the region also provides a superbly developed transportation network that interconnects rail lines, express-
ways and waterways with great mobility and versatility. This permits the quick forwarding of goods to the expand-
ing markets in Eastern Europe.

A logistic masterpiece

Saxony'’s transportation infrastructure is capable of successfully handling extreme challenges. For example, the gi-
gantic A380 airbus landed on the Elbe River right in the middle of Dresden’s cargo port in 2004. To be more precise,
the air giant, which was still incapable of flight, was actually delivered by ship. The rest of the trip was successfully
continued on the federal expressway. Its destination was the large-scale test hangar on the IAB GmbH at Dresden
Airport, where the new super jet was tested to the limits of its static load capacity in cooperation with IMA GmbH.

Saxony can justifiably call itself the cradle of German
mechanical engineering [and] has since been a
virtually unparalleled success story
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Economy and industry sectors

The Industrial Age began in Saxony in the 18" century with the founding of the first machine manufacturing enter-
prises. Since then, the region has stayed ahead of its rivals on the European mainland. It was the home of the first
locomotive to be designed and engineered in Germany, the first six-cylinder engine and the centrally-positioned
gearshift lever in automobiles. In the mid-19*" century the industrial cities of Chemnitz and Zwickau and their sub-
urbs had the highest per capita income in Europe.

And the success story continues: since 1990, about 6,000 companies have set up or purchased business premises
in Saxony. These enterprises have invested approximately €35 billion. The region’s economy has increased by 11.2%
since 2000, the highest economic growth of all federal states in Germany.

Autoland Saxony

BMW, Porsche and Volkswagen are all active in Saxony. Car manufacturing in the region dates back to when August
Horch established his automobile factory in Zwickau more than 100 years ago. The first vehicles that he designed
bore his name - Horch, though later models were known by a more familiar name: Audi.

Since that time the automobile industry has become the predominant economic sector in Saxony. It now accounts
for more than one fifth of all industrial sales in the region. But not just in Saxony itself, the Free State is one of Ger-
many’s main hubs of car production. Also, almost every eighth car made in Germany comes from Saxony.

But Autoland Saxony is not just a renowned automobile maker. About 750 supply companies from the backbone of
Saxony'’s automobile manufacturing industry.
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German mechanical engineering

Saxony can justifiably call itself the cradle of German and Continental European mechanical engineering. The ingen-
ious Chemnitz entrepreneur Carl Friedrich Bernhard returned to Saxony from a business trip to England with the
spinning master and machine builder Evan Evans. With the help of Evans, in 1798 Bernhard transformed his spin-
ning mill in Harthau into the world’s largest mechanical spinning mill. This marked the beginning of the triumphant
start of Saxony'’s industrialisation, which has since been a virtually unparalleled success story.

Today machines produced in Chemnitz enjoy an excellent reputation throughout the world. For example,
Chemnitz-based corporate groups such as Niles-Simmons-Hegenscheidt and StarragHeckert are renowned interna-
tionally. Germany’s oldest toolmaking factory — the UNION Chemnitz founded by David Gustav Diehl - is a leading
manufacturing of boring and milling machines. A more recent company is the Metrom GmbH in Hartmannsdorf.
The company develops parallel kinematic machines that have one of the most innovative designs in the field of me-
chanical engineering.

Silicon Saxony

Every second chip produced in Europe bears the imprint Made in Saxony. GLOBALFOUNDRIES and Infineon
Technologies have expanded and continue to expand their Dresden Fabs into the world’s most automated and in-
novative semiconductor production sites. Saxon enterprises and research institutions are the global leaders primar-
ily in such innovative fields as new materials, digital manufacturing smart systems, organic and printed electronics,
and next generation mobile (5G) communication.

Silicon Saxony is Europe’s largest microelectronics cluster, and when it comes to technology it is one of the most
innovative ICT clusters in the world. Approximately 2,200 companies with more than 58,000 employees develop,
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manufacture, and promote integrated circuits, serve the chip industry as material and equipment suppliers, pro-
duce and distribute electronic products and systems based on integrated circuits, or develop and promote software
at this location.

Greentech made in Saxony

Energy and the environment are topics that will always dominate investment discussions worldwide. The demand

for intelligent solutions and innovative technologies in environmental technology, renewable energies and energy
efficiency is increasing. In Saxony the environmental and energy technology sector has become an important eco-
nomic factor. Environmental technology contributes more than 6% to Saxony’s GDP, and more than 20,000 people
are employed in this sector.

Saxony’s enterprises hold a leading position in such key markets as power generation and energy storage, as well
as recycling management. The industries benefit from Saxony’s long tradition as an industrial venue specifically for
machine and plant construction.

Saxony’s mountains have been vibrant mining centres for many centuries — during the Middle Ages, silver and other
precious raw materials were extracted; later, the focus was more on lignite and uranium. This is the foundation for
the expert knowledge and competence found in Saxony’s commercial enterprises and research institutions today,
which is unrivalled throughout the world, primarily when it comes to cleaning up uranium and lignite mining resi-
dues, removing hazardous waste, or renovating wastewater systems.

Furthermore, Saxony is considered to be the German competence centre for renewable energies, in particular, pho-
tovoltaics (PVs) and energy storage. Specifically in the solar industry, the region ranks among the top locations with-


http://www.worldcommercereview.com

in Europe. From research facilities to manufacturers of basic materials (silicon, glass), as well as wafers and cells all
the way to end producers and module manufacturers, the entire value creation chain is present in Saxony. All rele-
vant PV technologies - including crystalline, thin film and organic PV - are located right here.

Saxon machine and plant companies are also among the leading manufacturers of automation solutions and spe-
cial machinery for PV producers. In an increasingly adverse environment, the PV branch focuses on cooperation
with the equally vibrant neighbouring regions of Thuringia, Saxony-Anhalt and Berlin-Brandenburg. The joint net-
work Solarvalley Central Germany, a top cluster supported by the federal government, promotes specifically the
research and development sector.

Room for manoeuvre

Although so many investors have already secured their prime spots in Saxony, there is still plenty room across the
free state for companies looking to invest, says Peter Nothnagel, managing director at the Saxony Economic
Development Corporation, a local investment promotion and facilitation entity.

“Plots that we can find for investors are available immediately and at fair prices,” says Nothnagel. Land for develop-
ment is not the only asset that the state has abundance, he adds, given that 95% of Saxony’s workforce has earned
at least a university entrance diploma or have completed vocational training. “Our workers have enough training and

work ethics to show what German precision and quality is all about. They know how to make products as they
should be.” m
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Advancing the digital
economy

Choosinga digital jurisdiction to base your operations
in is & complex process. In a Q&A with World
Commefce Review Grant Gibbons, the Bermuda
Minister of Economic Dévelopment, outlines the
Bermuda adwantage
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What is the role of Bermuda’s Department of E-Commerce?

As a key part of the Ministry of Economic Development, the
Department of E-Commerce’s mission is to develop a pro-
gressive policy framework that facilitates the adoption and
advancement of Information and Communications Technol-
ogies (ICT) skills and innovation. The Department works to
ensure that Bermuda continues to be recognised as a prime
jurisdiction that leverages and advances the digital economy.

The E-Commerce Department is primarily outward-facing
and is concerned with the technology, e-business and e-com-
merce agenda of the country and its strategic development,
ensuring that the appropriate legislative and policy frame-
work is in place for both business and residents.

The Department is involved in the areas of e-commerce,
e-business, cybersafety, cybersecurity, technology literacy
and development, and internet governance.

Its role includes:

« Supporting Bermudian participation in the global in-
formation economy,
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- Advising on regulations, standards and guidelines,
- Promoting information and communications technologies for conducting business, and

« Supporting initiatives in electronic commerce.

What is the Bermuda advantage?

Bermuda is an ideal environment for technology companies. It boasts excellent fiber-optic connections, a talented
service pool, a robust IT, legal and regulatory framework, and significant access to capital for investment and expan-
sion. The Island also enjoys global branding as a secure, safe and friendly jurisdiction for business.

The Bermuda advantage can be summed up as a
supportive requlatory framework and a sophisticated
ICT industry and infrastructure — all aimed at enabling
new e-business models
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Many Fortune 500 companies have a Bermuda presence and have capitalized on the fact that, among its other ad-
vantages, the Island is ideally positioned at the crossroads of North and South America and Europe, with excellent
air links to the east and west.

The Island is a world leader in insurance, reinsurance, international business and finance. When it comes to ICT, we
have been known as the wired island for over a decade. Bermuda provides a full complement of IT services and sup-
port, redundancy capability, cloud and digital certificate services, in addition to disaster recovery services. For ICT
products, Bermuda honours global pricing and imposes no customs duties or taxes on software products.

Bermuda has fostered a booming e-business environment: 99% of corporate entities have internet access and 93%
of them use ICT for business-to-business transactions. On a similar note, 99% of companies have secure servers in
place, confirming that information security goes hand in hand with technology. The country boasts local success
stories in e-business, both in security and payment processing, and these local companies have gone on to become
recognised leaders, providing services to global customer bases, including some European governments.

On the macro level, Bermuda’s first-rate ICT infrastructure includes four (4) redundant fiber optic cables linking the
island directly to international markets. There is a proliferation of mobile and data providers offering 3G, 3G+, and
4G networks, (and LTE is coming) and high speed connections.

Our focus on innovation has us literally reaching for the stars, as Bermuda has a developing satellite industry that
provides a number of global business opportunities due to the position of our orbital slots. We are also well-posi-
tioned geographically for the location of tracking stations for satellite launches.
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The Bermuda advantage can be summed up as a supportive regulatory framework and a sophisticated ICT industry
and infrastructure - all aimed at enabling new e-business models.

What support can inward-coming companies expect?

Businesses locating on the Island can expect to find the full complement of traditional ICT services and support
right here on our shores. Bermuda'’s ICT sector is a tight-knit community where associations keep members abreast
of the latest developments. The Government and the private sector work closely together to advance the Bermuda
brand and reputation, and to guarantee a coherent, transparent, and supportive foundation upon which businesses
can grow and thrive.

The Bermuda Business Development Agency (BDA), a public-private partnership, offers a Concierge Service to all
new businesses who are locating/relocating to Bermuda. Their Concierge team is the primary point of contact to
connect clients with industry professionals, Government and regulatory officials, and service providers including
realtors, law firms, auditors and relocation experts. They aim to assist entities that are considering establishing op-
erations on the Island. The BDA makes introductions and follows up with clients to facilitate the process.

