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PART ONE

Introduction

Closer informal diplomatic relations
between Lithuania and Taiwan led to
Lithuania’s desire to pull out of the
17+1 China-CEE countries cooperation
framework, and allow Taiwan to open
a representative office in Vilnius using
the name “Taiwan” instead of “Taipei.”
In reaction, China launched its most
comprehensive sanctions regime
against an individual country to date.

To understand the current state of Sino-Lithuanian relations, one must understand
the shift in Sino-European relations. A dovish relationship focused on trade and
global cooperation has become more hawkish. European officials are beginning to
synchronize with the United States’ focus on human rights, defending the liberal
world order, and upholding a “Free and Open Indo-Pacific.”

This shift became more noticeable due to the United States’ campaign to block
Huawei equipment from being installed in European telecommunication networks
and the US-China trade war during the Trump Administration.2 The shift continued
through the Covid-19 pandemic. Economic restrictions by Western powers
targeted the government of the People’s Republic of China (PRC) and Chinese
Communist Party (CCP) entities and individuals in the western region of Xinjiang,
statements called out reported human rights abuses in Hong Kong, and several
European militaries increased their forward presence in the Indo-Pacific, albeit
mostly in symbolic fashion.? The chill that has swept over Sino-European relations
has been most acute within the various countries of Central and Eastern Europe
(CEE). The state of relations now varies from country to country; some nations
retain closer ties to Beijing while others face a breakdown of ties altogether.?

It is under this backdrop of Sino-European relations that the deterioration of
Sino-Lithuanian relations came to a head in 2020. In April that year, about 200
Lithuanian politicians expressed to President of Lithuania Gitanas Nauséda their
desire for the government to support Taiwan'’s involvement in the World Health
Organization.® Lithuanian politicians had already praised Taiwan'’s effective
handling of the Covid-19 pandemic and the 100,000 facemasks that Taiwan
donated to Lithuania earlier that same month.®

Closer informal diplomatic relations between Lithuania and Taiwan led to
Lithuania’s desire to pull out of the 17+1 China-CEE countries cooperation
framework, thus creating the 16+1 cooperation framework in its place, and

an eventual breakdown in Sino-Lithuanian diplomatic ties.” These actions

were followed by fellow Baltic states, Estonia and Latvia, which also left the
cooperation framework in August 2022.8 In addition, Lithuania allowed Taiwan to
open a representative office in Vilnius using the name “Taiwan” instead of “Taipei.”

In reaction, China launched its most comprehensive sanctions regime against an
individual country to date and began pressuring companies registered in other
European Union member state countries to stop doing business in Lithuania.®
These actions against Lithuania and the European Common Market could serve
as the first instance where the EU’s Anti-Coercion Instrument (ACI) is utilized. And
given China’s de facto ban on trade with Lithuania, the small Baltic state could

be viewed as a test case of future economic coercive measures against other

EU member states that push back against China’s geo-strategic interests like the
isolation of Taiwan.

Relations between China and EU member states have worsened because of
Russia’s invasion of Ukraine. The Sino-Russian relationship of “friendship without
limits” has made many officials across European capitals nervous towards China.
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This report examines how the Chinese
government sanctioned Lithuania and
used secondary sanctions in service of
their geopolitical goals.

INTRODUCTION

This nervousness stems from China’s unwillingness to condemn Russia for its
actions, fears that China could aid Russia in some way, and Russia’s willingness to
amplify China’s disinformation messaging after US Speaker of the House Nancy
Pelosi’s visit to Taiwan in August 2022. Additionally, European sanctions against
Russia provide China information on the EU’s sanction response mechanisms to
crises.

Through a series of questions divided into two parts, this report examines how the
Chinese government sanctioned Lithuania and used secondary sanctions in service
of their geopolitical goals. The first part of this report explains the actions of the
Chinese government and the second part explains the EU’s use of the ACI to blunt
future economic punitive actions against the European Common Market." A third
section of the report provides four policy recommendations to European leaders
on how to respond to future instances of economic coercion by large countries
like China.

To understand the current state of Sino-Lithuanian relations, one must understand the shift in Sino-
European relations. A dovish relationship focused on trade and global cooperation has become more
hawkish. (Photo : Ministry of Foreign Affairs, the People’s Republic of China)
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PART ONE

Primary, secondary,
& comprehensive sanctions

Secondary sanctions seek to deter
individuals, entities, and governments
not directly subject to the legal
authority of the country that imposed
primary sanctions by punishing third
parties that engage in transactions with
the target of primary sanctions.

According to Dow Jones Professional, sanctions “are punitive and deterrent
actions taken by one government or a multilateral body against another country,
entity, or individual.”? Sanctions can take many forms, but usually include “travel
bans, asset freezes, arms embargoes, capital restraints, foreign aid reductions and
trade restrictions.”™

Additionally, sanctions fall into two main categories, “primary” and “secondary.”
Primary sanctions are those enacted by a country restricting the dealings of an
individual, entity, and foreign government within the legal authority of the country
enacting the sanctions. Primary sanctions are usually punitive in nature.

Secondary sanctions seek to deter individuals, entities, and governments not
directly subject to the legal authority of the country that imposed primary
sanctions by punishing third parties that engage in transactions with the target of
primary sanctions.” The wide-reaching nature of secondary sanctions is what gives
the sanctions regimes of the US State and Treasury Departments their global reach
and, therefore, effectiveness.

