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Executive Summary

China is Australia’s 2™ largest trading partner; 2™ largest source of imports and 2™
largest export destination. Australia is China’s 11" largest trading partner, 14" largest
source of imports and 9" largest export destination. China is South Africa’s 6" largest
export destination and 2 largest source of imports. South Africa is not a major trading

partner for China.

Australia is in a more favourable trading position vis-a-vis China than South Africa is; both
in terms of overall trade volumes and trade balance. South Africa’s trade deficit with
China has shown substantial growth over the past 5 years while the equivalent figure for
Australia has been growing more slowly. Australia is also better positioned to benefit from

increased bilateral investment flows in a post-FTA environment.

The Australia-China FTA process emerged form a series of high-level visits in Beijing and
Canberra in 2002 and 2003. In October 2003, Prime Minister John Howard and President
Hu Jintao signed the Trade and Economic Framework between Australia and the PRC. In
2005, both sides jointly published a Joint Feasibility Study which laid out the principles

and processes for the FTA negotiations.

Priority sectors in an Australia-China FTA are: Australia’'s manufactured merchandise
market (TCF sector, auto sector); China’s agricultural produce market; China’s services
market; China’s investment policy framework. The priority sectors in a possible South

Africa-China FTA would be similar.

Australian negotiators have targeted China’s services sector and investment framework
as a key source of benefits under an FTA. Access is hampered by a number of regulatory
restrictions on business scope and geographical limitations, a wide range of NTBs, and a
restrictive investment policy framework for foreign investors. Chinese officials have said
they would not be comfortable opening these areas for negotiation under an FTA.

DFAT commissioned an independent study to model the potential costs and benefits of a
China-Australia FTA conducted jointly by Chinese and Australian academics. The results
show that an FTA, fully implemented in 2006, will result in the following increase in GDP
for each country in 2015: Australia: US$18 billion and China: US$64 billion.

Opposition from the Australian Labour Party, the manufacturing sector, labour unions and
some civil society groups in Australia present significant obstacles to garnering sufficient

domestic support to sign an FTA with China. Opposition from the Ministry of Agriculture

© Centre for Chinese Studies, Stellenbosch University. All rights reserved
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and some provincial/municipal level stakeholders in the Chinese Government presents an
obstacle on the Chinese side.

8. The potential ‘carving out’ of sensitive areas; the discrepancies in trade statistics; and the

slow pace of progress since 2003, all threaten to cause the negotiations to fail.

9. The structure of the state-owned banking sector; an overriding emphasis on production at
SOEs; local government protectionism; state trading and monopolies; and the twin trade
policies of import VAT and export rebates contribute to the competitiveness of Chinese
companies in China and abroad. NTBs present a more important barrier to trade with

China than import tariff barriers.

10. The 1st round of the formal negotiations started in May 2005. The 6" round was held in
Beijing in September 2006. The 6™ round was the first round which focused on the
modalities, but the Australian side was unsatisfied with the Chinese stance on the
liberalisation of their agriculture sector and the negotiations are presently at a critical

stage.

11. An emphasis on process and protocol has dominated the structure of the formal
negotiations. The Chinese negotiators have shown a reluctance to partake in informal
discussions, preferring to keep to a rigid and formal style of negotiating. In April 2006,
Chinese Premier Wen Jiabao stated that the two sides should aim to complete the
negotiations ‘within one or two years’, a sentiment which was strongly rebutted by
Australian Prime Minster Howard. Australian negotiators do not expect the FTA to be

completed soon.

12. The South African negotiators should ensure that at no stage do they abide by a ‘FTA at
all costs’ approach with China. The South African negotiators should lay out very clear
‘walk away’ conditions that would underpin the objectives of the FTA. Anything less than a
‘comprehensive’ FTA with China, including services, investments and provisions to
effectively deal with NTBs, would be less likely to accrue net benefits to countries such as

Australia or South Africa.

© Centre for Chinese Studies, Stellenbosch University. All rights reserved
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Introduction

South Africa and China have expressed strong interest in growing bilateral co-operation
through an FTA. Although there has been regular, high-level interaction with regard to some
‘low-hanging fruits’ agreements, thus far there has been no indication from either side on

when formal negotiations will start.

South Africa belongs to a customs union called the Southern African Customs Union (SACU).
Its tariff bindings cover 96.5% of tariff lines. The other members are: Namibia, Botswana,
Lesotho and Swaziland. Any FTA would be an agreement between SACU and another

country/customs area. However, this study will refer only to South Africa, not SACU.

The South African and Australian economies share many similarities and similar trade profiles
vis-a-vis China. Both countries are significant exporters of minerals and metals to China, and
their import profiles with China are also very similar. However, there are significant
differences (including the structure of the economies, competitive advantages, and the
vulnerability to Chinese imports) that will have an impact on the costs and benefits each
economy will face under an FTA with China. These differences have a significant impact on
the way each country should engage China in an FTA.

Australia and China have been in a process of heightened engagement since 2002 with the
objective of signing an FTA. The two governments signed a Trade and Economic Framework
(TEF) in October 2003 which laid out their official intent to engage in FTA negotiations. Both
sides subsequently collaborated on a Joint Feasibility Study (JFS). The JFS not only
specifically lays out the process of the FTA negotiations, but importantly relies on findings
from a joint modelling study to conclude that an FTA, covering all areas, would result in

significant economic and net employment benefits to both countries by 2015.

The two negotiating teams met in early September 2006 for the 6™ round of the negotiations.
This was to be the first round in which the modalities of the draft text were to be discussed.
However, much to the disappointment of the Australian side, market access negotiations on

the trade in goods did not begin as planned. The Chinese negotiators were unable to offer

1 Although all SACU countries must agree to any trade agreement with SACU, the BLNS states have granted the
South African Government a mandate to engage in trade negotiations on SACU’s behalf. South Africa is by far the
largest economy in this block and its size is such that on the majority of product lines, the contributions of the BLNS
states to SACU trade figures are negligible. This means that any trade agreement made will be based largely on
factors of narrow concern to South Africa, and not the BLNS states. Therefore, in order to simplify the objectives of
this study, this study will look at South Africa on an economic, political and social level as if the factors unique to her

represent SACU in its entirety.

© Centre for Chinese Studies, Stellenbosch University. All rights reserved
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their Australian counterparts enough detailed information concerning the tariff concessions
they were prepared to make, especially in the area of agricultural products.

This 6" round marks a critical stage for the success of the Australia-China FTA. The Chinese
side is divided as to the way forward and is becoming increasingly impatient for the
conclusion of negotiations. The Australians have stated they are prepared to participate in
negotiations for as long as it takes to ensure a favourable outcome for Australia. After the 6"
round, and amid growing domestic pressure at home, the Australian Government has stated

that its tariff offer is provisionally on-hold.

This paper is a comparative study of Australia’s engagement of China in an FTA, and what
lessons may be drawn from the ‘how’ and ‘why’ of this process that are relevant to the South
African experience. The focus is on Australia with comparative references to South Africa

where appropriate.

Chapter 1 provides a background to the bilateral relationships and describes the present
bilateral trading profiles between Australia and China, and South Africa and China. Chapter 2
discusses the priority sectors within the Australia-China FTA build-up. Chapter 3 looks at the
broader research process on China FTA-related topics in Australia. Chapter 4 includes a
discussion of the support mechanisms employed by the Chinese Government to enhance the

competitiveness of Chinese enterprises.

Chapter 5 briefly describes the wide range of non-tariff barriers (NTBs) encountered by
Australian businesses in conducting business with China. Chapter 6 discusses a number of
additional obstacles to the completion of a successful FTA, looking at both the Chinese and
Australian sides. Chapter 7 relies on CCS interviews with Australian negotiators and officials
to discuss key insights from the negotiating experience®. Chapter 8 provides a list of
recommendations for South African stakeholders in their own engagement of China through
an FTA.

2 This paper relies on extensive commentary from many of the key Australian stakeholders in FTA process, including
DFAT China FTA Taskforce members, Australian Embassy (Beijing) officials and other Australian government
officials. Due to the sensitive nature of many comments, and in the light of the ongoing FTA negotiations between
Australia and China, these officials asked not to be quoted in this paper. Where appropriate, ‘CCS interview with
Australian official’ will be referenced in a footnote. All other non-government sources agreed to being quoted and

their comments will be referenced accordingly.

© Centre for Chinese Studies, Stellenbosch University. All rights reserved
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Chapter One:

Table 1: Profile of China, Australia and South Afri

Bilateral Commercial Profile

ca's economies

Land surface area (million km sq)

Population (million, 2005)

GDP (US$ billion, current prices, 2005)

GDP Growth, 2005

GNI per capita, PPP, International dollars, 2005
Inflation, CPI, % change Y-Y

Agriculture, % of GDP, value added, 2004
Industry % of GDP, value added, 2004

Services, % of GDP, value added, 2004

Goods Trade, % of GDP, 2004

Exports of Goods and Services, % of GDP, 2004
Imports of Goods and Services, % of GDP, 2004
Gross Capital Formation, % of GDP, 2004
Current Account Balance, US$ billions, 2005
Current Account Balance, % of GDP, 2005

FDI, net inflows, (BOP, current US$ billion), 2004

China | Australia
9.56 7.69
1306 |20.1
2228 | 700
9.9 25
6600 | 30610
1.8 2.7
13.1 4

46.2 24
40.7 71
59.8 30.7
34 18.75
314 20.67
38.7 25.1
158.6 | -42.2
7.1 -6
45.9 425

Source: DFAT JFS, Economist EIU, DTI trade database

1.1 Background relations

1.1.1 A brief look at Australia-China relations

South Africa
1.2

46.9
240
4.9
12120
3.4
3.4
31.8
64.9
48.5
26.6
27.1
27.1
-10
-4.2
0.585

Australia and the PRC formally established diplomatic relations in 1972. The 1973 Trade

Agreement between the Government of Australia and the Government of the People’s

Republic of China has served as the basis of the bilateral trade and economic relationship.

This relationship has been enhanced by the conclusion of a number of bilateral agreements

and MOUSs on a wide range of issues’.

China and Australia have both been active in promoting regional economic development in

the Asia Pacific and South East Asian regional trading blocs. Although neither country is

officially part of the ASEAN grouping, both parties have shown an active interest in engaging

3 For a complete list of MOUs and other bilateral agreements between Australia and China: See Annex 1 of the JFS

© Centre for Chinese Studies, Stellenbosch University. All rights reserved
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with this group. Both Australia and China are members of the APEC (Asia Pacific Economic
Cooperation) grouping.

China-Australia relations have developed on a foundation of strong and growing cultural ties.
Many Mainland Chinese have taken advantage of Australia’s skilled labour immigration
programme and today many cities in Australia have large and influential ‘ethnic-Chinese
Australian’ communities. In recent years, China has been the 2" largest source of immigrants
to Australia.

1.1.2 A brief look at South Africa-China relations

During the later half of the 20" century, South Africa-China political relations were dominated
by the Taiwan issue, and the conflict between the Apartheid regime and liberation movements.
South Africa officially switched ties from Taipei to Beijing (People’s Republic of China) on 1
January 1998, following the regime change in April 1994.

Bilateral trade had already been increasing rapidly in the late 1980s necessitating more
formal trade linkages. Official bilateral trade figures are hindered by the Apartheid regime’s
official ‘non-recognition’ of Beijing and the use of ‘entrepots’ such as Hong Kong and
Singapore for bilateral trade during this period.