The BDA's Concierge Service provides a one-stop-shop for businesses considering relocation or startup operations
in Bermuda. In partnership with the Government, they are committed to helping a new company succeed and wel-
come those who wish to invest in Bermuda. Their goal is to help get your business off the ground quickly and make
doing business in Bermuda straightforward.
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Tell us about the Bermuda workforce
The Island has a well-educated and talented labour pool. The high internet penetration in the Island’s homes and
schools has produced a highly technology-literate population. In fact, 89% of Bermuda residents have internet ser-
vice in their home and 85% own a smartphone. 89% of residents who own more than one computer have a residen-
tial computer network, 95% of which are wireless and 94% of those wireless networks are secure.
This is the population that feeds Bermuda’s workforce, which in turns feeds a local ICT sector that has undertaken
many global projects and has ties to major IT service organisations around the world. It consistently provides servic-
es to world leaders in insurance, reinsurance, international business and finance that call Bermuda home and pro-
vides them with:

- asophisticated ICT industry founded on a first-rate telecommunications infrastructure,

- afull complement of IT services and support,

- cloud, digital certificate and security services, and

- data centre hosting, business continuity, and disaster recovery providers.

Every other year, the Department of E-=Commerce’s produces its State of ICT in Bermuda report, which assesses the
prevalence of ICT in Bermuda from an infrastructure, usage and skills perspective.
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In 2014/15, the report looked into evolving attitudes related to Bermuda'’s adoption of new products and services in
order to remain competitive. It showed that 96% of residents agreed that such adoption was important for Bermu-
da. 90% agreed that having a strong knowledge of technology was essential in getting ahead today, and 85% be-
lieved that technology helped them to be more creative or innovative.

Describe a typical success story

Trunomi is a good example of how Bermuda is fast-becoming a hub for technology and innovation. Trunomi is a
Bermuda startup which has also opened offices in Silicon Valley and London.

At Bermuda’s Technology Innovation Awards in 2014, the International Innovation of the Year was presented to
Trunomi, a pioneering company that has developed an online personal identity protection tool for the financial
services industry. Holding a number of US and global patent filings as well as trademarks and copyrights registered
and held by its Bermuda office, Trunomi is empowering consumers to take ownership of their own personal data
and away from institutions and big business.

Today, Trunomi continues to make waves in the global Fintech & Regtech landscape. In September 2015, it an-
nounced the closing of its first venture capital-funded raise of $3 million. It also won the Visa Europe & Accelera-
tor Network Innovation Competition, resulting in a paid proof of concept with Visa Collab. Trunomi was named as
American Banker & BAls’ FinTech Forward Company to Watch. Further awards in 2016 include two Benzinga Fintech
Awards for Best Proprietary Technology & APls and Most Promising Startup.
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Founder & CEO Stuart Lacey’s focus this year has been on expanding Trunomi’s global reach and distribution. He has
formed partnerships with global financial technology firms Fujitsu, Intelligent Environments and FIS as well as start-
ing exploration into other verticals — including TELCO & Insurance.

As reported recently in the media, the company is providing specialist technologies to significant, global-reaching
projects, specifically “customer consent management and data permissions in compliance with EU General Data Protec-
tion Regulation.” Having raised a further $3 million in a second venture capital round in September 2016, the team in
Bermuda continues to grow and Trunomi remains proud to be leading the Fintech revolution in Bermuda.

How do you see the digital economy in Bermuda developing?

Bermuda’s strategy has been to support an environment that will allow the Island to leverage the opportunities
brought about by the digital age.

When it comes to ICT, Bermuda provides a state-of-the-art requlatory and technological infrastructure that facili-
tates e-business and provides a sophisticated, agile, and supportive environment for businesses to thrive on- and
off-island. This is at the heart of what Bermuda has been for centuries: an island of explorers, innovators, and early
adopters.

To help achieve that, we were among the first in the world to adopt an Electronic Transactions Act in 1999 that in-
cludes a Code of Conduct which provides minimum standards for e-commerce service providers and which has the
force of law. The Certification Service Provider Regulations (CSP) were passed in 2002 establishing guidelines for


http://www.worldcommercereview.com
http://www.royalgazette.com/business/article/20161117/trunomi-role-in-smart-onboarding-product

CSP providers and issuers of Accredited Digital Certificates, allowing reliable security and authentication, an impor-
tant tool in our hyper-connected business community.

To further enhance the Island’s ICT infrastructure, the independent Regulatory Authority was established in 2013 to
supervise the Telecommunications sector. It aims to benefit businesses and consumers by increasing competition,
speeds, and service offerings. It is capitalizing on the fact that Bermuda is an excellent test bed for apps and other
technologies with global marketability.

Recent developments on the telecommunications landscape have created a more competitive and agile industry
that has provided Bermudians with reduced pricing and higher speeds. They've also underpinned significant in-
vestment in the sector, which we expect will result in a next-generation telecommunications and fiber-to-the-home
infrastructure across the Island.

Last but not least, Bermuda legislators recently passed the Personal Information Protection Act 2016, which pro-
vides a unique privacy model and legislative environment. It aims to facilitate and secure local and transnational
data flow in order to provide an additional level of comfort for international customers who have their data hosted
in a Bermuda cloud. This allows Bermuda to achieve the balance of protecting sensitive personal information and
respecting international privacy principles while acknowledging diverse economic ties.

All of this allows Bermuda to offer an attractive package to our locals and visitors, individuals and companies, in this
era of big data and cloud computing. =
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n today’s interconnected global economy, it is widely acknowledged that inclusive digital connectivity has a piv-
otal role to play in advancing the UN'’s 17 Sustainable Development Goals, adopted in September 2015 as a path
to end poverty, protect the planet, and ensure prosperity for all.

Discussions at the Internet Governance Forum, which took place in Guadalajara, Mexico 6-9 December, endeav-
oured to contribute to better understanding of the role the internet can play in achieving these Global Goals.

Internet-enabled technology is not a goal but rather an important enabler for most if not all the 17 SDGs. Simply
put: if we want to help people feed, heal, educate and employ themselves, we need to ensure they can benefit from
the internet and not just use, but also create related technologies and services that are relevant to themselves, their
communities, and their countries.

Recognizing the potential of information and communication technologies (ICT’s) to catalyse sustainable develop-
ment brings into view the importance of efforts to ensure that digital economy growth is not only sustainable but
also inclusive. Despite significant advances in the last 10 years, more must be done to ensure internet access for
everyone, and to facilitate use of the internet as a means of empowerment to transform lives and economies.

The challenges ahead
The challenge of connecting the world will require us to better understand persistent barriers and focus actions on
overcoming them.

Private sector investment and innovation has transformed the internet from an information exchange network to
the platform for sustainable, social and economic development we recognize it to be today. And the engagement
of business, with its own unique voice, will be vital to connect people, communities and things to unleash and lev-
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erage the full potential of technology - to achieve our common goals in the development of vibrant digital econo-
mies and to have inclusive information societies that deliver societal benefit.

Connecting the world is a vital first step: but common action must also be taken to build a secure and trustworthy
internet. This requires promoting a global culture of cybersecurity — further developed and better implemented in
cooperation with all stakeholders and international expert bodies.

The growing number of multistakeholder initiatives dedicated to cybersecurity capacity building at the local, na-
tional, regional, and global level are worthy of noting for their significant potential to enable a new global culture of
cybersecurity.

Continuing cooperation among all internet
stakeholders and a flexible policy environment
are indispensable for attaining sustainable
development goals
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On December 16, 2015, the UN General Assembly extended the mandate of the annual Internet Governance Forum
until 2025. The IGF is an open, representative forum, playing an important role in fostering the capacity building
and policy discussions necessary for realizing the internet’s global social and economic potential.

It has emerged as a unique forum for identifying issues and solutions relevant across stakeholders and economies,
with a special focus on those addressing developing world concerns, through a collaborative approach, on an equal
footing and in an unfettered and open environment.

If we are to maximize the potential of ICTs to promote sustainable and inclusive development, it is crucial that the
future of the forum continues to be shaped through an open, inclusive and truly multistakeholder process.

Better together
Business remains engaged in implementing improvements to the IGF to build on its unique strengths and to en-
hance the ability to continue addressing complex problems and future challenges.

But it will also take unprecedented cooperation to achieve unprecedented progress.

Continuing cooperation among all internet stakeholders and a flexible policy environment are indispensable for at-
taining sustainable development goals. Such multistakeholder efforts are essential for continued support of capac-
ity building initiatives that seek to empower individuals and businesses locally as content producers. They are also
needed for developing business models that are unique and relevant to national economies.

Together, we must work to ensure that frameworks for enabling internet connectivity are based on light touch ICT
policy and regulations. This will not only enable competition and the entry of new players into the ICT ecosystem,
but promote new and innovative business models.
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In short, the ability to achieve the 2030 Agenda for Sustainable Development in a 15-year time-frame depends
greatly on global development cooperation, domestic resource mobilization, private sector engagement, and
well-functioning legal frameworks.

The 2016 IGF saw an increased participation by business representatives and stakeholders from developing econo-
mies, ensuring the sharing of information globally on the practices that have successfully addressed challenges of
sustainability and inclusivity to align with the 2030 agenda.

As the world’s largest business organization, ICC and members of our Business Action to Support the Information
Society initiative worked to mobilize business participation at the IGF, demonstrating the value of the private sec-
tor’s role and engagement in policy discussions and ensuring that governance of the internet remains open, secure,
stable and inclusive. m

Elizabeth Thomas-Raynaud is Senior Policy Executive at the International Chamber of Commerce (ICC)
and Director, Business Action to Support the Information Society (BASIS), an ICC initiative
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hina has the world’s largest market for digital shopping, mobile payments, and internet-enabled financial

services. Close to 400 million people in China do most of their payments using their smartphones. China’s

overall business in information technology is a market of well above USD $300 billion, and it is estimated

that more than 700 million Chinese have access to internet. So any law impacting the online space—cyber-
security included—will make ripples in the way China does business.

That’s why its new cybersecurity law—due to take effect in June of next year—is particularly alarming. It is part of
an ongoing government program to reinforce China’s cybersecurity, and arguably targets non-Chinese hackers. But
it comes amidst continuous tensions between the US and China, not just in terms of cybersecurity (each country
has accused the other of hacking), but with trade, the economy, and, of course, the US election, which will inevi-
tably change how business is done between the two nations. The law appears to be counterproductive in several
ways.

First, as the law sets forward, important network equipment and software will have to receive government certifi-
cations. This means that specific pieces of intellectual property or technical features will have to be divulged, which
could easily be passed on to Chinese companies by the regulators behind cybersecurity. It shouldn’t be forgotten
that the state in China has tremendous power and plays a critical role in economic plans. Government interference
is much more prevalent than in Western nations. And under the veil of cybersecurity, regulators will have access to
proprietary information that could benefit Chinese firms at the expense of foreign business.

The type of businesses most at risk will be those with special hardware and systems for network management. But

it could even include data from and for ATMs. New generation ATMs have a much higher level of connectivity with

mobile integration and face recognition. This makes them more vulnerable to hacking and means confidential de-

vices and information will have to be used for protection. And under this law, that creates a big entry place for gov-
ernment snooping.


http://www.worldcommercereview.com

This law is also counterproductive because companies gathering data in so-called ‘critical areas’ will have to store
that data inside China. At this stage, the definition of ‘critical’is worryingly broad. Complying with this requirement
will force international firms to make expensive investments to build duplicate facilities within China. This is in total
contradiction with the free flow of data, expected to swell in 2020 after the introduction of 5G.