Lastly, “comprehensive” sanctions are an embargo and block of all trade with a
targeted country.®

The wide-reaching nature of secondary sanctions is what gives the sanctions regimes of the US State
and Treasury Departments their global reach, and therefore, effectiveness. (Photo: Alamy)

HINRICH FOUNDATION REPORT - CHINA’S SANCTIONS REGIME AND LITHUANIA: POLICY RESPONSES FOR EUROPEAN INSTITUTIONS

Copyright © 2022 Hinrich Foundation Limited. All Rights Reserved.

5



PART ONE

How does China’s
government use sanctions?

China’s sanctions against Lithuania

are a problem because they not only
undermine institutions like the World
Trade Organization (WTO) but also
undermine China’s use of globalization
to achieve its own geopolitical goals.

China has three types of sanctions regulations—the Provisions of the Unreliable
Entity List, the Rules on Counteracting Unjustified Extra-Territorial Application of
Foreign Legislation and Other Measures, and, lastly, the Anti-Foreign Sanctions
Law.” These laws have all been enacted after September 2020, following the
increase of sanctions against Chinese government individuals and entities due to
reported human rights abuses in Hong Kong and Xinjiang. Broadly speaking, these
regulations seek to deter the imposition of sanctions against Chinese individuals,
entities, and government organs, and are defensive in nature.

Overall, these regulations seek to impose countermeasures when sanctions are
imposed but are vague. They shed extraordinarily little light on how sanctions
against foreign individuals, entities, and governments might be imposed outside of
visa restrictions and blocking transactions with PRC-based financial entities.

Although China has developed a sanctions and countermeasures regime in recent
years, sanctions are not a tool normally used by Beijing to punish individuals,
entities, or governments that go against their geopolitical interests.”® To achieve
its geopolitical goals, Beijing more commonly resorts to economic coercion. For
example, in the last decade China has sought to use economic coercion against
South Korea, Taiwan, Australia, Japan, and other countries in response to actions
that the Chinese government found to be detrimental to the world.”

China’s primary and comprehensive sanctions against Lithuania and secondary
sanctions against companies registered in other EU member states are grander
than in previous instances.”® And these sanctions are a problem because they not
only undermine institutions like the World Trade Organization (WTO) but also
undermine China’s use of globalization to achieve its own geopolitical goals.”

LOTTE Mart

To achieve its geopolitical goals, Beijing more commonly resorts to economic coercion. (Photo: Getty
Images)



PART ONE

What is Beijing doing
against Lithuania?

China’s imposition of a customs block
included all imports that include
components made in Lithuania,

thus having a ripple effect on global
supply chains. The block is the most
comprehensive trade sanction that
could be applied by a country onto
another as members of the WTO.

In response to the deepening ties between Lithuania and Taiwan, Sino-
Lithuanian relations have sunk. In May 2021, Lithuanian Foreign Minister Gabrielius
Landsbergis announced that Lithuania would exit from the 17+1 framework

of cooperation that China holds with countries from across the CEE.> When

this decision was announced, Foreign Minister Landsbergis described the 17+1
cooperation framework as “dividing” and that engagement within the EU’s 27+1
framework would be more “uniting” and “efficient.”” Following Lithuania’s lead,
fellow Baltic states Latvia and Estonia also left the cooperation framework in
August 202224

In July 2021, Taiwan announced that Vilnius would allow the establishment

of a representative office under the name “The Taiwanese Representative
Office” instead of the frequently used alternative “Taipei Economic and Cultural
Representative Office.”

Beijing took a series of punitive measures in retaliation, which included a
downgrading of formal diplomatic relations between China and Lithuania,
imposing a customs block on Lithuania, and pressuring companies registered
elsewhere in the European Common Market.

In November 2021, Beijing downgraded its diplomatic relations with Lithuania.®
Ambassadors representing both countries were removed, thus bringing
Sino-Lithuanian relations down to the level of charge d’affaires.?® During this
downgrading of diplomatic relations, Chinese officials claimed that Lithuania
undermined “China’s sovereignty and territorial integrity,” interfered in “China’s
internal affairs,” and created a “bad precedent internationally.””

In response, Lithuanian Foreign Minister Landsbergis insisted that expanding
cooperation with Taiwan in the “economic, cultural and scientific” realms does not
violate the Beijing’s “One China” policy.?® In the face of this intense scrutiny from
Chinese government entities, a spokesperson from the European Commission
expressed that the EU executive would stand with Lithuania “in the face of
sustained coercive measures from China.”*®

Following the diplomatic rift between Lithuania and China as well as the opening
of the “Taiwanese Representative Office in Lithuania” on 18 November 2021,
Beijing imposed a severe customs block that amounts to primary sanctions on the
country.® First, on 1 December, 2021, the Chinese government imposed a customs
block on Lithuanian exports, thus blocking trade between the two countries in
both directions. This customs block included all imports that include components
made in Lithuania, thus having a ripple effect on global supply chains. The customs
block imposed by Beijing is the most comprehensive trade sanction that could be
applied by a country onto another as members of the WTO.