In 2000, the two countries signed the Pretoria Declaration on partnership relations. This was
followed by the establishment of the Bi-National Commission (BNC), under which there are
five sector committees: diplomatic affairs, trade, education, science and technology, and

defence.
1.2 Bilateral Merchandise Trade profile
1.2.1 Australia-China Merchandise Trade profile

China: Relative importance to Australia in 2005
2" largest merchandise trading partner
0 12.7% of total trade
o Growth of 29.3% in 2004/2005
2 largest merchandise export market
o 11.6% of total exports
o Growth of 45.8% in 2004/2005
2 largest source of merchandise imports
0 13.7% of total imports
0o Growth of 19.1% in 2004/2005

© Centre for Chinese Studies, Stellenbosch University. All rights reserved
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Australia: Relative importance to China in 2005.
11" largest merchandise trading partner
14™ largest source of imports
0 2.4% of total imports
o largest export destination

o 1.5% of total exports

Two-way merchandise trade in 2005 was valued at US$28 billion by Australian ABS statistics
and US$26.4 billion by China Customs. This represents more than a doubling of trade since
1998 and highlights that merchandise trade will be a key driver for mutually beneficial

economic activity under a zero (or reduced) tariff environment.

Graph 1: Australia’s merchandise trade with China (_2000- 2005):

Australia: Total Merchandise trade with China

30000
o 25000 /
@ / Exports
A=
z 20000
@ = Imports
10000 // = Total Trade
5000
0
2000 2001 2002 2003 2004 2005
Source: ABS

The Australian and Chinese economies are largely complementary in nature. Put simply,
Australia has a competitive advantage in the production of mining resources and agricultural
products and China has a competitive advantage in producing labour-intensive STMs. Under
such circumstances, increased specialisation and trade would lead to benefits for both sides.
However, such restructuring creates both winners and losers and this has implications for
politically-sensitive industries in both countries. That said, Australian and Chinese diplomats
have chosen to lean on the ‘complimentarity’ argument, in order to build the political will

necessary to put the FTA negotiations in motion.

© Centre for Chinese Studies, Stellenbosch University. All rights reserved
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1.2.1.1 Australian Exports to China *

In 2004, primary commodities accounted for two-thirds of Australian exports to China. The
strong upward trend in exports is expected to remain strong as China continues to
industrialise and serve as a global manufacturing hub. Should Chinese industrialisation falter
and result in reduced demand for commaodity imports, it is expected that Australia’s close
proximity to China’s ports, increased co-operation and preferential access, will allow her to
retain a favourable position to meet China’s demand for resource and agriculture commodities.
China-Australia trade is increasingly underpinned by sizable long-term contracts, such as
those for iron ore, uranium, and the US$20 billion, 25-year joint venture to supply China’s

Guangdong province with Australian LNG.

Although, over the long run, Australian manufacturers will be forced up the production value-
chain, Australian exports of STMs and ETMs, including auto components, electrical
machinery and telecoms equipment, has grown at 20% a year since 1998. Australian
manufacturers hope that the growth of Asia-based supply chains for manufacturing inputs and
a strong domestic focus on R&D investment to restructure the local manufacturing industry,
will allow China to remain a significant export destination for manufactured merchandise.

1.2.1.2 Australian Imports from China °

Australian merchandise imports from China have grown 26% per year since 1999, over four
times faster than total Australian merchandise imports during the period. China is exporting
increasing higher-value and high-tech products to Australia. However, STMs still make up
over 90% of these exports to Australia. The strong growth trend in imports of STMs is set to
continue as Australian industry and manufacturers rely increasingly on Chinese-made inputs
into domestic production chains to try to cut costs and stay competitive. In other countries
including South Africa, the strong growth in the substitution of domestically produced
industrial inputs by cheaper Chinese products has had significant cost-reducing benefits for
domestic industry, as well as the wider benefits of importing deflation into the economy.

1.2.1.3 Australia’s (Merchandise) Trade Deficit wit h China®

Australia has a large merchandise trade deficit with China. The Australian Bureau of Statistics

(ABS) recorded a merchandise trade deficit of US$3.9 billion in 2004. Despite new investment

4 See Appendix 1 for table showing Australia’s top 10 merchandise exports to China, 2001-2004
5 See Appendix 2 for table showing Australia’s top 10 merchandise imports from China, 2001-2004
6 According to China Customs statistics, Australia enjoys a US$1billion trade surplus with China. See Chapter 6.4.1

below for a discussion of the data discrepancies.

© Centre for Chinese Studies, Stellenbosch University. All rights reserved
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in increased capacity in resources extraction and transportation, and expanded agriculture
production, the trade gap is expected to continue to widen along the current trend.

Graph 2: Australia’s Trade balance with China (2000 _ -2005):

Australia: Trade Balance with China

(0]
2000 2001 2002 2003 2004 2005
-1
-2 e

—_— \
Y \
\/

USS hillions
)

Source: ABS
1.2.2 Comparison: South Africa — China Merchandise  Trade Profile
China is South Africa’s 6" largest merchandise export market
o0 3.3% of total exports

China is South Africa’s 2™ largest source of imports

0 9.1% of total imports

Table 2: Australia-China, South Africa-China Trade Profile, 2005. (US$ billion)

Australia (with China) South Africa (with China)
Exports 16 1.2
Imports 21 4.4
Total Trade 37 5.7
Trade Deficit 5.2 3.2
Trade Deficit as % of total China trade | 13% 55%

Source: ABS, DTI trade database and own calculations

South Africa-China trade has grown steadily since the early 1990s, and even more strongly
since after the 1998 Asian Crisis. Bilateral trade has grown at around 30% per year since
1995. Overall trade figures show growth of 35% from 2004 to 2005’

7 This figure is calculated in ZAR terms.

© Centre for Chinese Studies, Stellenbosch University. All rights reserved
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Graph 3: South Africa’s trade with China (1993-2005  ):

South Africa: Trade with China, Imports/Exports

35,000
30,000
25,000
g W SA
% 20,000 Exports
% 15,000
Il SA
10,000 Imports
5,000
O —

CAICANCIC SN I g S g

Source: DTI database

Imports from China have been growing consistently faster than exports to China. Import
growth from China has averaged around 37.5% since 2000. Export figures have been more

volatile, reflecting the volatility of the ZAR-RMB exchange rate.

Exports to China grew 58% in 2001, 41% in 2003 and 33% in 2005°. Although high prices for
SA’s commodity exports have allowed for the strong growth of exports, SA’s consumer boom
and the relative strength of the ZAR has caused imports to grow more strongly and steadily®.

The ten-year trend above illustrates a rapidly widening trade gap with China.

Graph 4: China’s share of South Africa’s total trad e (1993-2005):

China's growing share of South Africa's Total Trade

10

9 »

8 /

7 4 — China's

6 - Share of SA
E 5 Imports

4 P——
5 3 Sz — China's
S 24 __/ Share of SA's

1 4 Exports

(0] ‘

PIIISPEESEESS

Source: DTI database

8 See Appendix 3 for table showing South Africa’s top 10 merchandise exports to China, 2003-2005
9 See Appendix 4 for table showing South Africa’s top 10 merchandise import from China, 2003-2005

© Centre for Chinese Studies, Stellenbosch University. All rights reserved
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South Africa and Australia have similar trade profiles with China. Both countries’ exports are
dominated by minerals and metals commodities. For South Africa, this section makes up
78.2% of total exports to China, while the same section accounts for around 66% of
Australia’s total exports to China. However, agricultural products also feature strongly in
Australian exports to China while South Africa’s exports of agricultural products, including

leather and fruit, makes up only 2% of total exports to China.

China has gained a significant foot-hold in SA’s market for high-tech merchandise®. Imports
of high-tech merchandise from China have grown by around 40% per year over the past few
years. In 2005 SA imported around US$1.3 billion of high-tech merchandise from China,
making up 15.2% of all imported high-tech merchandise. Concurrently, SA exports of high-
tech merchandise to China in 2005 totalled US$20 million making up only 2.1% of SA’s high-
tech exports.

Graph 5 below shows that in 2005 South Africa’s trade deficit with China stood at around
US$3.2 billion, while the equivalent figure for Australia was near US$3.9 billion. Although this
figure is also high for Australia; against a backdrop of significantly higher trade figures in the
Australian-China relationship, South Africa’s growing trade deficit is arguably more
concerning. It is equivalent to 55% of the total trade between the two countries, while the
Australian figure is equivalent to only 13% of the total trade.

Graph 5: South Africa’s trade deficit with China (1 993-2005):

South Africa's growing Trade Deficit with China

O —
1993 1994 1995 T
-500

-1,000

-1,500

-2,000

USS$ millions

-2,500

-3,000

-3,500

Source: DTI database and own calculations™

10 See Appendix 4 showing South Africa’s high-tech trade with China, 2003-2006
11 The US$ figures were converted from ZAR figures, using US$1 = ZAR7.00 (2005 equivalent)
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1.3 Bilateral Services Trade Profile
1.3.1 Australian exports to China

China is Australia’s 5™ largest services export market
o Exports of US$2.4 billion in 2005
Australia is China’s 8" largest services export market

o China’s share of Australia services exports 6.7%

Table 3: Australia's trade in services with China, USS$ millions, 2005
Exports 1870
Imports 882
Australia’s services trade surplus 988

Source: DFAT EAU

Quantifying trade in services is often problematic. Although official services trade statistics
tend to underestimate the value of the actual trade, figures still indicate that the Australia-
China services trade has grown rapidly over the past decade. In 2003, bilateral services trade
was US$1.2 billion, climbing rapidly to US$2.75 billion in 2005.

Graph 6: Australian services exports to China (2003 /2004):

Composition of Australian Services Exports to China , 2003/2004
Business travel, B Education-related
. 6.10% travel
Business and
other misc.

services, B Other personal travel

12.50% Education-
related travel,

36.60% O Transport services
Transport
services, 13%
W Business and other

misc. services

Other personal

travel. 31.80% O Business travel

Source: DFAT EAU
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Graph 6 above shows that education and tourism dominate the official statistics. The
Australian Bureau of Tourism forecasts that up to 1 million Chinese tourists could visit
Australia by 2010 and that per capita tourist spending figures will also rise. Australia
‘exported’ US$250 million of education services in 2003, an amount that exceeded the figures
for major commodities like coal and aluminium in that year. The number of Chinese students

in Australia has grown dramatically from 4,000 in 1995 to around 70,000 in 2004.

1.3.2 Chinese exports to Australia

Graph 7: Australia services imports from China (200 3/2004):

Composition of China Services Exports to Australia, 2003/2004

Business and
other misc. B Education-related travel
services, 11%

T Education- )
ransport related travel, B Business and Other
services, 13% 37% personal travel
O Transport services
Business and )
Other personal W Business and other
travel. 39% misc. services

Source: DFAT EAU

Graph 7 above shows that travel services linked to Australian students and business people
make up 76% of China’s services exports to Australia. China is becoming a major destination
for Australian tourists. There has also been significant export of services with Australian
companies mainly operating in China in the following services areas: financial services;
professional services (legal, financial, accounting, engineering); and communications services.
Chinese companies are mainly operating in Australia in the following services areas: air and
maritime transport services; services linked to developing partnerships in energy and mining;

and freight and logistics services.
Increased trade in services has the potential to deliver significant gains to both countries,

either through direct inclusion into an FTA, or as a side-effect of a narrower FTA - the

strengthening of economic co-operation. That said, the Australian negotiators remain
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adamant that the services sector will be included in any FTA deal and will not be carved out
for a later date™.