International companies will have to weigh this risk against the opportunity to do business in China. China has had
a long reputation for ‘copying’ without getting insider access, and this law could only open the ease to which Chi-
na’s business sector can review competition. For international companies there is no easy way forward as the choice
is black or white. Either foreign companies will comply, knowing China has a way to peek into what previously was
private, or they will choose to stand by principles of privacy at the risk of being excluded from the Chinese market.
Despite the challenging dilemma, companies are likely to comply and give in to China’s demands. The market is too

huge and far too ripe for future growth, especially when compared to more stagnant outlooks in Europe and the
US.

In addition to creating barriers for international
business in China, this kind of legislative move goes
completely against innovation
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In addition to creating barriers for international business in China, this kind of legislative move goes completely
against innovation. It could well be considered to be part of what is called ‘indigenous innovation’in China. This
consists in favouring Chinese firms by establishing non-tariff barriers, such as specific standards or regulations on
products, in order to prevent non-Chinese firms the access to China’s large and dynamic market. And the impact
would be wide-ranging, from consumer electronics to products such as equipment to produce renewable energy,
including windmills and solar panels.

Innovation involves a complex process, but it requires a society to be as open as possible and to allow vibrant ex-
changes between people. While cybersecurity is important, this law will wrap around the free market as it grips se-
curity. Within China, entrepreneurs are, by and large, not bothered by their government’s management of the inter-
net, called the‘great firewall’. However, this new law is a new step to tighten the government’s grip on the internet.
Furthermore, far from favouring China’s champions in this very dynamic area, such as Huawei, Lenovo, or Tencent,
this law will handicap them in the long term. Maybe the hope is that these companies themselves will fight to alter
the law and mitigate the negative implications for China’s internet landscape.

US companies have already began to strongly lobby against the law, as well as China’s position that the internet
must be managed by authorities. But despite the efforts of any company, Chinese or other, the cybersecurity law

is just a piece in a larger ongoing political puzzle that companies will have to deal with. Trump’s stance on trade is
equally, if not more, alarming for business. In the end, agility will be key for companies to succeed in the tense polit-
ical environment. m

Georges Haour is a Professor of Technology and Innovation Management at IMD business school and
co-author of the new book - Created in China: How China is Becoming a Global Innovator (Bloomsbury,
London, 2016).
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irst contested in 1851, the America’s Cup is today’s yachting’s most coveted prize. The trophy dates back to

the Great Exhibition of 1851, organised at Crystal Palace in London by Prince Albert to showcase British tech-

nology and excellence to the world. A syndicate of businessmen from New York sailed the schooner America

across the Atlantic Ocean to represent the United States at the World’s Fair. As the schooner America passed
the Royal Yacht in first position and saluted by dipping its ensign three times, Queen Victoria asked one of her at-
tendants to tell her who was in second place. “Your Majesty, there is no second,” came the reply. That phrase, “There is
no second,” is still the best way to represent the America’s Cup’s singular pursuit of excellence.

In the more than 160 years since that first race off England, only four countries — the United States, Australia, New
Zealand and Switzerland - have experienced the euphoria of winning the ‘Auld Mug’and only eight cities have host-
ed the competition. Aiming to continue to perpetually foster friendly competition between foreign countries, the
last winner, Team Oracle, chose Bermuda as the home of the America’s Cup until the races in 2017.

Bermuda, a first-time host, is an island founded on a legacy of sailing. The last few years have seen the various teams
design and build their own America’s Cup Class (ACC) boats, which they will use in 2017. While the 50 feet-long cat-
amarans are built to a design rule, there is an allowance for designers and engineers to infuse creativity in their de-
signs.

Throughout its history, the America’s Cup has been driven by technology. The 34" edition of the America’s Cup in
2013 marked a transformation for the oldest trophy in international sport with new wing sail foiling catamarans,
cutting-edge technology and a close-to-shore venue. It is therefore no surprise that this sport, with its high demand
on the tools and equipment and ever-further reaches into technological prowess, is providing a premier testing
ground for technology.
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One of the America’'s Cup teams, Artemis Racing, is a professional sailing team founded in 2006 by businessman and
sailor Torbjorn Tornqvist. Artemis Racing values the environment where its bases are located and the waters where
its boats sail, and that sustainability orientation comes from the team’s heritage: Sweden is a country where the en-
vironment is of high priority and where the development of technology in the area is advanced.

“For more than 150 years, the America’s Cup has been at the forefront of yachting technology and the 35" edition in Ber-
muda is taking development to the very limit of what is possible’; says Peter Bentley, one of the engineers working on
the foiling fifty-footer that the team will sail in the Cup races next May.

Bermuda is the right place for the America’s Cup. It is
an island known for its innovation in good and lean
times, for its deeply-rooted sailing tradition, and for
the ease with which it greets new challenges
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This upcoming America’s Cup is only Artemis Racing’s second, but the team is determined to take it home to Swe-
den for the first time. To do that, with a team composed of several Olympic medalists and world champions, it is
relying on its designers and engineers to use creativity, innovation, and new ways of thinking in order to build and
sail the fastest boat through the undeniable power of technological innovation.

Peter says that his group is composed of highly-competent members trained across the spectrum of nautical ac-
tivity: aerodynamics, structural engineering, computational flow of dynamics (CFD), and fluid structure interaction
(FSI), to name but a few. Basing its research, development, and design on a continuous improvement loop, the team
builds on technological advances seen not just in their sport, but also in other areas such as aeronautics, Formula

1, and even the military. This loop ensures that the team’s technology, which is using highly-sophisticated software,
much of it proprietary, enables them to reach limits that only three years ago would have been unthinkable.

This loop also ensures that before they reach the end-user, commercially-available products have been designed
and tested in an extremely demanding environment by elite teams and proven to be high-performance items that
are safe and durable.

Peter also explains that technology at America’s Cup is not limited to the physical design and build of the catama-
rans used for training and for the races, or to the survival system, clothing, and gear used by the teams. It also ex-
tends to other components of the event, including the actual boundary of the race. That crucial piece of informa-
tion is only sent to the teams - electronically, of course - a few minutes before the race begins. The virtual boundary
is then not only downloaded onto their onboard data systems but also on the team members’ personal PDAs so
that they may monitor their position on the course and their proximity to the boundary in real-time throughout the
race.
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Off the boat, America’s Cup’s teams are just as technologically progressive and impressively skilled at using real-time
data loads and analysis. Every day, as they train for the big event - now less than a year away - each team captures
data from their sailors and boat and scrutinizes it for a thorough debrief the next day.

Also on a daily basis, the training and nutrition régimes are programmed by trainers and tailored to each team
member according to his individual needs, progress, and personal role on the team. Here’s where technology once
again comes into play: the sailors, while training, use wearables that provide feedback data to their trainer, who are
able to download it and look at each sailor’s activity and heart rate in real time. That dataset is studied and used to
tailor the fitness plans of that specific sailor.

And there is no deadline to stop innovation; no timeline for creativity: new ideas are consistently tested, modelled,
presented, and manufactured. The teams have workshops on base for just that purpose: from paint to manufactur-
ing, hydraulics, and electronics, R&D is an on-going process and the search for incremental progress is open-ended.

The America’s Cup is an elite sailing contest that is imbued in science and technology. The sailors provide quite the
show of strength, meticulousness and speed as they perform well-choreographed movements that show impres-
sive precision. The yachts are among the most technically-advanced in the world and their daggerboards have al-
most doubled speeds since their recent introduction.

Bermuda is the right place for the America’s Cup. It is an island known for its innovation in good and lean times,

for its deeply-rooted sailing tradition, and for the ease with which it greets new challenges. The America’s Cup has
found a uniquely hospitable home in the Island and next year’s event promises to be an exciting race in a phenom-
enal location. =
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World Commerce Review is pleased to announce that PennWell Corporation has been awarded
Best Corporate Events Organiser 2017.

The selection panel took into account service innovation, on-going customer support and best
practice criteria.

In addition, forward planning and CSR were seen as key areas for the award committee.

The World Commerce Review awards are recognised as the principal indications of professional
conduct and excellence.

WORLD COMMERCE
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hroughout history, all great civilizations have been built upon, and advanced, in large part through the
promotion of commerce between nations. In today’s fast-paced and increasingly competitive international
marketplace, business aviation is a vital asset towards promoting this high level of economic activity in a
safe and secure environment.

Business aviation offers the unparalleled capability to safely, securely, and efficiently link large cities with smaller
regional markets, including areas that may offer limited infrastructure for ground transportation. This directly serves
to increase economic activity and investment in those areas, which in turn boosts regional economies in the pro-
cess.

That is one reason why the Asia-Pacific region has matured over the past decade to become one of the most dy-
namic and high-performing markets of the global business aviation industry. Highlighting these diverse missions
and objectives, in addition to introducing new businesses to the advantages that business aviation can bring to
their companies, is the focus of the 2017 Asian Business Aviation Conference & Exhibition (ABACE2017).

To be held in Shanghai from April 11-13, 2017 in partnership between the National Business Aviation Association
(NBAA) and the Shanghai Airport Authority (SAA), and co-hosted by the Asian Business Aviation Association (As-
BAA), ABACE2017 will showcase the multiple - and growing - roles of business aviation throughout China and the
Asia-Pacific.

When NBAA and our partners launched ABACE in Shanghai more than five years ago, our goal was for the show
not to become just an annual event, but also an enduring event. In the years since then, we have seen significant
growth in the number of attendees and Exhibitors, and ABACE is now firmly established as a must-attend event for
the international business aviation community, and for China’s aerospace community.
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For example, the footprint for last year’s exhibit floor was the largest ever, and 40 percent of the 165 exhibiting com-
panies were based in the region, making ABACE a truly Asian event. The 2016 edition of ABACE attracted attendees
not just from China, but from more than 50 other countries, across Asia and beyond.

The Asian region has proven to be one of the most dynamic and high-performing markets of the global business
aviation industry, as companies and entrepreneurs have learned that, much like a smartphone or tablet device,

business aviation is an indispensable tool for increasing efficiency and productivity, while also providing a secure
environment for companies to conduct important meetings and discussions while en route to their destinations.

... business aviation is an indispensable tool for
increasing efficiency and productivity, while also
providing a secure environment for companies to
conduct important meetings and discussions while
en route to their destinations
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The increasing importance of business aviation to the region was highlighted in a 2013 study conducted by NEXA
Advisors LLC, which found that fully 98 percent of the top 50 among Fortune magazine’s ‘World’s Most Admired
Companies’ utilize business aviation as a vital tool in maintaining productivity and global competitiveness. Included
on that list were such internationally renowned, Asia-Pacific-based companies as Samsung Electronics and Toyota.

In recognition of the unlimited potential that business aviation represents to companies in the Asia-Pacific region,
government leaders have also increasingly embraced policies and initiatives fostering the continued development
of a robust aviation network in the Asia-Pacific.