To illustrate the severity of China’s actions, in December 2020 Lithuanian exports
to China were US$380 million (€365 million) while Chinese exports to Lithuania
were US$1.58 billion (€1.52 billion). Shortly after the customs block was imposed,
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WHAT BEIJING DOING AGAINST LITHUANIA?

Figure 1 - Trade of goods between China and Lithuania, 2020
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Lithuania’s exports to China had
dropped by 91 percent when compared
to trade in December 2020, and at
least 130 companies were not able to
send products to China because of the
customs block.

This pressure from China has convinced
some companies to ask Lithuanian
government officials to “de-escalate”
the diplomatic row between the two
countries.

Lithuania’s exports to China had dropped by 91 percent when compared to trade
in December 2020. Additionally, the Lithuanian Confederation of Industrialists
reported that at least 130 companies were not able to send products to China
because of the customs block. This left around €26.5 million (US$27.6 million) of
goods in limbo, according to EU officials.

Another unique feature of the actions Beijing has taken against Lithuania is the de
facto secondary sanctions regime that has occurred. China has blocked all goods
that contain components sourced from Lithuanian suppliers from entering the
Chinese market. Hence, regardless of their domain of registration, companies that
are not Lithuanian but are sourcing their components from Lithuania are not able
to sell their goods within the Chinese market. These de facto secondary sanction
actions serve to force companies registered in third countries to feel the punitive
brunt of China’s actions against Lithuania.

The impact is being felt. China has allegedly pressured German car parts giant
Continental to stop using components from Lithuania.*' According to reporting
by Reuters, Continental was not the only German company pressured by Chinese
authorities; a dozen other German companies in the automotive and agricultural
sectors were also pressured.®

Additional reporting has noted that this pressure from China has convinced some
companies to ask Lithuanian government officials to “de-escalate” the diplomatic
row between the two countries in favor of maintaining business and trade
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China’s actions demonstrate that

they will continue to take punitive
economic measures to harm countries
and international blocs like the EU and
NATO when they go against China’s
geopolitical interests on “core issues”
like Taiwan.

WHAT BEIJING DOING AGAINST LITHUANIA?

ties.*® For example, the German-Baltic Chamber of Commerce has requested to
Lithuania’s Ministers of Foreign Affairs and Economy and Innovation that the Baltic
state find a “constructive solution” with China.* There are fears that, “the basic
business model of the [German] companies is in question and some ... will have no
other choice than to shut down production in Lithuania.”*

When taken together, the Chinese government’s steps to downgrade diplomatic
relations with Lithuania, impose a unilateral customs block, and pressure third
party companies registered in fellow EU and NATO member states, demonstrate
how China’s actions undermine the European Common Market as well as the WTO.
Free trade is a key principle of globalization. So far, China’s actions demonstrate
that they will continue to take punitive economic measures to harm countries and
international blocs like the EU and NATO when they go against China’s geopolitical
interests on “core issues” like Taiwan.

China has allegedly pressured German car parts giant Continental to stop using components from
Lithuania. (Photo: Continental AG)
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PART ONE

The factors that deepened
Lithuania’s engagement

with Taiwan

Lithuania’s ties with Taiwan and China
follow broader trends as several

CEE countries have deepened their

ties with Taiwan. Mask diplomacy,
Covid-19 vaccine donation diplomacy,
domestic political calculations, and
past experiences with communism and
imperialism are non-commercial factors
that explain the tighter relationship.

Although China’s actions against Lithuania are the key focus of this report, it is
also important to examine the non-commercial and commercial factors that help
explain why and how Lithuania has sought to strengthen its unofficial diplomatic
ties with Taiwan. Lithuania’s ties with Taiwan and China follow broader trends in a
few CEE countries.

In the last few years, several CEE countries have deepened their ties with Taiwan.
For example, the Czech Republic and Taiwan have cooperated on cybersecurity
and aerospace matters since 2016.5¢ Ties between the Czech Republic and Taiwan
began to warm dramatically in 2019 when the Prague City Council voted to cancel
sister city ties with Beijing in favor of Taipei.

These Czech-Taiwanese ties culminated in a 2020 visit by Czech Senate President
Milo$ Vystréil to Taiwan. There, Senate President Vystréil spoke to Taiwan’s
Legislative Yuan declaring in Chinese “F2& & A [l am Taiwanese],” which
echoed the late US President John F. Kennedy’s “Ich bin ein Berliner [l am a
Berliner]” 1963 speech in West Berlin. Much like Lithuania, in the case of the

Czech Republic there was a domestic political calculus in seeking closer ties with
Taiwan. But this was not the only factor and in terms of non-commercial ties. Mask
diplomacy, Covid-19 vaccine donation diplomacy, domestic political calculations,
and Lithuania’s past experiences with communism and imperialism are all non-
commercial factors that explain the tighter relationship.

Over the course of the Covid-19 pandemic, Taiwan donated 16 million masks to
healthcare professionals around the world as a part of their #TaiwanCanHelp
campaign. Through this campaign, Lithuania received 100,00 masks in April 2020

at the height of the pandemic.” Similarly, when Taiwan faced a vaccine shortage,
the Lithuanian government returned the favor by donating 20,000 vaccines in June
2021. This initial donation was supplemented by an additional 235,900 vaccines
that the Lithuanian government pledged to send to Taiwan in September 2021.