1.3.3 Comparison: South Africa-China Services Trade

The trade in services between South Africa and China is still largely underdeveloped.
Although South Africa has seen a significant increase in tourist numbers from China, the
numbers are still small compared to those of Chinese tourists visiting Australia. SA was
granted ‘Approved Destination Status’ for out-bound Chinese tourist groups in 2001. There is
much potential for South Africa to gain significant economic benefits from greater exposure to
Chinese travellers as a side-effect of any increased economic co-operation or FTA. In 2005,
3,000 Chinese students studied in SA.

Many South African services companies have shown a keen interest in the Chinese market
but few have made substantial investments. The main areas are financial services and
engineering services. There is much scope to extend SA'’s expertise in mining and mine

safety technology into the Chinese market. But significant barriers to entry exist at present.

The main areas where China exports services to South Africa are in travel services (linked to
Chinese tourists) and freight and logistics services. Chinese engineering and constructions
firms have moved strongly into the African market, especially into the SADC region. Chinese
construction firms are now displacing South African firms in Namibia, Botswana, Zimbabwe
and Mozambique, and look set to compete with in the South Africa construction sector itself,

particularly in the build-up to South Africa’s hosting of the 2010 Soccer World Cup.
1.4 Two-way Investment Profile
1.4.1 Australia to China Investment

China was Australia’s 22" largest investment destination in 2004 with around US$900 million
in investments made on the Mainland. This still only constitutes 0.2% of Australia’s outward
investment. Increased investment flows clearly reflect China’s improving business
environment but the low base level also shows that China has not made it easy for Australian
firms to establish operations. Previously, most investment came from large Australian firms
but a rising trend is that smaller and medium-sized Australian firms are establishing a physical
presence in the country. The main areas of Australian investment in China include:

manufacturing; mineral exploration; legal services; banking services and education services.

12 CCS interview with Australian official, Canberra, July 2006
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Table 4: Bilateral Investment: Australia and China, USS$ billion (2001-2004)

Chinese investment in Australia Australian investme nt in China
2001 2.4 1.4
2002 2 0.9
2003 15 1
2004 1.3 0.9

Source: ABS, 2005

The figures in Table 4 above show that Australian investment in China has been sluggish
since 2001. However, according to Graph 8 below, Chinese figures show that Australian
investment has been growing strongly. In 2004, Australian investors signed over 700

agreements to invest in China*.

Graph 8: Australian investment in China (1995-2004)
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1.4.2 Chinato Australia Investment

Australia was China’s 17" largest source of investment in 2004 with investments totalling
US$1.5 billion. According to MOFCOM, Chinese enterprises have invested in roughly 256
projects in Australia up to the end of 2004. The main areas of Chinese investment in Australia

include: resources; energy; processing; commodities; real estate; and food processing.

Official statistics in table 4 above show that Chinese investment in Australia has been falling
since 2000. Annual investment flows grew from US$800 million in 1997 to US$2.5 billion in
2000, but have since fallen to US$1.3 billion in 2004, accounting for less than 0.2% of total

13 See Chapter 6.4 for a discussion of data discrepancies between ABS and China Customs.
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foreign investment in Australia. It is not clear why Chinese investment figures have fallen over
the past 5 years.

1.4.3 Comparison: South Africa-China Two-way Invest ~ ment

President Thabo Mbeki has highlighted increased Chinese FDI as a key element in the
bilateral relationship. Attracting greater FDI inflows is also integral to South Africa’s overall

economic strategy, the Accelerated and Shared Growth Initiative of South Africa (ASGI-SA).

According to South African figures, recent Chinese investment into South Africa totalled
US$130 million, mostly in a chromium mine. However, the Chinese Embassy in Pretoria
estimates FDI stock at around US$250 million up to 2005. According to South African
statistics, cumulative South African investments in China, by companies such as Anglo
American Plc, SAB Miller, the MIH Group and Barloworld, amounted to around US$400
million by 2005*. Chinese statistics put the equivalent figure at US$350 million.

15 Background to a possible Free Trade Agreement:
1.5.1 Australia-China FTA

In March 2002, the Chinese Premier Wen Jiabao visited Australia. In May 2003, Australian
Prime Minister John Howard visited China. In August 2003, he made another visit to China to
meet Chinese leaders including President Hu Jintao and Premier Wen. President Hu paid a
reciprocal visit to Australia in October 2003 during which he addressed a joint sitting of the
Australian Parliament. These high-level engagements during 2002 and 2003 served as the

backdrop to more formal negotiations toward an FTA.

The Howard Government has made it clear that it supports a strategy of bilateral trade
liberalisation in order to advance its international trade objectives. Australia has signed free
trade (or preferential trade) agreements with New Zealand, Singapore, Thailand and the US
and presently is in talks with China, and Japan.

The core China FTA rationale is that if Australia does not use the opportunity to engage China
in an agreement that secures preferential access in the areas of merchandise trade, services

and investments, its competitors, like Brazil, the US, Canada and South Africa will do so to

14 Calculations carried out by the Centre for Chinese Studies indicate that this figure is substantially understated.

Cumulative South African investment in China is very likely to have reached US$2 billion by 2006.
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the detriment of Australia’®>. On the other hand, the ‘opportunity’ comes from China wanting to
engage Australia, a significant and growing source of raw materials, energy and possibly also
uranium, and also to prepare itself for later and arguably more important trade agreements
with the US and the EU.

During the Chinese President’s visit in 2003, Australia and China entered into an agreement
called the Trade and Economic Framework between Australia and the PRC, which set in
place the foundations for closer commercial ties between the two countries. In March 2005,
the DFAT and the Chinese MOFCOM released a Joint Feasibility Study (JFS) on an
Australia-China FTA. The following month, Premier Wen and Minister Howard agreed to
commence negotiations on an Australia-China FTA. The 6" round of the negotiations was

held in Beijing in early September 2006.
1.5.2 SACU-China FTA

Under the umbrella of the Bi-National Commission (BNC) of 2000, the South African and
Chinese Governments have taken significant steps towards increased economic co-operation.
In June 2004, South Africa agreed to recognise China as a ‘market economy’ and China
agreed to discuss formal trade negotiations for an FTA with SACU. However, since then,

both sides have been unable to provide the impetus for the FTA initiative to progress to the
negotiating table. The South African officials have been hoping to take advantage of the tide
of political goodwill between the two countries, to gain some early benefits under a ‘low-
hanging fruits’ initiative. A number of agreements aiming to facilitate the export of South
African citrus fruits to China were signed in 2005, and again when Chinese Premier Wen

Jiabao visited Cape Town in June 2006.

Much of the domestic debate around the proposed SACU-China FTA has been about China’s
ability to undermine the local manufacturing industry if import tariffs are lowered any further.
Already local manufacturers are facing massive competition from Chinese imports. The South
African textile and clothing industry has taken up the focus of this debate but many other
labour intensive STM industries are facing a similarly uncertain future. For the moment, the
textile and clothing debate has dominated any plans to start formal negotiations for an FTA.
The DTI has since published provisional guidelines of a ‘Textile Deal’ with China, which is

based on import quotas on a number of TCF products from China.

15 CCS interview with Australian official, Canberra, July 2006
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1.6 The Australia-China Trade and Economic Framewor Kk

The Australia-China Trade and Economic Framework (TEF) is an agreement entered into by
the two governments. It sets in place the foundations for closer commercial ties between the
two countries. The Framework was signed by President Hu Jintao and Prime Minister John
Howard in Canberra on the 24" October 2003. This agreement, designed to liberalise trade
and investment between the two countries, was a significant step forward in building closer
economic and trade links. The Framework is broad-based and forward-looking. It sets a clear
agenda for developing the bilateral trade and economic relationship over the coming years. In

effect, it was an agreement to start the process toward negotiations toward an FTA.

Within the broader process of engagement with China, two further developments have been
instrumental in bringing the formal FTA negotiations to the present position. These are
discussed below:

1.6.1 The Joint Feasibility Study

The Australia-China Joint Feasibility Study is a research process conducted jointly by teams
from Australia’s DFAT and China’s MOFCOM. The aim of the study was to explore whether
an FTA between the two countries would ‘accelerate sustainable growth, create jobs and
raise the living standards of both countries’. The study included results from an FTA modelling

study which was carried out jointly by Australian and Chinese academics.

1.6.2  The High-level Economic Cooperation Dialogue  (HECD)

The HECD provides a regular forum for strategic discussions on key issues in the bilateral
economic relationship. Australia hosted the first meeting of the HECD with China's most
powerful economic ministry, the National Development and Reform Commission (NDRC)
during the April 2006 visit of Premier Wen. The aim of the HECD is to provide a channel
through which both sides can use high-level political engagement to facilitate any issues

which may be holding up the negotiations at the lower levels.

16 See Chapter 3.5 for a discussion of the JFS
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Chapter Two: Priority sectors in an Australia-China FTA

Australian officials have made it clear that they support negotiations towards a
comprehensive FTA including all products and containing provisions relating to the trade in

services, investment facilitation, and various other areas of economic cooperation.

In conflict with this aim, Chinese officials have sent strong signals that they will find it difficult
to bring certain product groups to the negotiating table and would not be comfortable with
opening up China’s underdeveloped services sector. China is gradually reforming its
investment policy framework and has stated that she may find it difficult to make special

provisions for Australian investors®’.

2.1 Comparative tariff structures of each country

By looking briefly at each country’s existing tariff structure a clearer picture emerges of which
sectors will have to face the greatest restructuring pressure under a post-FTA zero-tariff

environment. Similarly, the impact of an FTA on sectors presently showing low tariff protection
will be much lower in the context of assessing the overall impact of an FTA on each economy.

Table 5: Average tariffs per product sector for Aus tralia and China, 2005

Australia China

Simple Ratio of Zero | Simple Ratio of Zero
APEC AIP Sectors Average  Tariff items Average Tariff items to

Tariff (%) to all items Tariff (%) all items
Agriculture 1.4 72.40% 15.3 7%
Fish and fish products 0 99.10% 10.5 9%
Wood, pulp and paper products 3.8 25.40% 4.6 37%
Textiles and Clothing 9.1 15.10% 11.4 0%
Leather, Rubber, Footwear 5.6 17.80% 13.2 0%
Chemical, photographic supplies 1.9 63.80% 6.9 1%
Transport equipment 4.4 30.50% 13.3 0%
Non-electrical machinery 3.1 43.80% 8 11%
Electrical Machinery 2.9 49.10% 9.1 32%
Manufactured articles 1.9 65.70% 11.8 12%
Minerals, precious stones, metals 1.6 68.70% 8.8 11%
Petroleum Oils 0 100.00% 6.3 5%
Metals 3.4 34.50% 7.7 4%
All products B.5 47.60% D.9 8%

Source: DFAT tariff database

17 CCS interview with Australian official, Canberra, July 2006
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2.1.1 Australia’s tariff structure

Australia is a very open trading economy, having gone through an extensive and painful
period of restructuring during the 1980s. This restructuring included the gradual reduction of
import tariff levels to a point where today it has amongst the lowest tariff structures for a
developed country. On 1 January 2005, Australia had a low overall average applied tariff of
3.5%, with over 85% of Australian tariff lines between 0% and 5%. Although the TCF and auto
industries still enjoy favourable tariff protection under their respective SAPs, there is a gradual

reduction schedule of these tariff walls as well.