For example, Chinese officials plan to significantly increase their country’s investments in aviation infrastructure,
including new general aviation (GA) facilities, as part of their latest Five-Year Plan drafted this year. The new aviation
infrastructure is part of the land-based Silk Road Economic Belt - including roads and rail lines, energy pipelines
and power stations — envisioned to extend west to improve economic connections with Central Asia, the Middle
East and Europe.

This important development follows years of enthusiastic participation in ABACE by key officials from throughout
China and the across the Asia-Pacific. These important discussions towards further growing business aviation in the
region will continue at ABACE2017, where esteemed government officials will share their perspectives on issues
relevant to the industry’s ongoing development. Attendees will also hear from international aviation officials, and
have the opportunity to discuss regional operations with experts on the Asia region.

ABACE2017 will also feature an extensive lineup of business airplanes and rotorcraft on display at Shanghai Hong-
giao International Airport, and organizers expect the event’s largest-ever static displays and exhibits at the host
facility, Shanghai Hawker Pacific Business Aviation Service Centre.
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Established business aviation operators, as well as those considering their first purchase of a business aircraft, will
benefit from a wide range of informative Educational Sessions throughout the three-day event.

In much the same way business aircraft transcend borders and cross oceans to link cities and communities around
the globe, so too will the issues and concerns in one country or region often reverberate across these vast distances.

ABACE2017 will continue to promote the value of business aviation for supporting the transportation needs of
companies in all parts of the Asian region, and we look forward to seeing you in Shanghai next year. m

National Business Aviation Association (NBAA)
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World Commerce Review is pleased to announce that Bermuda has been awarded the
Best Digital Jurisdiction 2017.

The selection panel took into account service innovation, on-going customer support and best
practice criteria.

In addition, forward planning and CSR were seen as key areas for the award committee.

The World Commerce Review awards are recognised as the principal indications of professional
conduct and excellence.

WORLD COMMERCE
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talks to Simon Williams, the Isle of Man’s Director of
Civil Aviation, about the continued success of the
Island’s aviation services sector
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he Isle of Man is one of the most politically and

economically stable jurisdictions in the world. The

Island has one of the highest credit ratings of any

offshore financial centre and is one of the world’s
most sophisticated and well reqgulated offshore financial
centres.

The Isle of Man has an international reputation as a tax-ef-
ficient, but responsible and co-operative jurisdiction and
appears on the OECD ‘white list’ of countries complying
with the global standard for tax co-operation and ex-
change of information. The Isle of Man is one of the few
countries in the world to be awarded the top ‘Compliant’
rating for transparency by the OECD’s Global Forum. It is
anticipated that extension of the UK ratification of The
Cape Town Convention to the Isle of Man will occur in
early 2017.

Isle of Man companies benefit from a corporate tax rate
of 0% (a tax strategy which is compliant with the EU Code
of Conduct on Business Taxation). There are no capital

or wealth taxes on the Isle of Man. The Isle of Man offers

a full range of corporate structures to suit individual or
company requirements for owning an aircraft. Further-
more, there is no insurance premium tax.
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As a Crown Dependency of the United Kingdom (UK), the Isle of Man falls within the UK’s ratification of the Chica-
go Convention. International Civil Aviation Organisation (ICAO) Standards and Recommended practices are imple-
mented in the Isle of Man and all information required under ICAQ’s Universal Safety Oversight Audit Programme
(USOAP) is maintained and updated. The Isle of Man was audited by ICAO in 2009 as part of the UK USOAP inspec-
tion, performing very strongly with results comparable to States with long-established Safety Regulatory systems.

What are the benefits of registering an aircraft with the Isle of Man Aircraft Registry?
The principal benefits of registering an aircraft on the Isle of Man are:

 High regulatory standards

« Excellent customer service levels and award winning international reputation

- Neutral nationality registration prefix‘M’

- Competitive scheme of charges

- Secure mortgage register

« No insurance premium tax

- European time zone
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« Professional infrastructure with significant experience in aviation finance

« The Isle of Man is on the OECD ‘white list’ of countries complying with the global standard for tax co-opera-
tion and exchange of information

 Clear and simple taxation regime

- Stable legal and political environment

Globally we are the fastest growing, most successful
offshore aircraft register and our clients and the
industry know why, but we will never take our success
for granted. We will continue to listen, adapt and
improve with the same enthusiasm that we always
have
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We employ a large team of experienced airworthiness surveyors resident in Central Europe, USA, UK and the Isle of
Man, which enables us to provide an efficient and cost-effective service.

Please describe the history of the Isle of Man Aircraft Registry.

The Isle of Man Aircraft Registry (IOMAR) was established to provide a customer focused service for the registration
of high quality private/corporate jets and twin turbine-engine helicopters. The rationale for situating the IOMAR
within the Department of Economic Development is to provide a cost-neutral springboard to support the island’s
flourishing Business Aviation industry.

The Registry commenced operations on 15t May 2007, has proven to be an unqualified success and has grown to
become the world’s 6" largest private/corporate Business Aviation register. At the beginning of October 2016, just
over 9 years since the Registry commenced operations, IOMAR registered its 900 aircraft with over 460 aircraft ac-
tive on the register. A further milestone has recently been achieved with the issue of the 10,000™ initial Flight Crew
Licence validation.

What is the philosophy and approach of the Isle of Man Aircraft Registry?

The IOMAR has gained an excellent, award winning reputation. Our motto is safety with service. This simple phrase
encapsulates what we have sought to achieve from the outset. Although much is made of the aircraft numbers,
growth and success associated with the IOMAR, our focus is on‘doing the right thing; that is striking that fine bal-
ance between facilitating high regulatory standards whilst delivering excellent customer service to our customers.


http://www.worldcommercereview.com

Aviation inevitably has developed a myriad of regulations aimed at maintaining high standards of safety. The Isle
of Man'’s Registry Team always seek to be practical/pragmatic in helping owners/operators to understand and then
meet those requirements. For example, ICAO Annex 6 Part Il Section 3 requires operators of large and turbojet aer-
oplanes to have an operations manual. We facilitate compliance with those requirements by providing operators
with a draft framework template of an operations manual to ensure that all the key elements of the ICAO require-
ments and those of Isle of Man legislation are met — the operator then completes the operations manual by tailor-
ing it to their particular operation.

In short: What does the customer want and by when? What are the relevant regulatory and legal requirements?
How best can we work together to achieve the goal, safely, cost effectively and in a timely fashion so that the client
can just get on with their business?

What services do you provide?

In simple terms the IOMAR registers private/corporate operated business jets or twin turbine helicopters. We spe-
cialise in aeroplanes over 5,700kgs MTOM and twin turbine helicopters. Aircraft with a MTOM of between 2,730kgs
and 5,700kgs may only be considered for registration if supported by significant economic benefit to the Isle of
Man. There is no MTOM restriction for aircraft registered for Isle of Man residents.

By extension to that core business, the Isle of Man also offers a specialist service to assist commercial airliner owners
whilst the aircraft is between commercial lease agreements and we refer to this as our ‘parked airliner scheme’. The
aircraft would typically come to our register at the point of the lease return; the aircraft will undergo the same pro-
cess as our executive aircraft for the issue of a Certificate of Airworthiness.
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Please describe a typical case.

I'm not sure that there is such a thing as a typical case - client needs vary tremendously and that places the onus on
our team to listen carefully and to adopt as flexible and helpful approach as possible. In essence, this means fully
understanding client needs then striking the fine balance between facilitating high regulatory standards whilst de-
livering excellent customer service, all of which has to come in a timely and cost effective manner!

Time pressure is always a factor. This is why, having reviewed ‘task against resource; so much of my initial focus as
Director of Civil Aviation was on ensuring that the IOMAR can meet the increasing demands placed on it.

More broadly what legal and other support is provided within the Isle of Man?

The Isle of Man has become a centre of excellence with regards to Business Aviation and is effectively a‘one stop
shop’for those wishing to register a business jet and also those seeking top quality advice on all the aspects associ-
ated with aviation transactions and ongoing aircraft management. With that in mind, we provide an aviation busi-
ness directory which can be downloaded from our web site www.aircraft.im to help put new and existing clients in
touch with the excellent island-based companies offering the required services.

How do you see the register developing in the future?

Everything that we do is focused on supporting a successful, sustainable long term future for the Business Aviation
community and ensuring that IOMAR delivers. We have recruited strongly but carefully over the last two years and
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have significantly enhanced the IOMAR team by employing highly capable individuals with relevant technical ex-
pertise balanced by a strong customer service ethos. By way of concurrent activity, we have introduced an IT sup-
port system which has genuinely revolutionised the way we work and delivered significant efficiencies which can
be passed on to our valued clients.

We recognise that the nature of Business Aviation operations is 24/7/365, spans the globe and requires significant
flexibility. Hence we have made a significant investment in time and money to develop our online services offering.
We have successfully implemented the second phase of online services for our customers, with more to follow in
the future. Without seeking to dilute our award winning customer focused approach, we are striving to continually
develop an extensive online service to support the demands of the industry regardless of time zone.

All currently available evidence points to the fact that international trading conditions are extremely tough and that
the global economy is still experiencing significant financial uncertainty. The fact that IOMAR continues to grow at a
healthy rate must surely be a strong endorsement of the robust nature of our business model. However, we are not
complacent and remain constantly focused on incrementally improving the service we provide.

Conclusion
It is probably reasonable to expect tough international trading conditions to continue. | read about global uncer-
tainty; financial instability; sanctions biting; second hand values plummeting and a new norm being established.

But | remain optimistic for the future; Business Aviation always finds a way, primarily because of the excellent peo-
ple that work within this industry. The people | meet are full of imagination, technical expertise, drive and determi-
nation and that makes this wonderful industry what it is.
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As far as the IOMAR is concerned, | honestly believe that we have good grounds to be optimistic; all the enablers
are in position and we are well placed to catch the upswing when it comes. All of our work, everything that we
have done, everything that we continue to put in place, is focussed on playing our part in supporting industry. We
will continue our process of continuous incremental improvement to refine and build on what we have already
achieved.

The Registry team and | are totally dedicated to supporting a bright, sustainable future for industry and our clients.

Globally we are the fastest growing, most successful offshore aircraft register and our clients and the industry know
why, but we will never take our success for granted. We will continue to listen, adapt and improve with the same
enthusiasm that we always have.

In short, we will strive to deliver excellent customer service; continue to facilitate high requlatory standards and
maintain continued appropriate growth. m
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Sir Richard Branson is set to order 10 supersonic jets
from Boom, who claim this will herald a new era of
supersonic travel
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ir Richard Branson has confirmed that Virgin has options to buy 10 of the recently revealed supersonic Boom

jets, which will be capable of flying at Mach 2.2 and cross the Atlantic in three and a half hours. That’s San

Francisco to Tokyo in under five hours or Los Angeles to Sydney in six. That transatlantic trip cuts the stand-

ard seven-hour journey by more than half. With a round-trip price tag of $5,000 it’s not exactly ‘affordable’
travel, but for the world’s business elite, it’s a steal.