In response to Taiwan’s mask donations and navigation of the pandemic,
Lithuania’s then-opposition political parties, the Homeland Union and the Freedom
Party, made closer ties to Taiwan a part of their respective party platforms. In

part this was due to the then-ruling government’s Covid-19 response as well as to
seek closer ties to Taiwan as a fellow democracy through a “values-based foreign
policy.”® Moreover, many Lithuanians found echoes of their struggles against
Russian and Soviet imperialism, communism, and revanchism in Taiwan’s own
struggles against China. A closer relationship between Vilnius and Taipei emerged.

Just as non-commercial factors began to foster closer ties, the commercial factors
in the relationship also pushed Lithuania and Taiwan closer. Following Lithuania’s
vaccine donations to Taiwan, Lithuanian goods became immensely popular,
especially Lithuanian beer, rum, and chocolate. In December 2021, Taiwan's state-
owned Tobacco and Liquor Corporation purchased 20,400 bottles of Lithuanian
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Online credit card transactions from
Taiwanese to Lithuanian shops have
increased by 56% in the first half

of 2021 compared to 2020. These
commercial factors of the Lithuanian-
Taiwanese relationship have been

influenced by the non-commercial ties.

LITHUANIA’S ENGAGEMENT WITH TAIWAN

rum that were banned from the Chinese market due to the customs block. In the
summer of 2020, the Taiwan-based franchise of Lithuanian chocolate brand Ruta
was forced to close its store in due to a high-demand of orders from Taiwanese
customers.*®

Additionally, Taiwanese company Good Land & Technology Company purchased
1,000 boxes of Lithuanian milk that was blocked from the Chinese market. Good
Land’s CEO noted to Taiwanese media that he intends to market the milk in Taiwan
with the yellow, green, and red colors of the Lithuanian flag.* Overall, Lithuanian
goods and Lithuania as a brand have become extremely popular in Taiwan.

Lastly, according to the Bank of Lithuania, online credit card transactions from
Taiwanese to Lithuanian shops have increased by 56% in the first half of 2021
compared to 2020,* showing that Taiwanese have a keen interest in Lithuanian
goods. These commercial factors of the Lithuanian-Taiwanese relationship have
been influenced by the non-commercial ties.

Following Lithuania’s vaccine donations to Taiwan, Lithuanian goods became immensely popular,
especially Lithuanian beer, rum, and chocolate (Photo: Ministry of Foreign Affairs, ROC (Taiwan))
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PART ONE

Was Beijing effective in
changing Lithuania’s policies?

A survey in December 2021 found

that two-thirds of Lithuanians do not
support the government’s China policy;
only 13 percent of Lithuanians were
supportive.

Lithuania and Taiwan have found that
they can complement each other by
Taiwan helping with semiconductor
research and Lithuania assisting with
laser technology research.

Although ties between Lithuania and Taiwan have deepened, closer ties have
received some pushback within Lithuania. During a local radio station interview
in January 2022, President Nauséda described the government’s decision to allow
the name “The Taiwanese Representative Office in Vilnius” as “a mistake.”** He
cited the lack of coordination with him, complaints from Lithuanian companies
with business in China, and the disruption of ties between Lithuania and China as
reasons why closer ties with Taiwan were not advantageous to Lithuania.*

Nonetheless, President Nauséda referred to China’s actions as a form of “sanctions”
and encouraged the Lithuanian government to explain to other EU member states
that China’s actions were an “attack” and an attempt to “pressure” an EU member.*
Later that month, President Nauséda urged Taiwan to change the name of its
representative office in Vilnius due to linguistic differences in Chinese, English,

and Lithuanian, and because it raised “unnecessary questions and unnecessary
tensions.”

In addition, Lithuania’s Foreign Ministry conducted a survey in December 2021
which found two-thirds of Lithuanians do not support the government’s China
policy; only 13 percent of Lithuanians were supportive.” In response, Foreign
Minister Landsbergis criticized the survey’s wording and reaffirmed that Lithuania’s
China policy has not changed.®®

Even with the pushback received by the Lithuanian government, Beijing’s response
appears to have strengthened ties between Lithuania and Taiwan. Since the
warming of ties began in the pandemic, Lithuania and Taiwan have both sent
delegations of lawmakers and business leaders to Taipei and Vilnius, respectively.*

Investment ties are more robust. In response to China’s sanctions, Taiwan
launched a US$1 billion (€961 million) credit program to jointly fund projects
between Taiwanese and Lithuanian companies to invest in strategic areas, such
as biotechnologies, satellites, finance, scientific research, and semiconductors.>®
That initial US$1 billion (€961 million) credit program was later supplemented

by a separate US$200 million (€192.3 million) fund.®' Both funds are backed by
Taiwan’s National Development Fund and the Bank of Taiwan. Lithuania and
Taiwan have found that they can complement each other by Taiwan helping with
semiconductor research and Lithuania assisting with laser technology research.>

Additionally, Foreign Minister Landsbergis announced in August 2022 that despite
China’s punitive economic measures, Lithuania was able to increase economic ties
to the Indo-Pacific region.>® According to Foreign Minister Landsbergis, Lithuanian
origin products across the Indo-Pacific “more than four times exceeded the
volume of exports to China in the first half of 2021.”5* The top five destinations

for Lithuanian goods in the Indo-Pacific were Singapore, Australia, South Korea,
Indonesia, and Taiwan.*®

Lastly, the Lithuanian government plans to open its own office in Taipei by
September 2022.5¢ Overall, China’s actions have not pushed Lithuania away from
Taiwan, but had the opposite effect. The controversy has brought both parties
closer and serves as a catalyst for deeper cooperation in a multitude of areas.
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PART ONE

What do China’s actions
mean for the global
trading system?

