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China: A bloody nose at the WTO 
Summary 
China last month suffered its first defeat at the World Trade Organisation (WTO) since it joined in 2001 with the 
trade body’s dispute settlement body ruling against Chinese restrictions on imports of foreign-made automobile 
parts. 

 The economic benefits of the ruling for the global automobile industry are likely to be slight. 

 China’s defeat is likely to herald greater tensions over trade between Beijing, Washington and 
Brussels as a global economic slowdown and the prospect of a Democratic president in the White House 
give rise to greater protectionist sentiment. 

 But the increased visibility of tensions does not signal a full-blown trade war between China and its 
major trading partners, as the interests of multi-national firms and the mutually dependent nature of Sino-
American trade will temper any significant retaliation measures.  

A fruitless victory? 
The WTO’s interim ruling came after the US, the EU and Canada filed a complaint against the restrictions in 2006, 
and found that China’s decision to raise the tariff on imported automobile parts from 10% to 25% (the same as an 
imported vehicle) if the parts accounted for more than 60% of the finished product’s value amounted to subsidising 
its domestic automobile parts industry.  

China had argued that the measure was aimed at preventing tax evasion by firms that import whole vehicles as 
spare parts to avoid the higher tariffs to which cars are subjected. The final ruling is expected to be released in late 
March; however it is extremely rare for the panel to change its findings. China is likely to appeal the decision. 

To what extent parts manufacturers outside of China will benefit from the ruling is questionable. Chinese 
manufacturers, meanwhile, are not expecting a flood of imports if Beijing is ultimately forced to cut tariffs. China’s 
car market is the second largest after the US, with sales rising by 22% last year to 8.8m units. With this in mind, 
many major suppliers are keen to establish operations in China. Large US suppliers such as Dephi and Visteon 
have been making parts in China for years, with Delphi running more than ten manufacturing facilities and having 
invested more than $500m.  

The longer China has a system in place that encourages automakers to have their parts sourced in China, the 
more likely it is that foreign car parts companies are going to invest in China – and they are not going to shut down 
their operations once those tariffs are removed.  
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More to come 
While the economic benefits of the ruling might be slight, it does have wider ramifications. It is likely to embolden 
US and EU politicians, who will be more willing to take higher-stakes cases to the WTO rather than opting for a 
bilateral settlement. Using a multilateral organisation such as the WTO gives complaints greater weight and makes 
it less easy for Beijing to dismiss them as ‘China bashing’. 

The US has already filed a complaint about China flouting WTO rules on intellectual property, while the EU and the 
US have both warned China that its rules governing providers of financial information such as Reuters and 
Bloomberg may violate its WTO commitments. China is also likely to be on the receiving end of more anti-dumping 
duties; this week’s EU vote to impose penalties on air compressors from China despite opposition from trade 
commissioner Peter Mandelson demonstrated an increased appetite for such moves. 

Three factors signal the potential for greater confrontation on trade: 

 A slowing world economy is likely to give rise to more protectionist sentiment and put pressure on US and 
EU leaders to take a harder line on China over trade. This is especially likely to be the case if forecasts of a 
US recession prove correct and an economic downturn results in widespread unemployment. China’s 
massive trade surplus has long been blamed for US job losses and such scapegoating of China is likely to 
intensify.  

 The potential election of a Democratic president is also likely to lead to a tougher stance against China on 
trade. The decision of the Bush administration to take the car parts case to the WTO can be seen as part of 
efforts to forestall even tougher sanctions against China by the majority-Democrat Congress elected in 
2007. The Bush administration has, by and large, preferred a less confrontational approach over trade. Both 
the Democratic presidential front-runners are co-sponsors of a controversial Senate bill that would establish 
guidelines to determine if countries such as China are manipulating their currencies to gain an unfair trade 
advantage. Confirmed manipulation could result in legal action involving the WTO. 

 EU concerns about China’s trade surplus and currency have been until recently less visible than in the US, 
but this is changing. The fall of the dollar against the euro in 2007 means that the EU's deficit with China is 
expanding faster. The cap on Chinese textile exports put in place in 2005 amid the ‘bra wars’ expired at the 
end of 2007 and could lead to fresh tensions this year. However, the EU often lacks the clout of the US in 
negotiations over trade issues because Beijing has found that it can play EU members off against each 
other. 

No trade war 
There are clear signs that tensions between China and its major trading partners will be ratcheted up over the next 
year, but several factors temper the ability of US and EU politicians to take action that might result in a full-blown 
trade war. Furthermore, China has little incentive to provoke such retaliation. 

Any major move to stem Chinese exports will likely be opposed by US and European multinationals, which would 
stand to lose most from any kind of trade war. China’s low-cost production base has been the key to the success of 
major companies such as Wal-Mart. These companies’ concerns are ultimately likely to trump those of the 
manufacturing sector, which, especially in the US, is much smaller and less influential than when Japan faced 
similar pressures in the 1980s.  

The US Senate legislation aimed at penalising China’s exports is also likely to prove a hollow threat and the bill on 
currency manipulation is unlikely to be effective even if passed. The bill is designed to allow the US to define 
certain currency practices – such as those of China – as a form of ‘dumping’, or selling goods below cost. However, 
current WTO rules on anti-dumping require subsidies to be specific to a product rather than broad-based, as an 
under-valued exchange rate would be.  

Moreover, while both Hillary Clinton and Barack Obama have resorted to anti-trade rhetoric to woo blue-collar 
voters suspicious of the effect of globalisation on US jobs, they both hail from a wing of the Democratic Party 
traditionally more sympathetic to free trade. While both may be critical of China’s status as a holder of huge US 
debt, they will be no doubt aware that this could be used by Beijing as leverage in any confrontation and that 
China’s cash stockpiles have been shoring up the balance sheets of Wall Street’s ailing investment banks.  
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China compliant 
In many ways it is inevitable that China’s state-dominated economy will sometimes be at odds with the neo-liberal 
economics embodied by the WTO, but China has no real incentive to backtrack on its commitments. Despite talk 
that Asia’s economies may be ‘decoupling’ from the US, China is unlikely to risk provoking US protectionist 
sentiment at a time when demand for Chinese exports could slow sharply. 

Beijing has been broadly compliant with the rules and regulations that it committed to upon accession, which were 
much tougher than those agreed to by countries joining when at a similar level of economic development, such as 
India and Brazil. Despite widespread concern at China’s massive trade deficit, it has been involved in significantly 
fewer WTO disputes than the US, the EU and other large emerging economies.  

Although it may drag its feet on its WTO commitments in certain areas, such as intellectual property, China has 
largely played by the rules. However, it is unlikely to react favourably to efforts to change those rules, and to 
suggestions from some quarters that the WTO be used as a forum to discuss currency issues. A move to toughen 
up IMF currency surveillance guidelines in June last year infuriated Beijing. There is no reason to think that any 
similar move at the WTO would result any differently. 

*************************************** 

Should you wish to discuss this with the analyst, please contact Andrew Gilholm at andrew.gilholm@control-
risks.com.  