2.1.2 China’s tariff structure

Over the past decade, China has embarked on arguably one of the most impressive, and

potentially destabilising, tariff reduction campaigns in the recent history of the global trading
system. China’s drive to reduce its previously high tariff walls has formed part of its national
commercial objective to integrate itself into the global economy, be admitted into the WTO,

and to reform its own domestic economy.

Table 6: Simple average tariff level of China, % (1 992-2005)
Year 1992 1993 1996 2000 2001 2002 2003 2004 2005

Simple average tariff rate | 40.3 37.5 23 164 153 12 11 104 9.9

Source: China Customs

Before entering the WTO in 2001, China’s average tariff level was 15.3%. This was the result
of rapid tariff reduction during the later 1990s in preparation for WTO accession. Table 6
above shows that, under the tariff reduction phase-in provisions in its WTO accession
agreement, the average rate was reduced to 11% in 2003, 10.4% in 2004 and 9.9% in 2005.
It is worth noting however, that for South African and Australian exporters, NTBs often

constitute more of a deterrent to exporting to China than tariff barriers.

2.1.3 South Africa’s Tariff Structure

Following South Africa’s accession into the WTO on 1 January 1995, tariff levels have been
significantly reduced from the high levels under South Africa’s previous import substitution
regime and Apartheid-era sanctions. In 2005, South Africa's average tariff stood at 5.8
percent, with an average tariff of 9.1 percent and 5.3 percent for agricultural and non-
agricultural products respectively.
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According to the Customs Union Agreement signed by South Africa and the BLNS states of
Botswana, Lesotho, Namibia and Swaziland in 2002, these five countries have established a
Southern African Customs Union (SACU) administering a uniform tariff. After the agreement
went into effect, member countries divide tariff receipts among themselves according to a pre-
arranged formula. The highest decision-making body for SACU is the Council of Ministers
(COM). For the purpose of this study, we will refer only to South Africa’s economy and trade

profile as it is by far the largest economy in the SACU structure.

From a Chinese point of view, the lowering of high tariffs on various sectors in which China
has strong export levels could potentially allow strong growth in exports to South Africa.

These South African products and their tariffs include:

Textiles 23.2%
Wearing apparel 37.8%
Leather products 28.6%
Motor vehicles 10.8%

Itis clear that South Africa’s tariff barriers are significantly higher than Australia’s. This
presents an opportunity for a stronger bargaining chip in allowing Chinese imports into the
South African market in order to gain reciprocal access into the Chinese market. But this also
means that South Africa’s domestic industry has either not yet achieved the level of
competitiveness needed to survive in a lower tariff environment, or that South African policy-

makers have not yet come to terms with the potential long-term benefits of trade liberalisation.
2.2 Key Targets for co-operation within an Australi a-China FTA

Australian officials have made it clear that they support a comprehensive FTA, including all
product groups within the merchandise sector, provisions on providing increased access for
each country’s services exports and provisions to address barriers to two-way investment
flows®. Following criticism of the large carve-outs (in especially the agricultural sector) given
to the US within the US-Australia FTA, DFAT has come under tremendous pressure from the
domestic agriculture lobby to include even the most sensitive agriculture products (including
cotton, wheat, and beef) in the FTA™.

The Australian Government would also like to include a number of jointly negotiated
provisions covering other areas of economic co-operation, which, though not falling directly

18 CCS interview with Australian official, Canberra, July 2006
19 CCS interview with Mr. Paul James, Federal Executive Officer, FAPM, July 2006.
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into the narrow definition of a bilateral trade agreement, would greatly enhance the economic
benefits of more narrow trade and investment-related agreements within an FTA.

These areas include: trade and investment promotion; customs facilitation; sanitary and
phyto-sanitary measures; technical regulations and standards; temporary entry/mobility of
business people; intellectual property; electronic commerce; small and medium enterprise

cooperation; transparency; trade remedies; and capacity building.

The Chinese side made it clear during the early stages of the FTA process they would like to
conclude an FTA over a shorter time-frame, focusing on the merchandise trade, with the
services sector and investment components left for a later date. At the time of ‘negotiating’ the
text of the JFS in 2005, an Australian official commented that the Chinese counterparts were
prepared to be pragmatic and concede to Australian demands for a comprehensive FTA. But
they also mentioned that, looking back, the Chinese counterparts were perhaps hoping that
they would have been able to force their hand more effectively in the negotiations phase to

restrict the areas open to negotiation®’.

At the time of the JFS negotiation, the PRC side would not agree to include two important
areas of economic co-operation in the FTA, namely: government procurement and
competition policy. The Australian negotiators did manage to include a reference to these
issues under the heading “Other matters for exchange of views” in the final version of the
JFS. After pressure from Australian officials, the Chinese side did agree in early 2006 to

include the area of government procurement into the FTA negotiations.

Officially, both sides have agreed to place all the above sectors and issues open for
negotiation. But in reality, statements from high-level officials on both sides point out that
some sectors are not negotiable. It remains to be seen to what extent these carve-outs affect

the primary intention to eventually conclude an FTA™.
2.3 Non-priority sectors

Sections 2.3, 2.4 and 2.5 highlight the priority and non-priority sectors in an Australia-China
FTA. For Chinese sectors, a comparison is made with the South African economy and
whether these sectors should also be viewed as ‘priority sectors’ in a possible South Africa-

China FTA. Section 2.3 will argue briefly why certain sectors in the bilateral trading

20 This is the personal opinion of an Australian official who asked not to be named.

21 The potential impact of these carve-outs on the success of an FTA is discussed below in Chapter 6.4.

© Centre for Chinese Studies, Stellenbosch University. All rights reserved



Page 28

relationship are not ‘priority sectors’ in the context of the Australia-China FTA. Priority sectors
will be discussed in section 2.4 and 2.5 below.

2.3.1 Industrial Products (Australian market)

Australia imported US$1.57 billion of industrial commodities from China in 2004. This included
crude oil, aluminium, iron and steel products and glass. Chinese imports faced a trade-
weighted average applied tariff of 3.6% in 2005. The tariff levels are already relatively low and

the figure of US$1.57 billion is small relative to the overall trade with China.

Some Australian producers of industrial goods (including the steel industry and chemicals
industry) have voiced some concern over the increased competition from Chinese imports in
Australia. Although the impact of the FTA will have important consequences for the

companies concerned, this is not a ‘priority sector’ within the overall FTA negotiations.

2.3.2 Australia’s Services Market and Investment Po  licy Framework

There are a number of federal and state-level regulations which limit market access for
foreign players in Australia’s services sector. However, Australia already encourages Chinese

investment and companies to invest in her services sector.

There has been a vigorous public debate around the investment by Chinese companies in
Australia’s upstream resources sector. Much of the debate is focused on the state-ownership
of many of the large Chinese SOEs investing in Australia. In particular, there has been debate
on Chinese investment in the development of Australia’s uranium reserves and their export to
China. Both countries’ interests are almost exactly aligned on the issue of Chinese investment
in Australia. Hence, although this issue is important for both sides, it does not present an

effective bargaining chip for either side in the FTA negotiations.

2.3.3 Minerals, metals and energy products (Chinese = market)

Chinese industrialisation has been the principle driver of the current global resources boom. It
is @ major and growing importer of most industrial raw materials. Australia is fortunate to be
well-placed and have the production and reserves to meet much of this increased demand.
This is the sector that has caught the most attention both within China and Australia, but
within the context of an FTA between China and Australia, this is not a priority sector.

In 2005, Australia exported US$10 billion of resource commodities to China; up from US$6.7

billion in 2004. These figures were boosted by a 126% increase in the value of iron ore
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exports to US$5.7 billion and a 226% increase in the value of copper exports. Australia’s main

exports to China include iron ore, aluminium ores, coal, petroleum gas, and copper.

Chinese tariffs on mineral, metals and energy imports are already low, although many NTBs
do exist. Despite high-level rhetoric from Chinese policy-makers about organising Chinese
buyers into cartels to try to force down import prices, the reality is that the high demand and
restricted supply has forced end-users in China to be pro-active in securing raw materials.
And as a result, in the current context, there are few real effective NTBs facing Australian

exporters of resources that can be used by the Chinese side as bargaining chips in an FTA.

Mr. Clinton Dines, President of BHP Billiton China, was very clear about dispelling the myth
that an FTA will bring about additional riches from Australian resource exports to China®.
Major resource commodities such as oil, natural gas, iron ore, coal, alumina, copper and

manganese are internationally traded and prices are set in the global marketplace.

The US$20 billion LNG deal which saw the first shipment to Guangdong province in the first
half of 2006 is a major boost to Australian exports to China. This is however a fait accompli
and despite pressure at home, the Howard Government has not been keen to re-negotiate
the terms of the deal after that substantial rise in shipped LNG prices since the deal was
signed. As a result, both sides have agreed to let the deal stand and in the current
circumstances, it is not in China’s interests to try and use the FTA negotiations as a platform

for forcing greater benefit from the deal.

There exists an incorrect view amongst some Chinese policy-makers that an FTA with
Australia will allow China to secure long-term supplies and control import prices free from
‘speculative forces’ on the global markets. It has also been apparent that even at the highest
levels of the Chinese Government, there is a belief that an FTA with Australia, or even merely
the prospect of an FTA with China, is enough of a carrot to force the Australian Government
to intervene in the annual price negotiations between the Chinese steel producers and global
resource MNCs on iron ore. However, the Howard Government declined to accede to this
‘request’ to intervene, and used the opportunity to underline the fact that any FTA with China

would be conducted along the lines of free market principles®.

22 CCS interview with Mr. Clinton Dines, Head of BHP Billiton China, Shanghai, February 2006.
23 CCS interview with Australian official, Canberra, July 2006.
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2.3.4 Chemicals, Rubber, Plastics (Chinese market)

Over the past decade, China has been a major importer of a wide range of industrial
chemicals, rubbers and plastics that are used both in its industrialisation but also in the
export-orientated manufacturing industry. Both South Africa and Australia are major exporters
of chemical products to China. China’s chemical sector is still in the developing stages and

thus, according to many Chinese policy-makers, requires further protection.

Australia’s major chemical export to China is ‘artificial corundum and various forms of
aluminium oxide and hydroxide’. This product is in effect a semi-processed product from the
extractive industry. Australian imports into China are levied at a 5.5%-8% tariff. On Australia’s
2004 export of US$1.1 billion of this product to China, a reduction in tariffs may allow
significant benefits to Australian producers. But, tariff levels for other chemical exports to
China are generally low. Most tariff lines are in the category 0-5% and some face tariffs of 6-
10%. China has used a range of NTBs to discriminate against certain chemical imports. China

has been a major user of AD actions against imports of various chemicals in recent years.

Chinese SOEs have invested heavily in expanded capacity in many bulk industrial chemicals.
The scale of these investments is such that the Chinese chemical market as a whole is
rapidly changing from being a major importer in 2003 to a potentially significant exporter by
2008. While there will still be opportunities for Australian and South African chemical
exporters in the Chinese market over the next decade, this will increasingly be in niche
markets and will be balanced by increasing competition in the domestic market from the

import of Chinese bulk industrial chemicals.

2.3.5 Manufactured Merchandise (Chinese Market)

China holds a significant competitive advantage over Australia in the production of STMs and
increasingly also ETMs. This trend is set to continue as China’s competitive advantage moves
up the value chain and into more high-tech manufactures. Although the Australian
manufacturing industry sees the Chinese market as its key growth market, this market is not a

priority sector in the context of the current FTA between China and Australia.
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Graph 9: Australia’s merchandise exports to China ( 2000, 2005)
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2.4 Priority sectors in an Australia-China FTA
(The priority sectors under a SACU-China FTA would likely be similar to the Australian case.)