China’s actions against Lithuania echo
similar treatment that other countries
have received in the past. China also
relies on hub and spoke diplomacy,
which often means placing individual
members of supranational blocs like
the Association of Southeast Asian
Nations against each other on issues
like the Belt and Road Initiative.

The current global trading system is in
peril. More democracies will need to
work together to offset the effects of
China’s sanctions, be they primary or
secondary.

China’s actions portend what the future may look like. Consider, for example, the
customs block placed on the small Baltic state. Beijing could use that as a model
for what can be done to smaller and medium-sized countries elsewhere.

However, our research has found that China’s actions against Lithuania echo
similar treatment that other countries have received in the past. For example,
following the awarding of the 2010 Nobel Peace Prize to Chinese dissident Liu
Xiaobo, China tried to use sanctions and trade restrictions to punish Norway. This
included a restriction of the import of salmon, a prized export from Norway to
China. Although Norway is not an EU member state, the Nordic country belongs to
NATO and the European Common Market as a member of the European Free Trade
Association.”

Similarly, in the last decade China has used economic coercion against several
countries, including Australia, Taiwan, and South Korea.*® China also relies on

hub and spoke diplomacy, which often means placing individual members of
supranational blocs like the Association of Southeast Asian Nations against each
other on issues like the Belt and Road Initiative, the South China Sea, and others.*

However, the unity of the EU and NATO in the face of China’s actions is the main
reason the sanctions were not successful and backfired. Officials in the United
States, the EU, NATO, and other partners have been broadly supportive of
Lithuania’s plight, including by launching a case at the WTO on China’s behavior
towards the Baltic state.®®

China’s actions against Lithuania illustrate China’s efforts to weaponize
globalization to achieve its geostrategic goals, especially against small- and
medium-sized countries. Lithuania is neither the first nor the last victim of China’s
economic bullying. The global trading system will continue to face pressures from
China as the country uses economic coercion and other punitive actions to compel
various countries to meet its desired objectives. As a result, the current global
trading system is in peril. More democracies will need to work together to offset
the effects of China’s sanctions, be they primary or secondary.
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PART TWO

What is the EU’s Anti-Coercion
Instrument? Why is it needed?

Europe and other Western countries
used to be immune to coercive
economic practices, but this immunity
has waned.

In the EU’s new definition, economic
coercion includes import curbs,
punitive tariffs, and informal measures
such as arbitrary border or food safety
checks and ‘boycott diplomacy.

The EU and its member states are more at risk than ever from economic coercion
by China. Europe and other Western countries used to be immune to coercive
economic practices, but this immunity has waned as economic coercion becomes
more prominent. Economic coercion is increasingly being used against developed
countries and although it is the greatest user of such tactics, China is far from
alone in exploiting its economic muscle. For instance, the EU has been a repeated
economic target of Russia. China’s recent actions against Lithuania are a mere
glimpse of the future. Therefore, it is crucial that the EU fill its toolbox with
instruments that can be used to defend it and its member states in this age of
weaponized trade.

To respond to these global challenges, the European Commission proposed an
ACI, a crucial first step towards building EU resilience against economic coercion.
As a part of the EU’s greater ambition towards “Open Strategic Autonomy”, the
tool aims to provide the EU and its member states with a structured and uniform
framework to swiftly respond to economic coercion by third parties. The proposal
defines economic coercion as “seeking to pressure the Union or a Member State
into making a particular policy choice by applying, or threatening to apply,
measures affecting trade or investment against the Union or a Member State.”
Per this definition, economic coercion includes not only import curbs and punitive
tariffs, but also informal measures in the legal grey zone, such as arbitrary border
or food safety checks and ‘boycott diplomacy.’

Countries have voiced concerns regarding the ACI’s compatibility with international law, as well as
repercussions it can have on foreign policy. (Photo: European Council Twitter)
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Without an ACI, EU countries that are
affected by economic coercion must
resort to the WTO dispute settlement
system, a system regarded as outdated
and ineffective.

THE EU’S ANTI-COERCION INSTRUMENT

The ACl is primarily designed to deter such practices through dialogue and
engagement. But it also allows retaliation through countermeasures, which can
include the suspension of tariff concessions and restrictions on access to capital
markets. This component is vital, as it is a powerful signal to the world and can
serve as a further deterrent. Under the ACI framework, the Commission could
follow a clear-cut process to determine whether a certain action constitutes
economic coercion.

Should the Commission conclude the action to be economic coercion and fail

to persuade the third country to withdraw its offensive measure, the EU may
proportionately respond with a set of countermeasures laid out in Annex | of the
proposal. Potential countermeasures include the suspension of tariff concessions,
import and export restrictions, as well as restrictions on banking, insurance, and
access to capital markets.®?