Virgin is partnering with former Amazon executive Blake Scholl, who is putting together a prototype of the new jet
in a Colorado aircraft hangar. Virgin said it hopes to help with the manufacturing and testing process. While several
other companies, including Boeing and Lockheed Martin, are developing new supersonic jets Scholl said his plan is
likely to beat them to market as it does not require any new technology that would need approval by regulators.

So how does Boom plan to do it? And how will it avoid the pitfalls encountered by its glamorous, doomed prede-
cessor Concorde?

Modern aerodynamics, carbon fibre composites, the latest engine technology and a smarter business strategy;, it
says. To reduce weight, the plane will be made of a carbon-fibre composite instead of aluminum. According to the
simulations, Boom’s design is quieter and 30 percent more efficient than Concorde. Seats will be similar to standard
domestic first-class to reduce weight, and there will be just 40 of those seats too, making it a lot easier to fill than
the 100-seater Concorde -- a strategy, says Boom, that cost Concorde dear. They’ll be split into two single-seat rows,
so everyone has an aisle seat and a window seat.

To cut flight time, Boom'’s plane will cruise at 60,000 feet, where passengers will be able to see the curvature of the
earth, while going 2.6 times faster than other passenger planes. Scholl said about 500 routes fit the craft’s market,
including a five-hour trip from San Francisco to Tokyo and a six-hour flight from Los Angeles to Sydney.
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“Boom was founded on the philosophy that we need to overcome the challenges to supersonic passenger flight, not sur-
render to them” the firm says. “Today, international travel means jet-lag and days of lost productivity and family time.
But imagine leaving New York in the morning, making afternoon meetings in London, and being home to tuck your kids
into bed. Unlike Concorde, flying Boom is affordable - the same price as business class.”

“We are offering a service that’s way faster, but for the cost of business,” Scholl said. “There is a huge market out there,
more than 20 million a year fly business class internationally. We can take them to Mach 2.2 and save them half their jour-
ney time.”

Scholl reckons there is so much demand for faster international travel that affordable supersonic flights could be-
come a $100 billion market. He said his plane could work on 500 different routes, but will concentrate initially on
London to New York, San Francisco to Tokyo, and Los Angeles to Sydney. The US Federal Aviation Administration
(FAA), and its equivalents in most countries, bans supersonic air travel overland.

Scholl has recruited ex-employees of NASA, Boeing and Lockheed, while US astronaut Mark Kelly is an adviser. They
are planning to fly the prototype next year, with the first test flights occurring at Centennial Airport in Denver, with
supersonic testing near Edwards Air Force Base in California. Scholl concedes that he still needs much more funding
to get even the prototype into the air. So far Boom has attracted just $2 million of investment from mostly Silicon
Valley billionaires, but he said he has more investors lined up when he needs to tap fresh funds.

“I started this because | was sad that | never got to fly on Concorde. | waited but no one was doing it, so | decided to,”
Scholl said. “Ultimately | want people to be able to get anywhere in the world in five hours for $100. To get there you have

to improve fuel efficiency, but step-by-step supersonic air travel will become available for everyone.

“This is supersonic passenger air travel, no bullshit, and it’s actually affordable.” m
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KHMA offer a convenient, accessible and specialist
service that reduces the administrative burden while
maximising the benefits of ownership
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nox House Marine & Aviation (KHMA) forms part of Knox House Trust Limited, an Isle of Man licensed and
regulated Corporate and Trust Services Provider. KHMA offers owners of privately operated aircraft a com-
prehensive range of ownership, management and administration services that are bespoke to their require-
ments and delivered through a single point of contact.

Drawing upon a team of aviation experts and corporate service and trust practitioners, our considerable resource
provides superior personal service with the convenience of instant access to highly technical support and advice.
Our aim is simple: to offer convenient, accessible and specialist services that reduce the administrative burden

KHMA's summary of service

Advice on and supply of ownership structures (SPV’s) for
your aircraft

Aircraft VAT efficient structuring and planning

Providing a solution for importing your aircraft, granting free
circulation in the EU at a zero rate of VAT and duty, provided
the aircraft is operated in such a way as defined as a ‘qualify-
ing aircraft’

Worldwide aircraft registration services

Providing aircraft management and operations through our
partner network

Sourcing the highest level of insurance with competitive pre-
miums through our partner network

Sourcing finance to acquire your aircraft

while maximising the benefits of owner-
ship.

KHMA's aircraft services extend from air-
craft ownership solutions, to registration,
importation, ongoing management and
administration, insurance and finance. We
establish an understanding of our client’s
requirements from the initial enquiry stag-
es and build a suitable solution to suit their
bespoke requirements.

Through our partner network, KHMA can
assist with operational services where flight
planning, airfield slots, ground handling
and land permits will be overseen. We will
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also ensure that the mandatory day to day administration, payments, book keeping and accounting duties are man-
aged.

KHMA is a‘one stop shop’ for all aircraft ownership, management and administration services and we are always de-
lighted to be of assistance. m

Should you wish to discuss any of the services provided by Knox House Marine & Aviation, please contact us at
enquiries@khmarineaviation.com, on +44 (0) 01624 631 710 or visit our website at www.khtlimited.com

KNOXHOUSE
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AWARD-WINNING CUSTOM HOME DESIGN

Award-winning architecture firm RA Shaw Designs has created some of the most sophisticated and technologically advanced luxury properties
in the Caribbean. Recently voted by World Commerce Review, our team specializes in creating a unique sense
of place by integrating building techniques and architectural details with the surrounding culture so that you too can love your home.

For moreinformation, visit usonlineor call 1.649.941.4394
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hile European private banks have attempted to build their capital buffers in a bid to restore confi-
dence across the financial system, a weak financial market environment has created challenges to
these goals. A perfect example of this is illustrated by recent volatile investor reaction to the news that
Deutsche Bank (DB) could be facing substantial fines from the US Department of Justice, a move which
has sent volatility rippling through the market. In order to prevent a repeat of Deutsche Bank’s recent bout of tur-
moil, European private banks will need to adjust to the ‘new normal’ of weak profitability and undergo a restructur-
ing of their business model. Such a dramatic step may be the only way to ensure greater stability and, perhaps more
importantly, to regain the confidence of shell-shocked investors.

A financial market environment that is not conducive to raising capital

The 2008 global financial crisis and the ensuing and ongoing eurozone sovereign debt crisis placed an enormous
amount of pressure on the European financial sector, and several members required third-party assistance to bail-
out over-indebted banks. Fast forward to 2016, and the European Union is still plagued by the woes of its banking
sector, where banks find themselves positioned against several factors that continue to stifle profitability.

A key factor in this context includes the unconventional monetary policies introduced by the European Central
Bank (ECB) to address the legacies from the recent crises. For example, negative interest rates were introduced by
the ECB for the first time in June 2014 in an attempt to discourage savings and promote investment (the current
rate on deposit facilities stands at -0.4%). However, negative deposit rates have forced private banks to either oper-
ate under tighter margins or to pass these extra costs on to consumers, hoping for the best.

The adverse impact of negative interest rates is further enhanced by the asset purchasing programme (APP, more
commonly known as quantitative easing, or QE). Even though the impact of QE on bank profitability remains largely
under-researched, recent studies underscore the policy’s association with substantial adverse effects for banks, with
the largest being a reduction of bank revenue from loans/securities due to lower margins and flatter yield curves.'?
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Capital in the European Union and stress test outcomes

How has this unfavourable environment impacted the banking sector? This July, the European Banking Authority
(EBA) released its European Union banking stress test results, giving a clue to just how the industry is faring. The
test, which covered roughly 70% of all EU banking assets, is a theoretical economic and financial shock simulation
meant to demonstrate the resilience of the EU banking sector. Overall, this exercise is designed to inform super-

visors as they assess banking sector health, promote the importance of adequate capital levels and urge banks to
repair balance sheets.

A key headline message flowing from the EBA’s stress test report is that the EU banking sector, as a whole, has
made significant progress in shoring up its capital base, characterized by a weighted average CET1 ratio of 13.2%
for the end of 2015, 200 bps and 400 bps higher than the 2014 and 2011 averages, respectively. Overall, the report

indicates that CET1 capital (Tier 1 capital) in the sample of banks analysed has increased by roughly US$190 billion
since December 2013.

... better and more transparent data will play a key
role... in allowing supervisors to learn the early
warning signs of financial market pinch points
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However, scratching below the surface of the stress test results reveals weakness in important financial institutions,
particularly for Deutsche Bank (Germany’s largest bank). The underlying shock introduced for the test, an adverse
economic growth scenario that carries an impact of 380 bps decrease to the weighted average CET1 ratio, resulted
in Deutsche Bank’s (DB’s) common equity Tier 1 ratio to drop to 7.8% by 2018, down from 13.19% in 2015. As dis-
played in Figure 1, this leaves DB relatively more thinly capitalized than its peers in the event of financial market tur-
moil. This is particularly concerning given that the IMF recently identified DB as a major source of outward spill-over
to publicly listed banks in Germany and one of the most important net contributors to systemic risks in the global
banking system.’

In large part, this result can be attributed to Germany’s highly competitive banking sector. According to the October
2015 Report on financial structures released by the ECB, the five largest banks in Germany account for a mere 32% of
total assets held. This makes Germany the most fragmented, and thus one of the more competitive, banking struc-
tures in the eurozone, which implies that profitability for bigger lenders is spread out across the large number of
lenders and eroded. As a result, return on equity (ROE) in Germany is among the lowest in the eurozone (see Figure
2).

Deutsche Bank falls under the scrutiny of the US Department of Justice

All of these issues came to a head this September, as Deutsche Bank'’s capacity to withstand negative external
shocks was put to the test when it confirmed a news leak reporting that the US Department of Justice (DOJ) plans
to impose a USS$14 billion fine on the bank, which intends to settle a probe into illicit mortgage lending activity dur-
ing the lead-up to the global financial crisis. Allegations, dating back as far as 2005, are linked to the bank’s involve-
ment in the formation and supply of residential mortgage-backed securities (RMBs), a piece of traded security noto-
rious for its involvement in converting risky homeowner loans into plain vanilla bonds.
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Figure 1. Costs of banking sector fragmentation in Germany
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Figure 2. EBA’s stress test results - Impact on CET1 capital ratio from 2015-18 in adverse scenario
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Figure 3. The cost of lost confidence
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While this is not the first time DB has faced fines of this denomination, this time the estimated amount of the fine
appears to exceed the bank’s litigation reserves, which, as of June 2016, were at US$6.2 billion. Signs of immediate
investors’ distress linked to the prospect of a USS$14 billion fine from the US DOJ were evident in the rapid drop of
21.8% in DB share prices between September 9™ and 27™. While DB share prices have rebounded slightly over the
past month, the overall trend for the year is a downward decline, currently standing roughly 31.7% lower than in
January 2016 (Figure 3).