Australia manufactured merchandise market
o TCF sector
0 Auto sector
Chinese agricultural produce market
Chinese services market

Chinese investment framework

2.4.1 Australian sectors facing increased competiti on from China

Many industries in Australia are facing increased pressure in the domestic and third markets
from Chinese competitors. However, this is a result of a number of globalisation-related
factors which are not under direct discussion within the context of the current FTA analysis:

China’s cost competitiveness in certain manufacturing and industrial processing
industries.

China’s emergence as a significant exporter of key processed industrial products and
manufactured products, after recent expansions in domestic production.

Rising costs in Australia’s manufacturing industry.

Australia’s significant reduction in import tariffs to the current low levels.
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This section will focus more narrowly on which sectors will face heightened competition from
China specifically due to the FTA, including the assumption of the full elimination or
substantial reduction of import tariffs and regulatory barriers to trade by Australia.

2.4.1.1 Manufactured merchandise

The manufacturing sector enjoys high tariff protection under its ‘special status’ in Australia’s
industrial policy framework. Manufactured merchandise accounted for 86% of all Australia’s
imports from China, totalling US$11.38 billion in 2004. Consequently, the manufacturing

sector in Australia will be the hardest hit by the elimination of tariffs under an FTA.

Australia Industry Group (AIG) is the principal body in Australia representing the
manufacturing industry. AlG recently completed a comprehensive study on the effects of
Chinese competition on the Australian manufacturing industry®*. AIG's 2006 China study is
based on a survey of 700 Australian manufacturers with total sales of US$20 billion. While the
study does not include a modelling exercise on the potential effects under a lower tariff, post-
FTA environment, it uses an extensive set of survey responses and statistical feedback from
Australian manufacturers to asses the current effects on the industry.

The study finds that Chinese imports are currently having a huge impact on many domestic
manufacturers’ margins. However, the industry views China as the foreign market with the
most upside potential for Australian manufacturing exports. Importantly, the overall loss from
increased Chinese competition under an FTA will amount to approximately US$660 million,
relatively insignificant in the context of the overall trade figures®. Perhaps the most important
finding notes that most manufacturers remain unconvinced of the overall benefits of an FTA,

although support for an FTA is growing and has increased from 13% in 2004 to 24% in 2006.

2.4.1.2 Australia’s TCF Sector

As is the case in South Africa, Australia has a substantial TCF sector enjoying ‘special status’
as an industry. On the 27" November 2003, the Australian Government announced an
assistance package for the TCF industry, called the TCF Post-2005 Assistance Package. This
would deal with the rapidly changing global TCF industry after the WTO Multi-fibre Agreement
expired on 1January 2005. The US$640 million package is a multi-pronged initiative aimed at
restructuring the TCF industry, includes the TCF Post-2005 Strategic Investment Programme

24 Australia Industry Group, 2006, “Australian Manufacturing and China: Deepening Engagement”.
25 See Chapter 3.3 below for a discussion of the AIG Study.
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Scheme; the TCF Product Diversification Scheme; the TCF Structural Adjustment Programme
(SAP) and the TCF Small Business Programme Determination.

Table 7: Australia’s TCF sector tariff phase-down (2005, 2010, 2015)

2005 2010 2015
Clothing & Some Finished Textiles 17.50% 10% 5%
Woven Fabrics, Carpets & Footwear 10% 5% 5%
Sleeping bags, table linen, footwear parts 7.50% 5% 5%
Textiles, yarns 5% 5% 5%

Sources: DFAT

The TCF industry in Australia accounts for 80,000 jobs and records sales of more than US$5
billion a year. Exports are growing rapidly although from a low base. In 2003, Australian
exports of clothing and textiles reached US$200 million and US$50 million respectively.
However, this figure should be seen in the light of China’s total clothing exports of US$61.6
billion in 2004.

Chinese-made clothing accounts for 74% of total clothing imports and more than 35% of total
clothing sales in Australia in 2003. In 2004 China exported US$1.4 billion and US$0.4 billion

of clothing and textiles to Australia respectively. Australian exports of TCF products to China
are small and are made up largely of wool articles of textiles and clothing.

Both China and Australia apply relatively high tariff protection on their TCF products. A
reduction in tariffs on both sides would lead to additional two-way trade, expanding Chinese
imports into Australia and allowing greater scope for exports of Australian wool TCF articles to
China. The net impact on output and employment in the Australian TCF sector would be
negative but less than the impact already taking place due to domestic tariff reform and
globalisation. Almost all the expected benefits will result in a reduction in out-of-quota tariffs
on woollen tops (currently at 38%), and the exports of small volumes of high-tech products

(including fire protection materials)?®.

The Council of Textile and Fashion Industries of Australia Ltd (TFIA) is the principal industry
body representing firms and organisations covering the sector. TFIA made the following

comments/recommendations in their public submission to DFAT in 2004:

26 See Chapter 3.6 below for a discussion of the modelling study.
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TFIA opposes an FTA between Australia and China until such time as Australian
industry considers that there is a level playing field between the two economies.
China must show concrete proof of reducing all identified non-tariff barriers.
Australian tariffs on Chinese imports should be phased down in step with the current
Australian Government tariff reduction scheme.

Any FTA agreement should consider measures and methods that seek to integrate
the textile and clothing manufacturing sectors of each country including investment,
distribution networks and supply chains, as well as an effective anti-dumping regime.
The Australian Federal Government must make public its “walk away conditions”

ahead of formal negotiations occurring.

A number of Australian TCF players admitted to being ‘worried’ about the threat China
posed”’. But the key factor that emerged was that, by July 2006, the TCF industry had still not
been given explicit assurance by DFAT officials that the content of Post-2005 TCF Assistance
Package would not be materially altered by a China FTA. The assurance has since been
given and TCF sector players say this effectively excludes a large part of the uncertainty on

the TCF sector out of the FTA negotiations.

The Australian TCF industry has been particularly forward-looking vis-a-vis of the China TCF
threat. An FTA with China will not have a substantially greater negative impact on the TCF
industry than is expected in the medium- and long-term plans the industry has jointly

negotiated with the Australian Government.

The South African TCF industry is facing a crisis, both in terms of output and employment, in
the face of rapidly rising Chinese imports. There are many similarities between the South
African and Australian experiences in this sector. However, the South African TCF industry
has not adequately prepared itself for the eventuality of higher Chinese competition after the
end of the Multi-fibre Agreement in 2005.

South African negotiators should take note of a number of key elements of the Australian TCF
experience:

According to some players, the Australian Post-2005 Assistance Package has been
very generous and those companies who are using the assistance package to

restructure and invest in R&D are actually showing better results than before 2005.

27 CCS interview with Mr. Tony Woolgar, National Secretary, TCFUA, July; and CCS interview with Mr. Ashley van
Krieken, Executive Director, TFIA, July 2006.
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The package is not based on government ‘hand-outs’. It is specifically focussed on
restructuring, upgrading technologies and discovering new areas of competitiveness
in a world in which China has an obvious cost competitive advantage.

A major element of the package is assistance for re-training those textile workers who
have lost their jobs during the restructuring process. However, an official from the
TCFUA claims that the implementation and administration of this element of the

package has been poorzg.
2.4.1.3 Australia’s Motor vehicles and Auto compone  nts sector

Australia’s auto sector is small by global standards but enjoys a similar ‘special status’ to the
TCF sector. The industry accounts for roughly 6% of total manufacturing activity and is the 6"

largest export industry ahead of such products as wool, beef and wheat.

There are four final-assemblers with operations in Australia producing approximately 360,000
vehicles in 2005, of which 120,000 were exported. Most of the bilateral trade with China has
been in auto components, not in finally assembled vehicles. The final assembler industry
employs about 25,000 people directly in assembly of vehicles and an additional 25,000
people are employed by the four main companies. Australia's automotive component
manufacturers produce sales of approximately US$7.5 billion a year.

The Australian auto industry is supported by a structural adjustment package (SAP) similar to
South Africa’s Motor Industry Development Plan (MIDP), called the Automotive
Competitiveness and Divestment Scheme (ACIS). The ACIS is a US$2.1 billion transitional
assistance scheme directed towards encouraging new investment and innovation in the
Australian automotive industry in the context of a reduction in the automotive tariff on
passenger motor vehicles and auto components from 15% to 10% by 2005. In December
2002, the Australian Government announced a US$3.2 billion extension of ACIS, along with a
further reduction in automotive tariffs to 5% in 2010. Australian Trade Minister Mark Vaile
recently announced that the ACIS plan would not be materially affected by any negotiated
outcomes under the China FTA. As is the case of the TCF sector, this effectively constitutes a
carving-out of the automotive sector for bilateral tariff reductions in the current China FTA.

Many of the auto components producers in Australia do not support the proposed FTA with
China.?® Paul James of the Federation on Automotive Products Manufacturers (FAPM)

argues that, although China has been reducing its tariffs over the past few years, additional

28 CCS interview with Mr. Tony Woolgar, National Secretary, TCFUA, July 2006.
29 CCS interview with Mr. Paul James, Federal Executive Officer, FAPM, July 2006.
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preferential reductions for Australia will not give its components producers any real benefits.
He bases this view on the following points:

China is rapidly becoming a major and competitive producer for increasingly high-
tech auto components.

A reduction in Australian tariffs will exacerbate what is already strongly increased
Chinese competition in the domestic components market.

Future competition from Chinese exporters of components and vehicles into third

markets would significantly impact on the Australian industry.

The Federal Chamber of Automotive Industries (FCAI) argues that the Chinese Auto Industry
Policy Framework released by the NDRC in 2005, is a pro-active and deliberate attempt to
not only stifle competition in the Chinese market, but also support the development of the
Chinese auto industry into one of the world’s largest and most competitive exporters. The
FCAI points out that the unreserved sentiments of Chinese officials, proclaiming China’s aims
to be the world’s new biggest vehicle exporter, reflect that it will be very difficult for the
Australian industry to expect any real preferential access under an FTA with China.

South Africa faces many of the same challenges as the Australian auto industry. There have
been strong links between the South African and Australian auto industries on a range of
policy issues. South African trade negotiators are encouraged to pay close attention to the
developments in the Auto sector within the current FTA negotiations to use as a model for

their own engagement of China.

2.4.2 Chinese sectors offering increased opportunit y
2.4.2.1 China’s agriculture market

China’s large population and growing purchasing power is driving up demand for a number of
staple and other agricultural products in China. At the same time, a number of factors have
contributed to China’s declining agricultural production. This dual trend is creating significant
opportunities for exporters of a wide range of agricultural products to China.

China’s agricultural sector is also one of the most politically sensitive and protected in China.
The agricultural sector still employs 50% of the population, although down from 69% in 1980.
Reform of the agricultural sector remains one of the key challenges to China’s rise and this
theme has now become the focus of the 11" Five Year Plan (2006-2010) in China. The
powerful Chinese Ministry of Agriculture has made it clear they are not prepared to allow the
Chinese Government to use a reduction in agricultural tariffs as a bargaining chip in a broader

FTA with any other country, especially a highly competitive producer such as Australia.
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China’s agricultural sector is protected by a complicated, layered barrier, including import
tariffs, regulatory restrictions and a host of NTBs®. The average tariff is 15.3%. TRQs exist on
49 items (8-digit tariff lines) including wheat, corn, rice, edible vegetable oil (soybean, palm oil,
rapeseed oil), sugar, wool and cotton. The allocation and administration of these TRQs is
characterised by a lack of transparency and uncertainty, making the exporting of these

products even more difficult for foreign exporters.