The ACl—particularly its countermeasure response—is groundbreaking and has the
potential to significantly deter economic coercion from third countries. It suggests
that economic coercion may amount to a violation of international law and allows
the EU to bypass the WTO to respond. Without an ACI, EU countries that are
affected by economic coercion (such as Lithuania) must resort to the WTO dispute
settlement system, a system regarded as outdated and ineffective in addressing all
infringements. They cite the WTO'’s lengthy procedures, lack of interim measures,
and problems with enforcement.®

While there is broad support across EU members for a legislative tool to address
and deter economic coercion, opinions on the ACI are divided regarding the
severity of its proposed countermeasures and its decision-making mechanism.5* In
joint preliminary comments for the ACl, Sweden and the Czech Republic stressed
the importance that its use “remain an exceptional and last resort solution.” Other
countries have voiced concerns regarding its compatibility with international law,
as well as repercussions the ACI can have on foreign policy, including potentially
escalating trade disputes and increasing protectionism.

Unsurprisingly, Lithuania has urged for the tool’s immediate adoption. France and
Germany have expressed their support.®® The European Commission’s Committee
on International Trade is expected to vote on its report on the ACl in the third
quarter of 2022.
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PART TWO

Why is this a test case
for future cases of
economic coercion?

The Czech Republic and Slovenia may
be next to face China’s economic
coercion. In the past two years, both
countries have faced threats from
Beijing for deepening relations with
Taiwan.

China’s actions against Lithuania are the first of their kind and signal a shift in its
coercion strategy. It was the first time China had ever imposed a de facto ban on
all trade with another country. It also marked the first time Beijing tested a new
tactic: de facto secondary sanctions.®® While there is debate over the effectiveness
of China’s economic coercion in the past, Beijing is fine-tuning its strategiesin a
deeply worrying trajectory. China could easily take similar actions against other
countries that seek closer ties with Taiwan.

CEE countries, many of which have bolstered relations with Taiwan since the
Covid-19 pandemic, are particularly at risk. Like Lithuania, Poland, Slovakia, and
the Czech Republic received Taiwan’s #TaiwanCanHelp mask diplomacy and
subsequently donated vaccines to Taiwan.?” If CEE states decided to further
relations with Taiwan, they might confront similar economic intimidation as
Lithuania.

Out of the remaining countries of the now-16+1 cooperation framework format,
the Czech Republic and Slovenia may be next to face China’s economic coercion. In
the past two years, both countries have faced threats from Beijing for deepening
relations with Taiwan. In late 2020, Czech Senate President Milos Vystrcil received
harsh rebukes and threats from China after he made an official trip to Taiwan.®®

Similarly, days after Slovenian President Janez Jan3a vowed to strengthen
relations with Taiwan, Slovenian trade groups reported a backlash from China.®®
An announcement about a Taiwanese delegation’s visit to the Czech Repubilic,
Lithuania, and Slovenia also triggered a warning of retaliation from Beijing.””
Likewise, as more German policymakers turn away from the country’s tolerant
China policy, German industries could also easily be targeted.

HINRICH FOUNDATION REPORT - CHINA’S SANCTIONS REGIME AND LITHUANIA: POLICY RESPONSES FOR EUROPEAN INSTITUTIONS

Copyright © 2022 Hinrich Foundation Limited. All Rights Reserved.

16



PART TWO

How has war in Ukraine
Impacted the sanctions
situation in Europe?

While EU-China relations have gradually deteriorated over the past year, Russia’s
invasion of Ukraine prompted an even greater turn for the worse due to China’s
unwillingness to condemn Russia for the invasion. At the beginning of the war,
the EU asked China to use its considerable influence to stop Russia’s aggression
against Ukraine. China dismissed this request. At the virtual EU-China Summit

in April 2022, China refused to sanction Russia to help end the war, and even
renewed its criticism of Western sanctions on Russia and blamed the United States
for instigating the war by pushing NATO enlargement. Following the summit,
Commission President Ursula von der Leyen expressed that China and the EU
“exchanged very clearly opposing views.”" EU Foreign Policy Chief Joseph Borrell
escalated tensions by stating that the summit with China was “a dialog of the

deaf.””?
The EU has turned to strengthening The April summit ended without significant breakthroughs on the Comprehensive
its ties with Taiwan. In June, the Agreement on Investment (CAl), an investment deal proposed in 2013 that would
bloc announced plans to upgrade its significantly open China’s market to EU companies.” Given the broader political
trade and investment relations with context, it is unlikely the CAl will be ratified any time soon.”* As a result, the EU has
Taiwan, focusing on investing in its turned to strengthening its ties with Taiwan. In June, the bloc announced plans
semiconductor sector. to upgrade its trade and investment relations with Taiwan, focusing on investing

in its semiconductor sector.”” A similar proposal was previously considered in late
2021 but was scrapped for fear of backlash from Beijing.”®

Weakening ties between China and Europe is taking place as Sino-Russian relations strengthen. (Photo:
Getty Images)
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The Western response to the war
serves as a perfect learning opportunity
for Beijing. China can use this time to
observe Western sanctions capabilities
in their actions against Russia.