A similar trend can be observed in DB’s €1.75 billion 6% alternative Tier 1 note, the more risky contingent convert-
ible capital bond (also known as CoCos). CoCos are hybrid securities that are designed to absorb losses either by
converting into common equity or by suffering a principle write-down when the capital of the issuing bank falls
below a certain level. In mid-September, the price of CoCo bonds dropped to 73 euro cents, nearly breaking the his-
torical lows recorded in February when DB was in the midst of market unrest forcing them to put in place a US$5.4
billion bond buy-back scheme. In part, the drop in CoCo prices reflect investors’ concerns that DB would not bein a
financial position to pay coupons on these instruments if significant risks were to materialize.

Weak client confidence is also evident through developments in its 5-year Credit Default Swaps (CDS), a security

that basically functions as insurance against default. Despite low correlation between CoCos and CDS in ordinary
times, news of the impending fine resulted in a sharp increase in demand for CDS securities, leading to a spike in
CDS spreads to nearly 250 bps, more than doubling the 95 bps CDS spreads reported in January.

More than just legal troubles

Recent weak client confidence in DB stems (primarily) from investors comparing DB’s available litigation reserves
with the potential size of the US DOJ fine. While DB has publicly announced that it will challenge the fine, it is un-
clear what the final payment will be. But factors that will certainly come into consideration are the practical and
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political considerations for a penalty large enough to destabilize the systemically important DB and provoke a new
financial crisis.

Looking at DB’s balance sheet in the absence of the DOJ fine, however, there are less concerns for liquidity shortage
over the medium term, a sentiment also quoted by Standard & Poor’s and Moody’s back in February.* In non-ex-
traordinary times, the bank has 124% liquidity coverage ratio, out of a minimum 100%, while 72% of its balance
sheet consists of retail depositors who tend to be less risk averse than hedge funds. This translates to roughly
USS$235 billion of cash and liquid securities.

Meanwhile, concerns are principally associated with two points: first, what the FT has branded as DB’s US$39 billion
credibility gap, ie. the difference between the lender’s tangible assets and its US$16.9 billion market capitalisation;
second, the estimated worth of DB’s balance sheet, which is put to question by the structure of its Tier 1 assets, 72%
of which is comprised by Level 3 assets, considered to be the most illiquid and ambiguously valued of possible Tier
1 assets.”

Nonetheless, in response to the recent dwindling of consumer sentiment, DB has started undergoing painful but
necessary reforms to ensure greater resilience moving forward. More specifically, in November 2016, the bank sold
its stake of Huaxia, a Chinese lender, for US$3.37 billion in addition to efforts to restructure costs by implementing
a hiring freeze in October, scrapping bonus awards for top management, freezing dividend payments and down-
sizing the bank by an approximate 9,000 employees. Also, the bank announced that, if needed, it could raise an ap-
proximate of USS$15 billion in capital through disposing of its retail subsidiary Postbank and its asset management
division.

Dealing with a new normal
Since the 2008 global financial crisis and the 2009 eurozone sovereign debt crisis, it has been a difficult time for the
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European banking sector as a whole. Lending institutions have been faced with an adverse financial market envi-
ronment, muted economic growth and pressures to undergo painful business model restructuring. The difficulties
faced by DB to remain profitable in this type of environment serves as a stark reminder of unfinished reforms to ad-
dress crises legacies and how quickly investors react to bad news. This reminder not only holds true for DB, but for
most private banks in a number of advanced economies.

Until all financial market players become more comfortable in this new normal, where capital requirements are ful-

filled and reforms are fully realized to address the legacies from the recent crises, it is clear that investors will contin-
ue to be more cautious. As such, moving forward, better and more transparent data will play a key role in communi-
cating with the public and in allowing supervisors to learn the early warning signs of financial market pinch points.

This includes continued efforts to continue improving stress testing methodologies and conducting macropruden-
tial stress tests regularly to better monitor vulnerability for prompt action if risks build up. =

lakov Frizis is an Economic Researcher and Paul Lirette is Senior Economist at CASE - Center for Social
and Economic Research
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Global Islamic wealth
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ecent trends in the evolution of the global wealth management market have been mixed. According to the

Boston Consulting Group (BCG)', in 2015 the global asset management industry recorded its worst perfor-

mance since the 2008 financial crisis. Worldwide, assets under management (AUM) rose by just 1% in 2015

to $71.5 trillion from $70.5 trillion, which was a disappointing showing compared to the average annualized
growth rate of 5% between 2008 and 2014.

By contrast, the narrower wealth management industry has continued to expand and prosper. In a White Paper on
the Global Wealth Market published in May 2015, Datamonitor forecast that by the end of 2018, the assets of high
net worth individuals (HNWIs) will surpass $40 trillion, an increase of over $18.5 trillion since the end of 2014. “Dur-
ing the same period,” the report adds, “the assets of the affluent population as a whole will increase to almost 599 tril-
lion. The forecast rate of 23.7% growth for 2014-18 is slightly lower than the 26.5% recorded in 2010-2014.”

With opportunities to generate alpha increasingly elusive, and with margins under pressure and uncertainty still
prevailing about the regulatory outlook, it is small wonder that asset managers and their clients across the world
are re-evaluating their strategies. As a consequence, EY estimates that four out of 10 clients are currently open to
switching wealth managers under the right circumstances. “This represents a 5175 billion to $200 billion global reve-
nue opportunity for those firms willing to make strategic investments to deliver a superior client experience, while others
may find themselves at risk of losing a substantial portion of their business,” EY advises.

Potential for Islamic wealth management
There are several reasons why the Islamic niche of the industry is expected to outgrow conventional wealth man-
agement over the coming decade.
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One of the most fundamental of these is the demographic profile of the global Muslim population. According to the
Pew Research Centre, while the world’s population is projected to grow 35% in the coming decades, the number of
Muslims is expected to increase by 73%, rising from 1.6 billion in 2010 to 2.8 billion in 2050.

One by-product of this demographic dynamic will be the rapid creation of wealth across the Islamic world, which
will underpin the continued expansion of the broad market for Islamic finance.

A Datamonitor analysis forecasts that demographics and economic growth will be especially supportive of the
growth of the wealth management industry in countries with majority or fast-expanding minority Muslim popula-
tions. Over the next few years, one of the world’s fastest-growing wealth management markets, according to the

The clear potential for growth in the Sharia-compliant
wealth management industry is attracting the
attention of policymakers in a number of Islamic
finance hubs as well as regional and international
private banks and asset management groups
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Datamonitor projections, will be Pakistan, which will expand at a 10.27% compound annual growth rate (CAGR)
between 2015 and 2018. This will be eclipsed by the projected CAGR of 10.62% over the same period in Nigeria.

Why is Islamic wealth management under-developed?

It is not just the demographics of the global Muslim population that will drive continued growth of the market for
Islamic finance in general and Sharia-compliant wealth management in particular. Both markets are widely regard-
ed as under-developed relative to their potential. Based on an estimated size of $1.66 trillion in 2014, for example,
Islamic finance assets still represented just 1% of the total global financial market worth $127 trillion2.

The reasons for the relative under-development of the Islamic wealth management industry are well understood
and have been widely documented. One of these is that it cannot be assumed that there is a direct link between the
size of the global Muslim population and demand for Sharia-compliant financial services. This is because many high
net worth individuals (HNWIs) throughout the Islamic world are comfortable with wealth management offerings
from providers of conventional financial services.

A number of other restrictions imposed by Islamic law also narrowed the range of opportunities accessible to in-
vestors committed to observing Sharia-compliant financial rules. For example, the prohibition on interest payments
meant that opportunities to diversify into conventional fixed income instruments were limited. The Koranic ban on
‘gharar’ (defined as speculation) and on trading in products that an investor does not physically own, meanwhile,
has traditionally been a stumbling block to the development of derivatives, structured products and Islamic hedge
funds. This in turn has sharply reduced opportunities available to investors to protect themselves from falling prices
and volatility in a way that is compatible with Sharia guidelines.
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The result of these multiple restrictions has been that asset and wealth management in the Islamic finance universe
has been overwhelmingly long-only equities-based, and vulnerable to macroeconomic uncertainty.

Another reason that has been advanced explaining the relative under-development of the Islamic wealth manage-
ment sector is a so-called trust deficit, according to a recent survey published by the London-based think tank,
Edbiz Consulting?®. Almost half (48%) of respondents to this survey on the Knowledge, Attitude and Practices (KAP)
of the industry indicated that they had never used any Islamic wealth management products and services. The rea-
sons they gave included a lack of understanding, a shortage of trust and a preference for managing their own finan-
cial affairs.

An under-developed takaful sector

In the GCC, in particular, this deficit also appears to extend to another under-developed area for the more efficient
long-term management of Muslim wealth, which is the life takaful (Sharia-compliant insurance) market. Although
there is a relatively sophisticated family (life) takaful sector in Malaysia, inefficiencies in distribution, lack of differ-
entiation between Islamic and conventional insurance, and a shortage of long-term investment opportunities have
combined to impede its growth in the GCC. Data published by AM Best indicate that while life assurance accounts
for 64% of total gross written contributions (GWC) in Malaysia, the share of family takaful in the Middle East is just
12%*.

Closing the gap?

There are, however, a number of indications suggesting that recent developments in Islamic financial services is
more supportive of growth in the Sharia-compliant wealth management industry than it has ever been. This may
explain why the private banking and asset management industry in the GCC is attracting a rising flow of investment
from global investment managers, many of which have been establishing joint ventures with regional banks.
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In terms of product availability, Islamic wealth management is closing the gap on the conventional industry in a
number of ways. In the equity market, for example, the increased diversity of product available to investors is being
driven by liberalisation, most notably in Saudi Arabia.

Meanwhile, a promising development for the sukuk market is the recent decision by JP Morgan to include a number
of sukuk in its flagship Emerging Markets Bond Global Diversified Index, which is widely expected to bolster de-
mand from conventional investors and support liquidity in the market.

Another reason for the positive longer term outlook for sukuk issuance is the high funding requirements that are
likely to be created in areas such as the GCC as a result of depressed oil prices. Standard & Poor’s (S&P), for example,
has estimated that weak energy prices will mean that the GCC will have some $560 billion of funding needs be-
tween 2015 and 2019°. If only a modest share of this total is raised in the sukuk market, it will have a significant im-
pact on issuance volumes and liquidity.

SRI - a driver for Islamic wealth management?

Another potential driver of growth in the sukuk market is the growing conviction that there is a clear overlap be-
tween Islamic financial tenets and socially responsible investment (SRI), which is becoming increasingly appealing
to HNWIs across the global investment community, irrespective of their religious beliefs.