Despite these difficulties, China experienced a significant increase in its overall agriculture
trade deficit to US$5 billion in 2004. China’s agriculture trade deficit with Australia is rising
sharply even without an FTA. And hence many officials in China argue that large parts of the

agriculture sector should be excluded of an FTA with Australia.

The potential benefits to the Australian economy as a whole from increased agricultural
products’ exports are relatively small compared to the trade in resource commodities and
potential gains from access for Australian service exports®’. But the agriculture sector in
Australia is politically powerful and has been aggressively lobbying the Australian
Government for access into the potentially lucrative Chinese market. Some interest groups
argue that the agriculture lobby has high-jacked the China FTA and the domestic

manufacturing sector will be sacrificed as a result®.
Comparison with South Africa: Opportunities in Chin a’s agriculture sector

South Africa should target exports of specific products in which she has an obvious
competitive advantage, such as fruit (particularly citrus), leather products and wine. While
South Africa’s Ministry of Agriculture has been trying to negotiate access for these products in

the Chinese market, it is more likely to be successful within the context of a high-level FTA.

Unfortunately South Africa’s agriculture exports, not only to China, have been plagued by
concerns, legitimate and otherwise, that the products do not meet the SPS standards of the
destination country. Australia prides itself in its high standards and attention paid to such
issues as ‘Foot and Mouth disease’ and quarantine standards. A major element of her
engagement with China has been the joint development of Chinese capacity to better manage
her own quarantine systems and standards for agricultural imports. South Africa should
engage China on allowing access on a product-by-product basis, using the broader FTA

engagement to facilitate the political will to drive such agreements.

30 See Chapter 5.3 below for a description of NTBS in the agriculture sector in China.
31 See Chapter 3.6 below for a discussion of the modelling study results.
32 CCS interview with Mr. Angus Robinson, Chief Executive, AEEMA, Canberra, July 2006.
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2.4.2.2 China’s services market

China’s service sector is still in its infancy contributing 31.8% toward GDP. This compares to
equivalent figures of 64% in South Africa and 71% in Australia.

According to the provisions of the Protocol on the Accession of the People’s Republic of
China to the WTO, China is to radically reform and liberalise her domestic services sector.
WTO compliance has been slow. Australia states in the JFS that preferential access to
China’s market should be in accordance with the provisions of her WTO commitment, but that,
at a minimum, an FTA should go beyond each country’s WTO commitments to maximise

economic integration to the best of each respective government’s ability.

Barriers to entry in China’s services sectors are still very high. This reflects a deliberate
attempt by policy-makers to use regulatory restrictions to protect the fledgling domestic
industry. In addition, there are general difficulties, such as the lack of transparency, and

administrative barriers, facing foreign players doing business in China’s services sector.

Australian negotiators and researchers have specifically targeted China’s services market as
an area of significant benefit under an FTA. However, Chinese officials have made it clear
that they do not want to open up their services sector to foreigners any more than they are
already doing. After Australian insistence on a comprehensive FTA, Chinese officials have

agreed to include a discussion on services. No further progress has been made on this issue.

Below is a brief discussion of the specific industries in China’s services sector that offer
opportunities for Australian companies and the barriers to entry that make foreign investment

in these sectors difficult:

Financial Services

Reforms have been gradual and in most areas slower than under the WTO'’s GATS (General
Agreement on Trade in Services) commitments. The banking sector has been the most open
to foreign players, followed by the insurance sector. According to the Regulations on the
Administration of Foreign Funded Financial Institutions, restrictions have been focussed
mainly on business scope and geographical coverage. Despite recent changes, operating and
registered capital requirements are still much higher than those for domestic companies.
According to the Regulations on Foreign Insurance Companies, foreign insurance companies
have similarly been restricted to joint ventures with Chinese firms in the critical markets for

property and casualty insurance.
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Telecommunications

China’s WTO commitments require the removal of limitations on market access by allowing
right of establishment and the elimination of national treatment. These limitations cover both
fixed line services and, more importantly, value-added services. At present, the industry
awaits a comprehensive telecoms law promised by Chinese policy-makers as this is

necessary under China’s WTO commitment.

Tourism

The main regulation covering this section is called the Regulations on the Management of
Travel Agencies and Temporary Regulations on Establishing Foreign Majority-owned and
Wholly Foreign Owned Travel Agencies. Foreign services suppliers operating hotels and
restaurants are reasonably free of restrictions. But foreign-owned or JV travel agencies face

heavy geographic restrictions and onerous minimum registered capital restrictions.

Transport, Logistics and Distribution Services

Previously, restrictions on wholly-owned distribution, logistics and retailing in China were
officially very strict but many companies operated in the ‘grey areas’ of unofficial permission
from local officials. However in 2005, policy-makers allowed foreign players to apply for a
Foreign Invested Commercial Enterprise (FICE) license which allows much freer right to
import/export and distribute/retail as a WFOE.

Education

Australian negotiators are targeting the Chinese education sector as a significant growth point
for Australian educational institutions. However, despite promises made under its WTO
commitments, Chinese policy-makers remain slow in recognising education as a service
industry to be viewed in the same light as the financial services industry. The Chinese
Government view is that any foreign involvement in the sector should be conducted on a
platform of joint collaboration with an existing and recognised Chinese education institution.
Australian negotiators are hoping to persuade Beijing policy-makers to recognise and
legitimise what is already a growing trend of foreign education institutions operating in China
in the areas of language teaching and training.

Health Services

This is considered a sensitive sector and foreign health service suppliers are officially
permitted to establish JVs with existing Chinese hospitals and clinics. The official policy is
often less important than the political relationships of the foreign health service supplier in

gaining a license and in ensuring the smooth operation of the business.
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Mining and Energy Services

This sector is tightly controlled by national-level policy-makers both in terms of ownership and
geographical restriction. Most successful operations have been with capable Chinese
partners. Licences have been awarded on a case-by-case basis based on high-level lobbying
rather than in accordance with any coherent policy framework®®. But Australian stakeholders
see the complex barriers to entry as an important opportunity for preferential access on a
case-by-case basis that could come into the FTA negotiation or be facilitated by the

heightened bilateral cooperation between the two countries.

Construction and related engineering services

Australian and Chinese construction sectors are strongly complimentary and negotiators are
hoping that greater co-operation under an FTA will result in benefits to both sides and in third
markets. Australia has a comparative advantage in design and project management, while
China possesses a comparative advantage in construction management. A number of
Australian firms are involved in the construction and design of the 2008 Beijing Olympic
facilities, and have had success in an increasing number of infrastructure development

projects, mainly in the design and project management side.

Professional Services

Professional services include legal, health, architectural and other business services.
Although there are many foreign players operating in-market in China, there exists much
uncertainty as to the legal status of their business. At present, restrictions on legal services
include limitations on joint partnerships, scope of practise issues, and the ability of a law firm
to hire local or foreign lawyers and admit partners from other jurisdictions. The issue of the
mobility of professional and foreign employees is a major barrier to non-discrimination against

foreign players in the professional services sector.
Comparison with South Africa: Opportunities in Chin a’s Services Sector

Although, South African companies generally do not have the local expertise and experience
of operating in Asia, the Chinese services sector nonetheless presents many opportunities for
South Africans. This includes such areas as mining and mine safety, engineering and
technical consulting services, and creating opportunities for key South African technologies

such as the PBMR technology and Sasol’s ‘coal-to-liquids’ technology.

Many of the barriers to entry into the Chinese services industry are generic and not the kind

which may be wavered as a concession within an FTA negotiation. South African negotiators

33 Minerals Council of Australia (MCA), 2004, Public Submission to DFAT, July 2004.
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should focus on securing access on behalf of strong, internationally competitive and
committed services firms on a case-by-case basis. These firms could then operate in niche
markets and would not require Beijing policy-makers to make substantial changes and

reforms to the regulatory safety net protecting the Chinese services sector.
2.4.2.3 China’s Investment Policy Framework

Foreign investment is recognised by both Australia and China as key to economic growth and
an important basis for deepening and broadening the bilateral economic relationship. The
formal FTA modelling study has provided strong backing for DFAT’s argument that the
broader and deeper the level of economic co-operation between China and Australia, the

more two-way investment flows will deliver substantial benefits to both sides™.

China’s foreign investment regime is complicated, restrictive, lacks transparency and despite
massive inflows of FDI, Chinese policy-makers have controlled the target areas of foreign
investment. Australian policy-makers would like preferential access to investment in China’s
minerals and energy, agriculture and certain areas of the manufacturing sectors. They also
seek to address the bureaucratic and legislative hurdles which make investment in a number
of Chinese sectors restrictive.

From the Australian perspective this is a very important area of negotiation within the FTA.
The Chinese are less comfortable because agreements in this area would require Chinese
policy-makers to put more effort into many of the difficult administrative and legislative
reforms which are part of their WTO commitments and which they have been struggling to
address. While many of the barriers form part of China’s overall reform of its investment policy
framework, Australian negotiators aim to build a strong relationship with Chinese policy-
makers to facilitate broader investment opportunities for Australian firms, irrespective of the

pace of overall reforms of the domestic investment policy framework®.
Comparison with South Africa: Investment opportunit ies in China

The suggestions are similar to those made above under the services sector. South Africa’s
trade negotiators should focus on specific niche markets and areas of South African
competitive advantage. They may go as far as utilising the high profile of the FTA negotiations
to fast-track the specific investment initiatives of specific South African companies in China,
rather than looking to tackle China’s investment policy framework as a whole.

34 See Chapter 3.6 below for a discussion of the results of the modelling study.

35 CCS interview with Australian official, Beijing, June 2006
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Chapter Three: Research Process in Australia

Within Australia, the public debate over the China FTA has been vigorous. There has been
extensive research conducted by a number of research bodies on a wide range of related
topics. Both government and non-government research has been encouraged, supported and
well received by DFAT, who has funnelled the findings into their own research on the FTA.
Sections 3.1-3.6 below look at a number of different types and sources of research on the
Australia-China FTA. Section 3.7 looks at the context, results and criticisms of DFAT’s formal

modelling study of an FTA.
3.1 Australia’s Department of Foreign Affairsand T rade (DFAT)

DFAT’s in-house Economic Analytical Unit (EAU) has conducted noteworthy research and
has made its findings available to the public via the DFAT website. The DFAT EAU has
recently published an extensive study on China’s services sector, discussing how Australia
could benefit from preferential access. This study was funded by AUSAID and completed in
collaboration with AIG. The DFAT has also completed a study looking at the dispersion of the
economic and employment impact of a potential FTA on each state in Australia.

3.2 Government of the State of Victoria, Australia

Victoria is the heart of Australia’s manufacturing industry and thus potentially faces a net loss
in employment under an FTA with China. The Government of Victoria has conducted a
number of studies on the state of the manufacturing sector, the impact of China on the state

economy and the broader engagement of China under an FTA.
3.3 Australia Industry Group (AIG)

A number of industry associations have conducted extensive research on the impact of China
on their industries and how this may change post-FTA. AIG’s study entitled “Australian
Manufacturing and China — Deepening Engagement”® focuses on China’s impact on the
manufacturing sector. It is the definitive study in this regard and is widely quoted by both
supporters and critics of the FTA. High-level government officials also regularly quote the

study, and it has been integral to the broader public debate around the Australia-China FTA.