THE WAR IN UKRAINE

Weakening ties between China and Europe is taking place as Sino-Russian relations
strengthen. Weeks before Russia’s invasion of Ukraine, Russian President Vladimir
Putin and President Xi Jinping signed a joint statement declaring a “friendship
without limits.””” Moreover, despite China’s supposed claimed “neutrality” on the
conflict, Beijing’s “Wolf Warrior” diplomats regularly push Kremlin talking points
and propaganda on the war, including echoing unfounded claims that the United
States is operating biolabs in Ukraine and depicting Ukrainians as neo-Nazis.”®

Evidence has also emerged that China is using the conflict to engage in business
in the Russian market, despite the unprecedented sanctions placed on Russia and
the threat of secondary sanctions against Chinese entities. Less than one month
after the war began, China’s Ambassador to Russia Zhang Hanhui encouraged
Chinese business leaders to enter the Russian market.” His remarks noted that
large institutions with international exposure would “face major challenges” in
the Russian market, presumably due to secondary sanctions, but that “small-and-
medium-sized enterprises could play a role.”®° In late June 2022, the United States’
Commerce Department placed more than two dozen Chinese companies on their
Entity List for their alleged support of Russia in the conflict.®

Rising geopolitical tensions because of the war leave Europe at greater risk

of economic coercion. While Moscow has already attempted to weaponize
energy—threatening to shut off gas supplies to countries that do not pay in
rubles® and cutting flow through the Nord Stream 1 pipeline to just 20 percent
capacity® —the costs would be even graver if China and Russia were to coordinate
future economic coercion. A Russia weakened by sanctions could also open

more opportunities for Beijing to act independently through support for Russia
economically.

Moreover, the Western response to the war serves as a perfect learning
opportunity for Beijing. China can use this time to observe Western sanctions
capabilities in their actions against Russia. This gives China valuable information on
the EU’s response mechanisms, as well as vital information for how the bloc might
respond in the event of a massive confrontation with China8

B

The Western response to the Ukraine war gives China valuable information on the EU’s response
mechanisms. (Photo: Shutterstock)
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PART TWO

What would Sino-European
trade look like if confronted
with more sanctions?

In 2020, China surpassed the United For the past quarter of a century, economic cooperation and trade has been
States to become the EU’s biggest the backbone of Sino-European relations. In 2020, China surpassed the United
trading partner. States to become the EU’s biggest trading partner, with trade between the two

exceeding USS$709 billion (€681.7 billion).#

As Sino-European relations continue to deteriorate, Beijing will exploit trade
relations to punish the EU and its member states. The EU seeks alternative energy
supplies from Russia; hence China can exploit EU ambitions towards renewable
energy. The EU heavily depends on China for industrial metals and other critical
raw materials necessary for constructing wind turbines, electric vehicles, solar
cells, and semiconductors. Of the 30 raw materials the EU classifies as critical, 19
are imported from China, a monopoly Beijing exploited in 2010 by limiting the

export of rare earths to increase their value.®® The move was later reversed after a
WTO investigation.?”

Figure 2 — EU trade in goods with China, 2020-2021
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Lithuania’s Central Bank predicted

that Beijing’s sanctions could reduce
Lithuania’s GDP growth by 0.1% to 0.5%
in 2022—and by as much as 1.3% in
2023.

SINO-EUROPEAN TRADE

While sanctions against Vilnius have not significantly impacted Lithuania’s
economy to date, its medium- and long-term repercussions may be more severe.
Lithuania’s Central Bank predicted that Beijing’s sanctions could reduce Lithuania’s
GDP growth by 0.1% to 0.5% in 2022—and by as much as 1.3% in 2023. The
sanctions are also expected to significantly impact specific sectors, including its
laser industry, which exported 30% of its output to China.®

If Beijing were to take similar actions against an EU state with greater trade
dependency on China, the impact could be far more damaging. The three largest
exporters to China in the EU are Germany (€104.7 million / US$108.9 million), France
(€24 million / USS$24.9 million) and the Netherlands (€15.9 million / US$16.5 million),
with Germany being the most export dependent. For the past six consecutive
years China has been Germany’s largest trading partner—its extra-EU exports
amount to 16.5%—and is a crucial market for its automotive industry.® Following
Germany, the EU countries most dependent on exports to China are Slovakia,
Finland, and Ireland.®®

Figure 3 — China among the EU’s main partners for trade in goods, 2021
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The full impact of China’s secondary
sanctions on German firms is still
unknown as individual firms have
declined to comment publicly, for fear
of retribution.

SINO-EUROPEAN TRADE

As with Lithuania, Beijing will continue to exploit corporate dependence on China.
A 2019 Mercator Institute for China Studies study of 25 registered EU companies
from different member states and industries concluded that, on average, 11.2%

of their revenue is generated from trade with China. The highest revenues were
from the semiconductor sector, consumer goods, and the aerospace industry,
respectively.” Targeting corporate dependency proved to be an effective strategy
with Lithuania, especially when used to impose to indirect political costs on target
countries as secondary sanctions.

As Europe’s largest economy, Germany and its industries carried a greater weight
than that imposed by China alone, as demonstrated by the Lithuanian case. The
full impact of China’s secondary sanctions on German firms is still unknown as
individual firms have declined to comment publicly, for fear of retribution.®?