This overlap is not just a reflection of the koranic prohibition on investment in a number of industries that are in-
creasingly regarded as socially taboo in non-Muslim as well as Muslim majority countries. It is also a function of the
structure of Sharia-compliant investment instruments, many of which are based on real asset ownership. Speaking
at the World Energy Summit in Abu Dhabi in January 2015, Sean Kidney, CEO of the Climate Bonds Initiative, com-
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mented that “the asset-focused nature of all sukuk makes it a good fit with the green bonds concept, which is also as-
set-focused®.” This mirrors a broader belief that growth in demand for asset-based investments is likely to continue
against the backdrop of fiscal uncertainty, supporting further increases in the popularity of Sharia-compliant instru-
ments among Muslim and non-Muslim investors alike.

More products needed

Nevertheless, while the growth in the sukuk market is encouraging, if Islamic wealth management is to flourish, it
is essential that practitioners and their advisors explore a broader repertoire of products such as Sharia-compliant
exchange traded funds (ETFs), real estate investment trusts (REITs), private equity funds and liquid alternatives.

Harnessing growth opportunities in Islamic wealth management

The clear potential for growth in the Sharia-compliant wealth management industry is attracting the attention of
policymakers in a number of Islamic finance hubs as well as regional and international private banks and asset man-
agement groups.

Malaysia has made no secret of its ambitions to strengthen its position as South-East Asia’s dominant centre for Is-
lamic finance in general and Sharia-compliant wealth management in particular.

The Malaysian financial services sector has responded constructively to the government’s push to promote Islamic
wealth management. In September 2016, for example, the Kuala Lumpur Stock Exchange opened the world'’s first
end-to-end Islamic exchange platform, named Bursa Malaysia-I.

Leading asset managers are also supportive of Malaysia’s ambitions in the wealth management arena. When it
launched its new Sharia-compliant ASEAN Megatrend Fund in April 2016, for example, RHB International Asset Man-
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agement announced that this was aimed at complementing the government’s efforts in “developing and growing
the Islamic Finance marketplace with the aspiration to position Malaysia as a key player’.”

Significantly, RHB is reported to be planning to follow the launch of the Megatrend Fund with a range of Shar-
ia-compliant products offering investors exposure to private equity, real estate and sukuk, as well as equities.

Progress in Dubai

In the Middle East, meanwhile, Dubai is committed to expanding its financial centre, with Islamic private banking,
asset and wealth management all expected to play a pivotal role in supporting this growth by exploring a range of
new Sharia-compliant versions of conventional instruments. For example, the Fatwa and Sharia Supervisory Board
of the Dubai Financial Market (DFM) has recently published a draft paper on Hedging against Investment and Finance
Risks®. This outlines the DFM’s standard on hedging which forms a “point of reference for Islamic banks and financial
institutions to safeqguard their funds without violating the rules of Sharia.”

As well as being committed to providing a growing repertoire of Sharia-compliant investment funds for local inves-
tors, Dubai’s leading asset managers are also offering HNWI investors an increasingly international suite of products,
often in joint ventures with overseas managers.

Another growth area for wealth managers focusing on opportunities in the Middle East is the private equity market.
Increased investment in the private equity sphere is being driven by innovative players such as the Dubai-based

principal investments firm, Fajr Capital, which is focusing on investment opportunities in the high growth markets
in the Organisation of Islamic Cooperation (OIC).
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Conclusion: holistic wealth planning and management offerings

While offering Islamic investment funds across a range of asset classes is a key pillar of the wealth management ser-
vice offered by leading asset managers and private banks, the winners in this fast-expanding market will be those
that are able to offer a more holistic Sharia-compliant wealth planning and management package to Muslim clients.

As the Labuan International Business and Financial Centre explains®, “the process involves the creation of wealth
through (inter alia) a business, profession or trade and/or savings with financial institutions, the investment of the wealth
created to generate returns, the protection of wealth through risk management, takaful and trusts, and the distribution of
wealth through gifts (hibah), wills and trusts. The range of activities comprises financial analysis, Sharia compliant as-

set and securities selection, investment planning and ongoing monitoring of investments, as well as estate planning, tax
planning and retirement planning.” m

Sohail Jaffer is Deputy CEO of FWU Global Takaful Solutions
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fter witnessing one of the steepest declines in prices in decades, can fossil fuel industries expect to ride a
strong cyclical recovery in demand? If there has been one constant in energy markets over the past four
decades it is that low prices, particularly in the case of the world’s single most important fossil fuel, oil, can
be relied upon to stimulate economic growth and in turn stoke global demand for the fuel.

If so, the over halving of oil, coal, and LNG prices over the past two years has set the stage for a powerful recovery
in global demand and ultimately in the price for these fuels. But can investors still rely on this time-tested principle
as the world commits to ever nearer and more stringent targets to reduce global emissions and mitigate the worst
consequences of accelerating climate change?

A growing number of institutional investors around the world are not only questioning the cyclical upside for fos-
sil fuels but more fundamentally their longer-term value and viability in a global economy that must rapidly and
dramatically decarbonize. In 2014, institutional funds holding a combined $24 trillion under management signed
a Global Investor Statement, recognizing they have a fiduciary responsibility to their investors to manage climate
change risks in their portfolios.

Some like California’s Public Employee Retirement System (CalPERS), the largest public pension fund in North Amer-
ica, and the $850 billion Norwegian sovereign wealth fund (Government Pension Fund-Global) have already begun
to immunize themselves from those risks. They have chosen to divest from fossil fuel industries such as coal and oil
sands that are most exposed to global efforts to mitigate climate change. And they are not alone.

Mounting concern over global climate change has quickly catapulted the movement to jettison fossil fuel securities
from institutional portfolios into the fastest growing divestment campaign in history. Beginning with endowment
funds at institutions like Stanford University and the University of California, the divestment movement from fos
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sil fuels has spread across the global financial community. More than 500 institutions including over 170 pension
plans, sovereign wealth funds, university endowment funds and private fund mangers have already divested $5.2
billion dollars from fossil fuel industries. Ironically even the $850 million Rockefeller Fund, a historic oil money fund
established by the Rockefeller family-owners of Standard Qil, the predecessor of Exxon, has announced its intention
to rid their portfolio of fossil fuels.

In the process the divestment movement has quickly shifted its focus from social activism to portfolio manage-
ment. Originally, the divestment campaign was motivated by moral concerns much like predecessor movements
that had targeted tobacco companies and the former apartheid regime in South Africa. In this case, divestment was
motivated by the concern that emission-driven climate change would have potentially catastrophic consequenc-
es from the increased frequency of extreme weather, threats to world food production, and widespread island and
coastal flooding as sea levels rise.

Global efforts to mitigate climate change must soon
take a heavy toll on future fossil fuel demand
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But with galvanizing global action, both at the individual country level as well as through international agreements,
committed to aggressive emission cuts, the focus of divestment campaigns has shifted from moral concerns to eco-
nomic ones. As toughening emission regulations around the world begin to take their toll on global demand for
fossil fuels, there is a growing recognition among institutional investors that mitigating climate change will severely
limit the future use of fossil fuels, rendering much of current production levels, and the bulk of proven reserves, eco-
nomically unviable.

While the notion that climate change will ultimately compel the world economy to wean itself off fossil fuels is not
new, the timeframe in which it must do so has suddenly become far more imminent than once believed. The urgen-
cy for action is underscored by the alarming rise in atmospheric carbon which is already above 400 parts per million
(ppm) and well on track to breaching the 450 ppm threshold that the world’s scientific consensus has steadfastly
warned we dare not exceed.

The United Nation’s Intergovernmental Panel on Climate Change (IPCC) estimates that at the current rate of annu-
al emissions (around 39 gigatonnes), the global economy has less than three decades left to burn hydrocarbons-a
prospect that leaves over two-thirds of the world’s proven reserves of coal, oil, and natural gas effectively unburn-
able.

Of course, the world economy’s fossil fuel burning days can be extended beyond that timeframe but only through
reducing the rate of annual emissions now and hence stretching out the remaining carbon budget (roughly be-
tween 500-1,000 gigatonnes depending on the climate change target chosen and the degree of confidence in
achieving it) to mid-century or slightly beyond. Even so, to stabilize atmospheric carbon at 450 ppm, will require
that annual global emissions by mid-century are less than half of what they are today.
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With fossil fuel combustion accounting for more than 80 per cent of global carbon emissions, the onus for meeting
those targets falls squarely on the energy sector. According to the International Energy Agency (IEA) as depicted in
its Climate Change Scenario, meeting the 450 ppm target, and hence limiting the average increase in global tem-
peratures to 2 degrees Celsius, requires both global oil and coal consumption to peak by as early as by the end of
this decade and steadily decline thereafter. Global consumption of thermal coal, the single largest source of global
carbon pollution, will need to be cut in half by 2040 with coal-fired power generation falling from more than 40 per
cent of global electricity production to less than 10 per cent.

The outlook for oil demand isn't much brighter. To meet required global emission targets needed to stabilize at-
mospheric carbon at 450 ppm, world oil consumption will also need to peak by the end of this decade and fall to 80
million barrels per day (bpd) by 2030 and to 74 million bpd by 2040. That required reduction in future global oil de-
mand would shut in roughly a quarter of today’s nearly 97 million bpd of production.

Even holding atmospheric carbon to the 450 ppm threshold paints a bleak outlook for fossil fuel industries. That
threshold is in turn benchmarked to limiting the rise in average global temperature to a two-degree Celsius in-
crease. Once considered a prudent objective for climate change mitigation, today the two-degree target is seen as
an outlier of what is now considered to be tolerable global climate change. Over 170 countries recently committed
to a more stringent goal of limiting the average increase in global temperature to between 1.5 degrees — and less
than 2 degree Celsius at the Conference of the Parties (COP 21) to the United Nations Framework Convention on
Climate Change in Paris last year.

The new temperature target adopted at Paris requires larger emission reduction cuts and consequently even deep-
er reductions in global fuel consumption than modeled in the IEA’s Climate Change Scenario. Coming into force by
2020, the commitments made at Paris mandates nothing less than huge and irreversible cuts in carbon emissions
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that can only occur with significant reductions in the use of fossil fuels. Some estimates suggest that world oil con-
sumption will have to fall by over half from current levels by mid century if we are to limit the increase in global
temperature to only 1.5 degrees Celsius.

As measures to achieve emission targets take hold around the world, they threaten to stymie the business as usual
recovery in fossil fuel demand without which much of today’s fossil fuel industry is already no longer viable. Accord-
ing to Moody’s, half of the world’s coal reserves had already become uneconomic to exploit, as both thermal and
metallurgical prices recently fell close to decade lows. As tightening emission regulations are enforced, particular-
ly in China, which accounts for half of world coal consumption, once booming growth in world coal demand has
ground to an abrupt halt.

Global coal consumption fell by an estimated 2.5 per cent in 2015, almost double the decline seen during the last
recession, after registering no growth the previous year. With demand stagnating, coal prices have plunged, shav-
ing off billions of dollars of market capitalization from coal stocks and triggering bankruptcies and mine closures
around the world.