36 Australian Industry Group, 2006, ‘Australian Manufacturing and China — Deepening Engagement’, available at:

http://www.aigroup.asn.au/
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Key findings of the AIG study, 2006:

a) Over the period (2003-2006), the competitive impact of China on Australian
manufacturing has increased substantially, with the percentage of manufacturers
impacted by China rising from around 70% to 84%.

b) China is now regarded as a competitor of near equal importance to domestic
producers, with 43% of companies citing competition from China as an issue of
concern for company profitability.

¢) In meeting the challenge of competition from China, over 60% of companies stated
that their comparative advantage came from speed to market, ability to customise,
after-sales service, ability to integrate and unique design.

d) Companies are adopting a range of strategies to respond to competition from China,
including investing in new products, using more imported materials, offshore
production and skills acquisition.

e) China has emerged as the major source of foreign inputs for most manufacturing
companies.

f)  Onein every 16 firms has a Chinese operation, either as a foreign owned company or
a joint venture partnership.

g) In 2006, 24% of companies surveyed support an FTA with China, up from 13% in
2004.

The study makes a strong point that the net negative effect on the industry as a whole is not
nearly as large as many expect it to be, largely due to the benefits from importing cheaper
Chinese inputs. It is estimated that while Australian manufacturers in 2005/6 have attributed
US$5.7 billion of losses to Chinese competition, the industry as a whole has also gained over

US$5.1 billion in benefits from China. This resulted is a net financial loss of US$660 million.

While these figures are significant to the many manufacturers who are on the losing end of
the equation, it is not as devastating a result for the whole manufacturing sector as is
generally perceived. It could be argued that in the context of rapid globalisation, a policy of
trade liberalisation and restructuring in the Australian economy; that this kind of loss is to be

expected by the Australian manufacturing industry.

Unfortunately the study does not allow the public to draw conclusions on the impact of the
FTA on broader domestic welfare. The AMWU has criticised the study as it does not take into
account the first-round job losses that are associated with out-sourcing, even as the narrow

effect on company profits may be positive for some companies‘°’7. The study also does not

37 CCS interview with Mr. Pat Conroy, National Project Officer, AMWU, Parramatta, July 2006.
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take into consideration the dynamic cost to the social welfare of restructuring the
manufacturing sector. AMWU argues that the dynamic cost of this forced restructuring will not
be nearly compensated for by economic gains to certain firms. In the context of South Africa
as a developing economy with high levels of unemployment and a pro-poor mandate this

issue is even more pertinent than is the case in Australia.
3.4 DFAT'’s ‘Public Submissions’ Initiative

DFAT’s invitation for public submissions was very well supported by both supporters and
critics of the FTA. DFAT received more than 150 submissions, most of which have been
made available in full on the DFAT website. Companies, interest groups and individuals were
encouraged to provide constructive comment on the China FTA. Many companies and
industry associations commissioned independent research on the potential impact of the FTA
on their respective businesses and sectors. Importantly, stakeholders were also encouraged
to extrapolate on a number of issues which would be used by DFAT in their own research and

by the trade negotiators at the negotiating table. These include:

Details of current impact of China on business
Details of scope of business with China
Details of problems encountered in dealing with China

Estimated impact of liberalised trade with China on business, field of interest

DFAT officials admit that they underestimated the level of interest and detailed responses
from interested parties and that this initiative was probably the most important element of the
broader research process into the FTA*. DFAT has relied heavily on the content of these
submissions, especially in assessing the scope of Australian businesses in China and the

problems encountered by Australian businesses in dealing with China.
35 Australia-China FTA Joint Feasibility Study (JF  S)

The Australia China Free Trade Agreement Joint Feasibility Study is the showpiece of the
Australian Government’s contribution to the broader research process. Importantly, the JFS is
the outcome of a joint research process between China’s MOFCOM negotiators and
Australia’s DFAT negotiators. In this way it is unique, albeit flawed, as an objective piece of
research. It should rather be viewed as a government-to-government agreement,
comprehensively laying out the relevant aspects of each element of both the Australian and

Chinese economies, and identifying the barriers to entry in each sector and sub-sector.

38 CCS interview with Australian official, Canberra, July 2006
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After the TEF was signed on the 23" October 2003, both sides agreed to undertake a joint
feasibility study. This exercise would serve as an invaluable information-exchange for both
sides. The text of the document was ‘negotiated’ in the formal sense across a table by two
teams of negotiators. The Australian team was part of the DFAT’s China FTA Taskforce, and
the Chinese team was a group of officials from MOFCOM, different from those who handled
China’s WTO accession and the later formal negotiations. In reality, the JFS was largely
drawn-up by the DFAT side with the ‘negotiations’ being more about what areas of the text to
change, in order to satisfy the Chinese side. These negotiations were seen as an early signal

as to the position on sensitive issues taken by the Chinese side.

The JFS includes a summary of the outcomes of the jointly undertaken modelling study.
Importantly, the JFS and the modelling study must be seen as two different parts of research
with different aims. The modelling study is an academic study whereas the JFS is effectively a

government-to-government information exchange.

The following extract from the Executive Summary of the JFS should be noted as it clearly
lays out the over-riding objectives of the FTA and the spirit in which the negotiations phase
should be conducted.

“While recognizing that nothing in the JFS pre-judges how particular issues might be
addressed in the scope of a possible FTA, seven principles are considered of
importance to achieve the objectives of accelerating sustainable economic growth,

creating jobs and raising living standards in both countries”

The seven principles are:

1. The two sides should negotiate as equal trading partners.

2. An FTA must be consistent with WTO rules, taking into account APEC’s goals for
trade and investment liberalisation and facilitation.

3. Under possible FTA negotiations, all products and sectors should be negotiable. The
FTA should be comprehensive and achievable through a single undertaking.
An FTA should be capable of delivering outcomes as soon as it comes into force.
The FTA negotiation should take into consideration that the two sides are at different
stages of economic development and have different comparative advantages and

adjustment costs®.

39 The apparent contradiction between provisions 1 and 7 is important here. Australian negotiators have commented
that the Chinese side has been trying to engage Australia as a developing country that requires special status and as

an ‘equal trading partner’ at the same time. See Chapter 7.4 for further comment on this issue.
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6. An FTA should include arrangements to facilitate dispute settlement and include
provisions on bilateral trade remedy measures.
7. Any FTA would be developed over time to achieve full liberalisation between the two

parties and should include a timetable for periodic review.

The above seven provisions clearly set out the minimum expectations of both sides. The JFS,
relying on the results of the jointly undertaken modelling study, concludes that an Australia-
China FTA based on the above seven principles, is feasible and would substantially benefit
both countries.

3.6 Formal modelling study of impact of FTA ~ *°

In 2004, DFAT put out a tender for a formal modelling study, which was awarded to the
Centre for Policy Studies at Monash University in Victoria, Australia. The Centre for Policy
Studies, lead by Dr Yinhua Mai and Professor Philip Adams had been doing extensive work in

this area™.

Officially, the modelling was again a joint collaboration with academics from China. MOFCOM
proposed the collaboration with the following three academics:

1. Dr Mingtai Fan of the Chinese Academy of Social Sciences

2. Professor Ronglin Li of Nankai University in Tianjin

3. Dr Zhaoyang Zheng of Nankai University

In reality, however, the initial modelling exercise was conducted by the Monash team. After
the results were sent to the Chinese academics there was - according to a high-level DFAT
official - ‘'some discussion and negotiation’ with minor revisions to the assumptions and input
data. The result was minor changes to some of the original results but none reflecting
significant disputes within the context of the FTA. Although there was possibly some
politicisation of the results of the model, it did not face as much criticism as the underlying
methodology and the assumptions used in the study™.

40 Mai, Y, et al.; 2005, Modelling the potential benefits of an Australia-China Free Trade Agreement, Monash
University, Victoria, Australia.

41 The model used is called the Monash Multi-Country Model (MCC Model) and was developed by the Centre for
Policy Studies at Monash. The analytical framework is a multi-country, multi-sector computable general equilibrium
model (CGE).

42 See Chapter 3.6.2 below
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3.6.1 Overview of Results
A full description of the results is beyond the scope of this report. However, below is a brief

overview of the results, as well as a brief sector by sector summary. The study concludes that

for both Australia and China, an FTA will yield increased output and is welfare enhancing.

Table 8: GDP/GNP and average growth rate impact of  FTA (2006-2015)

Cumulative Real GDP Cumulative PV GNP Increase in GDP growth
increase (US$ billion) increase (USS$ billion) rate (% pts) in 2015
Australia 18 22 0.039
China 64 52 0.042

Source: Mai et al. (2005)

The winners by sector

Australia: cereal; grains; wool; wool tops; minerals; non-ferrous metals; chemicals;

machinery and equipment; and services.

China: manufacturing (especially TCF); toys; chemicals; rubber; plastic products;

machinery and equipment; and services.

Net gain in employment

The study finds that there would be a net gain in employment in Australia due to liberalisation
of goods, services and investment respectively. However, there will be significant shift in jobs
between sectors - such as from the manufacturing industry to the agricultural, mining and
services sectors. These shifts would merely cause a slightly more rapid shift in jobs than is
already underway due to restructuring and the broader forces of globalisation.

Job losses by sector

It may be important in the South African context to take a closer look at the results on
employment in various key sectors. The section below looks at the results of the four sectors
in which employment levels would be adversely affected by a full FTA. These are the TCF

sector in Australia, auto sector in Australia, agriculture in China and mining in China.
Any long-run benefits from trade liberalisation are realised in the labour market entirely

through an increase in the real wage, and this may be accompanied by a loss of jobs in

certain parts of the industry and in specific sectors. Importantly, the figures in the study reflect
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the additional loss of jobs beyond that which is already happening due to globalisation and
trade liberalisation, i.e. a diversion from the baseline figure. All four sectors to experience job
loses are due to liberalisation in the trade of merchandise. The changes to employment
figures in all four sectors are small compared to the changes that are already occurring in

these sectors prior to a finalised FTA.

Australia: Clothing

In 1997, 52,000 people were working in the Australian apparel industry. Due to productivity
improvement and relocation to lower labour-cost countries, employment in the industry
declined to 22,300 by 2004. The model’s baseline simulation shows that the number of
workers in the apparel industry in Australia is likely to decline further to about 13,000 by 2015
- without an FTA. According to the model, the Australia-China FTA would result in a further
12% reduction in employment from baseline by 2015, equivalent to around 1,500 jobs. This

loss is small compared to the 4,100 jobs lost each year between 1997 and 2004.

Australia: Automotive industry (manufacture of vehi cles and components)

The Australian motor vehicle and parts industry employed 78,200 people in 2004. The
baseline projection shows that, mainly due to rapid productivity growth, the industry will lose
around 700 jobs per annum until 2015. At this rate employment will fall to around 70,000
people in 2015. Modelling the impact of the FTA provides for a further 0.6% loss in
employment. This equates to around 400 fewer people working in the auto vehicle and
components industry in 2015. It is a small number compared to the annual reductions

occurring in the baseline.