The EU heavily depends on China for industrial metals and other critical raw materials necessary for
constructing wind turbines, electric vehicles, solar cells, and semiconductors. (Photo: Getty Images)
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Conclusion

As EU officials begin the process of
adopting the ACI and other strategies
to protect trade interests, it is crucial
to examine again the Lithuanian case.
The proposal in its current form is not
sufficient to respond to Lithuania’s
challenges, including secondary
sanctions.

The deterioration of Sino-Lithuanian relations reflects increasingly common
hawkish positions towards China across the capitals of Europe and North America.
However, Lithuania still bears the brunt of China’s economic heft due to its desire
to seek closer unofficial diplomatic ties with the democratic island of Taiwan. Many
factors contributed to Lithuania’s decision to boost ties with Taiwan, ranging from
domestic politicking to the fear of falling victim to a large aggressive neighbor, to
both democracies helping each other navigate the Covid-19 pandemic.

Nonetheless, Lithuania was subjected to the most comprehensive primary and
secondary sanctions regime China has placed in recent memory on another
country, as were third party companies registered in other countries in the
European Common Market. Lithuania is not the first nor will it be the last victim of
such tactics by China and other countries. But the Lithuanian case underlines the
grave need for the Europe to bolster its resilience to economic coercion. The ACl is
a crucial step towards doing so.

However, as EU officials begin the process of adopting the ACI and other strategies
to protect trade interests, it is crucial to examine again the Lithuanian case. The
proposal in its current form is not sufficient to respond to Lithuania’s challenges,
including secondary sanctions. Understanding China’s actions against Lithuania is
the key to adapting to the age of weaponized trade.

The Lithuanian case underlines the grave need for the Europe to bolster its resilience to economic
coercion. (Photo: Meyer Burger)
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Policy recommendations

Learning from China’s economic
coercion measures against Lithuania
will not only protect smaller EU and
NATO member states in the future,
but also strengthen the broader
transatlantic responses to China’s
weaponized trade practices.

The current blocking statute in the ACI
proposal has only limited impact. As
of now, it does not cover other forms
of secondary economic sanctions or
pressure on European companies.

To respond to the future of weaponized trade sparked by China’s economic
coercion measures, leaders across the EU should work hard to enact the following
policy recommendations. China’s comprehensive primary and secondary sanctions
regime against Lithuania provides an opportunity for EU leaders to hone and build
up its defenses like the ACI. EU leaders also need to think through how to diversify
their trade partners away from dependence on China as well as how to coordinate
with allies and partners not in the EU, such as the United States, United Kingdom,
Canada, and others to mitigate the harm caused by China’s trade practices.
Learning from China’s economic coercion measures against Lithuania will not only
protect smaller EU and NATO member states in the future, but also strengthen the
broader transatlantic responses to China’s weaponized trade practices.

Diversify trading partners

The EU and its member states, as well as the members of the European Free
Trade Association, must continue to diversify their trading partners, particularly
in industries that are dependent on exporting to China. According to the
International Monetary Fund, in 2021 China comprises almost 18% of the global
economy.®®* Moving away from the Chinese market means tapping into markets
that exist around the world, especially in emerging economies.

Reform the ACI’s blocking statute

Reform the ACI’s blocking statute to make it more applicable to current and future
challenges China may pose to the EU. Several experts argue that the current
blocking statute in the ACI proposal has only limited impact. As of now, it does

EU leaders need to think through how to diversify their trade partners away from dependence on China
as well as how to coordinate with allies beyond Europe. (Photos: Getty Images)
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The ACI should also have ‘a green light
procedure’ that would allow a qualified
majority of member states to approve
the Commission’s decision to impose
countermeasures. The EU also needs a
Resilience Office for Economic Security.

POLICY RECOMMENDATIONS

not cover other forms of secondary economic sanctions or pressure on European
companies, such as those applied by China on Lithuania. Therefore, the ACI
needs to be amended to respond to Beijing’s coercion in legal grey zone areas,
particularly in the form of indirect pressure through supply chains.

Update the ACI’s decision making mechanism

The current ACl includes a ‘red light procedure,” which allows a qualified majority
of member states to stop the Commission from imposing countermeasures.®
There should also be ‘a green light procedure,” which would require a qualified
majority of member states to approve the Commission’s decision to impose
countermeasures, as well for high stakes scenarios such as that Lithuania
encountered.

Create a joint-European Commission & NATO Office on Economic Security

As several experts have mentioned, the ACl is not enough. The EU also needs

a Resilience Office for Economic Security, within a prominent level of the
Commission.®® We suggest taking this further and creating a joint office between
the European Commission and NATO to address economic security issues. This
office would be responsible for analyzing economic coercion by third countries
and staying in close contact with EU institutions as well as NATO member states to
address the systemic challenges posed by China’s economic coercion.

Russia’s war in Ukraine has shown the importance of EU and NATO institutions
working together towards a new strategic environment. This new joint office could
formalize that cooperation and ensure that countries like the United Kingdom,
Canada, and the United States are also brought into key discussions related to
economic coercion. As the NATO 2022 Madrid Summit highlighted, in the case

of China, economic coercion is a form of warfare that is today used more than
military warfare.
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