Peabody Energy, once the largest publicly listed coal stock in the world, lost more than 90 per cent of its share value
over the last five years before declaring bankruptcy in April 2016. Similar fates have befallen other coal giants like
Alpha Resources and Arch Coal, which joined over a dozen US coal firms which went bankrupt over the past couple
of years.

However stressed the coal industry may be today, it faces the prospect that in an emissions constrained world, it
will lose nearly half of its market over the next two and half decades. The IEA has warned that only low cost, small -
scale, new coal projects would be viable in that world.
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The outlook is not fundamentally different for oil producers. Just as low coal prices have stranded coal reserves
around the world, low oil prices, have suddenly rendered huge reserves of high cost oil like the billions of barrels

of bitumen found in Canada’s oil sands uneconomic to produce. Already singled out in a number of divestment
campaigns, the oil sands are not only one the most emission intensive sources of oil supply but more critically, they
are one of the most expensive supply sources anywhere in the world and hence the most vulnerable to any emis-
sions-driven reduction in world oil demand.

Prior to the collapse in oil prices for their once triple digit perch, oil sands production was scheduled to more than
double to over 5 million bpd over the next decade and half - an increase that would have catapulted Canada into
the front ranks of oil producing nations. But whereas the rapid growth of high cost unconventional supply was once
seen as crucial to meeting ever-growing global petroleum demand, oil sands production has become largely redun-
dant in an oil market flooded by US shale production and record OPEC and Russian output.

With production costs of new oil sands projects almost double the current price of bitumen, over $50 billion of
planned investment in expanding oil sands production have been cancelled. But even today’s roughly two and half
million bpd production from the oil sands looks unsustainable without a huge recovery in oil prices.

Next to coal firms, the high cost oil sands sector has been the hardest hit by the collapse in fuel prices. While the oil
sands industry continues to pin its hopes on new pipelines to tidewater, glutted overseas markets in Europe and
Asia typically pay less for bitumen and other forms of heavy oil than oil sand produces currently receive from North
American refineries.

A return to anywhere close to the triple digit oil prices that spurred their development of the oil sands, as well as
shale and other high cost supply sources like deepwater and Arctic, seems less and less likely. The closer that inter


http://www.worldcommercereview.com

national agreements like COP 21 and their aftermath bring the world to reducing combustion of fossil fuels, either
through pricing carbon emission or through promoting the rapid use of green energy, the bleaker the outlook for
oil prices and high cost supply sources.

Institutional investors who have already divested from coal and oil sands stocks have avoided substantial loses in
their portfolio. Both now trade at a fraction of their former values. Other investors, who might consider positioning
themselves for a business as usual recovery in fuel demand and prices, have good reason to think twice. Global ef-
forts to mitigate climate change must soon take a heavy toll on future fossil fuel demand. =

Jeff Rubin is Senior Fellow at the Centre For International Governance Innovation and former Chief
Economist and Chief Strategist at CIBC World Markets
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World Commerce Review is pleased to announce that FWU Global Takaful Solutions has been
awarded the Most Innovative Family Takaful Service Provider 2017.

The selection panel took into account service innovation, on-going customer support and best
practice criteria.

In addition, forward planning and CSR were seen as key areas for the award committee.

The World Commerce Review awards are recognised as the principal indications of professional
conduct and excellence.
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error—strewn

DiCaprio’s new film is based on the highly debatable
hypothesis that carbon dioxide emissions from human
activities are causing catastrophic climate change,
write Tom Harris and Tim Ball
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n October 30, just 9 days before the United States election, Hollywood actor Leonardo DiCaprio’s new
climate change movie, Before the Flood, debuted on the National Geographic Channel. The film was
broadcast in 45 languages in 171 countries and, until November 6, was available for free on YouTube
(where it had over 9 million views), Twitter, Facebook, Google Play, iTunes, Amazon, and Hulu. Like former
Vice-President Al Gore’s An Inconvenient Truth, DiCaprio’s film may very well become standard fare in classrooms
across the world.

Both DiCaprio and director Fisher Stevens were supporters of former Secretary of State Hillary Clinton’s presidential
bid and, according to CNN, made it their goal to release the movie before the election. Like all politically-motivated
communications, students should take the film with a grain of salt.

Not only is the documentary’s bias obvious, but it is as error-riddled as the short film Carbon that DiCaprio released
just before the 2014 UN Climate Summit in New York. Like Carbon, the actor’s new film is based on the highly de-
batable hypothesis that carbon dioxide (CO,) emissions from human are causing catastrophic climate change. Coal,
oil, and natural gas, the world’s least expensive and most abundant energy sources, must therefore be turned off
as soon as possible, DiCaprio says. He seems unaware that the Nongovernmental International Panel on Climate
Change (NIPCC) lists thousands of scientific papers that either debunk or cast serious doubt on the climate scare.

At the start of the film Leo asks United Nations Secretary-General Ban Ki-moon,
“What specific message do you think is the most important?”

Ban replies:
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“Climate change is coming much, much faster. We have seen such an extraordinarily extreme weather patterns.”

DiCaprio nods in agreement.

But they are completely wrong. Current rates of change are well within the bounds of natural variability. The United
Nations Intergovernmental Panel on Climate Change (IPCC) estimates that the statistical average of surface temper-
atures increased only 0.85 degrees Celsius between 1880 to 2012. Such modest warming is to be expected given
that the Earth has been recovering from the Little Ice Age since the late 19*" century. Humankind’s contribution to
this relatively small temperature rise is obviously not a problem.

At a cost of between $1 trillion and $2 trillion
annually, the Paris climate agreement...is likely to
be history’s most expensive treaty
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According to NASA satellites, global warming essentially ceased in the late 1990s. Yet CO, levels have supposedly
risen about 10% since 1997, a figure that represents an astonishing 30% of all human-related emissions since the
start of the industrial revolution. This contradicts all CO,-based climate models upon which global warming con-
cerns are founded.

Leo tells viewers that, when he was in his early twenties, he met with then Vice President Al Gore in the White
House. Leo learned from Gore:

“Almost everything we do releases carbon dioxide. And that leads to climate change. The polar ice caps will melt. The seas
will start to rise. There will be more dangerous weather patterns, floods, droughts, wildfires.”

DiCaprio concluded that Gore’s fears:
“sounded like some nightmarish science fiction film. Except everything he said is real and its happening right now.”
But Leo is wrong again. This is one of the few areas of agreement between the IPCC and the NIPCC.

In 2012 the IPCC asserted that a relationship between global warming and wildfires, rainfall, storms, hurricanes, and
other extreme weather events has not been demonstrated. The 2013 NIPCC report concluded,

“In no case has a convincing relationship been established between warming over the past 100 years and increases in any
of these extreme events.”
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The National Oceanic and Atmospheric Administration website reveals that the incidence of extreme weather state
records has been decreasing in recent years. No records were set in 2016 or 2015. In 2014, there was one. 2013, one.
2012, one. One must go back to the 1930s to find a time when state-wide extreme weather records were being set
often.

As human habitation increases in areas that were previously sparsely populated, there will naturally be more re-
ports of extreme weather and more related insurance claims. But there is no convincing evidence of arise in the
incidence or severity of extreme weather.

And it is the same with virtually all of DiCaprio’s other climate concerns. The current rate of sea level rise is less than
one tenth that of 8,000 years ago. There are regions in the ocean where pH (a measure of acidity) varies more in a
day than the most extreme forecasts for the 21° century, yet ocean life adapts. Arctic summer sea ice area increased
almost a million square kilometers between 2012 and this year.

Showing images of Republicans, Florida Governor Rick Scott and Senator Marco Rubio, as well as Alaska Senator
Lisa Murkowski, DiCaprio complains:

“half the people in office still don’t believe in climate change.”
Republicans obviously know that climate changes. Otherwise, the Laurentide ice sheet would still cover a large por-

tion of the northern United States. The glaciers that created Long Island and carved out the landscape of New York
City, for example, disappeared thousands of years ago as the climate warmed due to natural causes.
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It is true that an increasing number of politicians do not believe that our greenhouse gas emissions are causing a
global warming crisis. As demonstrated by the NIPCC reports, they have strong scientific justification for that stance.

DiCaprio asks Miami mayor Philip Levine:

“why do you think there are still such opposition about the science?”

Levine answers,

“I'think it’s politics. | think it still has to do with lobbying and industry.”

But the most powerful lobbying and vested commercial interests lie on the side of climate alarmism. The latest
Foundation Center report (2010) shows that the California-based William and Flora Hewlett Foundation alone do-
nated more than one half billion dollars to climate change programs in 2008, over one hundred times as much as
the average annual donation that the conservative Koch brothers have supposedly given to skeptics.

The money being spent on climate change is incredible. According to the Congressional Research Service, between
2001 and 2014 the US Government spent $131 billion on human-caused climate change projects. They also allowed
tax breaks for anti-CO, energy initiatives totalling $176 billion.

The San Francisco-based Climate Policy Initiative revealed that more than $1 billion is now spent every day across

the world on climate finance. Sadly, only 6% of it is devoted to helping vulnerable societies adapt to climate
change. The rest is spent trying to stop climatic events that might someday happen.
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These extraordinary costs are set to increase still further. Bjorn Lomborg, director of the Copenhagen Consensus
Center, wrote in the Wall Street Journal on October 13:

“At a cost of between 51 trillion and 52 trillion annually, the Paris climate agreement...is likely to be history’s most expen-
sive treaty.”

DiCaprio admits in the film:

“The more I've learned about this issue... the more | realize how much | don’t know.”

That is an understatement. Had the UN ‘Messenger of Peace’ spoken with any of the thousands of experts who op-
pose the climate scare, he would have realized that the real tragedy is the vast sums wasted across the world on
this, the most expensive science deception in history.

Oregon-based physicist Gordon Fulks explained that the climate campaign has

“become a sort of societal pathogen that virulently spreads misinformation in tiny packages like a virus. CO, is said to be
responsible for global warming that is not occurring, for accelerated sea level rise that is not occurring, for net glacial and
sea ice melt that is not occurring, for ocean acidification that is not occurring, and for increasing extreme weather that is

not occurring.”

DiCaprio’s new film is just another vector for spreading the virus.
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DiCaprio is correct in one respect. The late Bob Carter, former professor and head of the School of Earth Sciences at
James Cook University in Australia, explained,

“Climate change is a moral issue, and there is nothing quite so immoral as the sight of well-fed, well-housed Westerners
assuaging their consciences by wasting huge amounts of money on futile anti-global warming policies, using money that
could instead be spent on improving the living standards in developing countries.”

Carter concluded,

“Denying poor nations, many of whose citizens lack adequate sanitation, schooling, clean water, and health services,
the finance to build inexpensive hydrocarbon-fired power stations, and who in consequence suffer millions of premature
deaths every year, has been aptly described as technological genocide. And that is where the moral outrage should lie.”

DiCaprio should make a film about it. m
Tom Harris is executive director of the Ottawa, Canada-based International Climate Science Coalition.

Dr Tim Ball is an environmental consultant and former climatology professor at the University of
Winnipeg in Manitoba
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