China: Agriculture

The agriculture sector in China employed approximately 331 million people in 1997. The
baseline projection shows that, as China shifts towards a manufacturing and services-based
economy, the number of people employed in the agriculture sector is likely to decline to about
180 million by 2015 — a reduction of some 10 million workers per annum. The removal of all
border protection on the imports of agricultural products from Australia leads to a 0.1 percent
reduction in the level of agricultural employment in 2015. This equates to around 180,000

fewer people employed in the agricultural sector in China due to an FTA with Australia.
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China: Mining sector

In 1997, about 8.7 million people were employed in the mining sector in China. Due mainly to
the reform of state-owned enterprises, the number of persons working in the mining industry
fell to 5.6 million by 2001. The study’s baseline projection shows that the number of people
employed in the sector is likely to fall further to about 4.8 million by 2015, partly due to
resource constraints revealed by rapid economic growth and increasing productivity. The
model shows a 0.7% FTA-induced fall in employment in China’s mining sector, equivalent to
34,000 jobs. This adjustment is insignificant compared to an annual loss of 770,000 jobs per

year, without the FTA.

3.6.2 Interpretation of the results by stakeholders in Australia

Although it did not become a major point of debate within the broader Australia-China FTA
debate, many of the stakeholders spoken to had some criticisms of the methodology of the

modelling®®. These include:

The assumption of full reduction of tariffs and total elimination of NTBs
Underestimation of the size of NTBs in the modelling

Unreasonably high assumptions from benefits of two-way investment
Underestimation of employment destruction

Questioning of results considering the discrepancies in data*

43 This criticism was repeated by a number of sources, including: CCS interview with Mr. Tony Woolgar, National
Secretary, TCFUA, July 2006; CCS interview with Mr. Angus Robinson, Chief Executive, AEEMA, Canberra,
July2006; CCS interview with Mr. Pat Conroy, National Project Officer, AMWU, Parramatta, July 2006; CCS
interview with Mr. Paul James, Federal Executive Officer, FAPM, July 2006.

44 See Chapter 6.4 for a discussion of the data discrepancies between Australia’s ABS and China Customs.
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Chapter Four: Government Support Mechanisms for Chi nese Industry

4.1 Capital allocation support provided by SOE bank  ing institutions

In a simple model, Chinese households deposit savings in the state-owned banks, and banks
lend money to state-owned enterprises which pay wages and act as the social safety net for
Chinese citizens. This cycle has for years been at the core of China’s planned economy. A
large number of loans are continuously non-performing, effectively taking the form of capital

allocation.

Despite substantial reforms over the past 25 years, the Chinese Government is still highly
dependent on using the banking system as a vehicle for capital allocation — a major industrial
policy tool. The overall effect is that non-performing loans (NPLs) are passed on up the
banking system hierarchy to the Big Four banks. Official Chinese Government and private
sector estimates of the current stock of NPLs in China’s banking sector vary between US$500
and US$800 billion. This is despite the substantial bail-outs of the Big Four banks using
official reserves after banking reforms started in earnest in the mid-1990s.

The Big Four banks are: Bank of China (BOC); Industrial and Commercial Bank of China
(ICBC); Agricultural Bank of China (ABC); and China Construction Bank (CCB). Three of the
Big Four banks have undergone extensive restructuring in recent years, but the ABC is still

being used as a credit cooperative to allocate capital to China’s struggling rural areas.

The use of the banking system to keep the flow of capital to SOEs, despite their inefficiencies,
means that many SOEs face an ‘artificially’ low effective cost of capital. The official bank
lending rate in China is currently set at 5.85 percent. Although this is low by developing
country standards, it is widely recognised that many Chinese SOEs face a substantially lower

cost of capital.

The use of policy banks to supply credit to Chinese companies and projects also contributes
to lower cost of capital. The three main policy banks are: China Development Bank (CDB);
China Agriculture Development Bank; and China Export Import Bank (Eximbank). Provincial
authorities direct local city banks or ‘development’ banks to grant credit on favourable terms
to local companies in order to attract investment to their regions. This has created increased
competition between different provinces to attract investment by SOEs, private and foreign

investors, driving down the effective cost of capital for companies in China.

The Chinese Government has been making serious attempts to clean up the banking sector.

It has also tried to keep control over high bank lending through regulations restricting certain
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investments, raising bank deposit reserve rates* and raising interest rates. Despite these
efforts, companies in China face a relatively lower cost of capital and this is a significant
advantage over competitors in the global arena.

4.2 Ownership structure as a competitive advantage

A complex system of holding companies and cross-holdings makes it difficult to determine an
accurate figure for the size of the Chinese Government’s ownership of China’s registered
companies. There are relatively few large private companies in China and although 60% of
China’s exports are produced by foreign invested companies, it is understood that most of the

larger companies in China are majority-owned and/or controlled by the State.

SOE managers in China are often more driven by increasing production or sales figures than
maximising profit margins. This is because of the historical focus on output, rather than
efficiency, in China’s planned economy. Another competitive advantage is derived from the
lack of control over SOE managers exercised by the biggest shareholders — the Chinese
state. The result is a break-down in the feedback mechanism between profits and prices. The
expansion of sales at low prices results in losses but this strategy is sustained by increasing

bank loans rather than by raising prices.

This state-ownership of China’s larger companies is significant in this context because, added
to the assumption that the profit motive in SOEs is not as strong as in private or foreign-
invested companies, many Chinese companies sell products at below cost-price in a medium-
and long-term timeframe. This allows Chinese SOEs to use sustained dumping strategies
both in foreign and domestic markets. This phenomenon is made sustainable by the capital
allocations from the banking system described above. SOEs, facing low a cost of capital and
a weak profit motive, supply the market with low-priced goods, forcing private and foreign

companies to do the same in order to maintain or expand market share.

Many foreign investors in China are forced to take a long-view, sacrificing short-term profits
for longer term market share in the hope that prices and profit margins will rise in the future.
These strategies are supported by strong FDI flows accompanying foreign enterprise

expansions into China.

The state ownership of a significant portion of China’s largest companies puts downward
pressure on profit margins across the economy, encourages dumping and acts as a

45 The official bank deposit reserve rate was raised by half a percentage point to 8% in early 2006.

© Centre for Chinese Studies, Stellenbosch University. All rights reserved



Page 52

significant disadvantage to foreign companies competing against Chinese or China-based

firms, both in China and in global markets.
4.3 Commentary on national, provincial and municipa | level support

Although economic and industrial policies are largely formulated on the national level,
provincial authorities are responsible for interpreting and implementing these policies. In
many cases, national policies are not fully carried out on the provincial and municipal levels.
This is not so much the result of corruption and maladministration‘w, but more due to the
complex nature of the Chinese bureaucracy; the mechanisms by which policy signals are

transmitted down the bureaucratic hierarchy and reports on results flowing the other way.

Sometimes this transmission from ‘national’ to ‘local’ carries a significant time-lag, and
sometimes the complex nature of the policy structures allows local administrators to
manipulate interpretations to their own advantage. In the past, these complexities were
ignored as long as reports of growth in investment and production moved back up the

bureaucratic hierarchy to the national government.

Local government authorities, eager to see growth in their region, often create incentives for
new investors (both private and foreign) to choose their region over other areas in China. The
lack of effective restraints on the administrative power of local authorities allows them to offer
significant preferential support to businesses. This phenomenon equates to cost advantages

for Chinese firms in competing with foreign companies. These incentives may include:

Directing low cost capital from regional banks or regional branches of nation-wide
banks, without appropriate attention to risks.

Ignoring NPLs or bad debts to SOE banks or other local SOE creditors which are
effectively controlled by the local authorities.

Waiving of a host of local rates and taxes.

Preferential access to licenses, land and water rights.

Ignoring of labour rights and environmental regulation infringements.

Local authorities have also been known to abuse their powers to protect and promote local

industries or brands. These methods include:

46 AustCham claims that Australian companies have encountered extensive corruption on the provincial level. China-

Australia Chamber of Commerce — Beijing, 2004 Business Issues Paper, August 2004.
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Withholding permission or delaying licenses necessary to operate in a particular
province or district.

Holding foreign companies to higher standards than local companies.

Introducing regional tolls and taxes on the ‘trade’ of goods into the particular region.

This regional protectionism in some cases results in a high level of discrimination against
foreign-invested companies. Although this ‘national treatment’ is a contravention of China’s
WTO commitment, there have been few cases of the national government condemning this
regional protectionism. The end result is that the level of local support some Chinese
companies enjoy allows them to sell goods at ‘artificially’ low prices in the domestic and

foreign markets.
4.4 State trading systems, monopolies and governmen  t subsidies

WTO accession has forced China to rapidly and fundamentally dismantle the extensive
system of state control over a number of key products and product groups. This control has
often extended beyond narrow state trading to control over domestic production, allocation of
capital, prices, sales outlets, imports and exports and extensive subsidy schemes. Under its
WTO commitments, China was to have halted all state trading within five years. Although
China has undergone a massive restructuring and liberalisation of these markets, it has failed

to meet many WTO deadlines for the liberalisation of a number of key products.

Reform in the agriculture sector has been the slowest. State trading systems exist in various
stages of liberalisation on a number of agriculture products®’. These include grains, cotton,
wool and wool tops, sugar, and edible oils. Large SOE trading companies such as China
National Cereals, Oils and Foodstuffs Corporation continue to control the import of these
products. The production of cotton, grains, sugar and edible oils in China continues to be
subsided through various schemes, though there are currently differing arguments as to

whether these ‘subsidies’ are WTO compliant or not.

The state trading systems controlling most metals and mineral products (except for products
like gold, diamonds and silver) were largely dismantled by 2006. However, the use of import
licenses and the continued dominance of the large SOE trading companies*® mean that a
quasi-state trading system continues to control the trade in many metals and mineral

products. Chinese SOE monopolies control the markets for oil, petroleum and natural gas.

47 See Chapter 5.1 below for a discussion of state trading systems in China.
48 Minmetals Corporation, a SOE, is a dominant player in the market for trade finance and foreign exchange

management for Chinese end-users.

© Centre for Chinese Studies, Stellenbosch University. All rights reserved



Page 54

Although there has been a liberalisation of the power generation market in terms of
investment in power generation capacity, the Chinese Government still caps the price of
electricity. The two SOE monopolies, State Grid Corporation and China Southern Power Grid,
control the two regional power grids. Other services’ market such as telecoms, banking,
financial services and aviation are all controlled by SOE monopolies, and access to foreign

players remains largely restricted.
4.5 Import VAT and export rebates as a source of co  mpetitiveness

Two further policies play a role in protecting the domestic Chinese industry against imports,
and promoting exports: import VAT and export rebates. These two policies play a significant
role in the competitive advantages enjoyed by Chinese-made products in domestic and global

markets.

The import of most products carries a import VAT of 17%". Specifically, the import VAT level
is equivalent to the VAT rate on the sale of the specific product inside China. VAT paid at
wholesale level after importing is then refunded. But this refunding process is lengthy, taking
up to 90 days and has caused cash-flow problems for some companies. AustCham argues
that the import VAT on inbound goods should be removed and charged only at wholesale
level inside China®®. Not only does the current regulation require duplicative administrative
procedures, but because many companies in China evade VAT on sales, this discriminates
against imported products. On top of the import VAT and import tariffs, many goods carry

consumption taxes which are also required to be paid as part of customs clearance.

China also provides rebates on exports. In principle, the rebate is equivalent to the VAT paid
on the inputs into the production process. However, Chinese policy-makers have used the
increase and reduction of export rebate rates to respectively promote and discourage the

export of targeted products.

49 For certain products the import VAT is lower than 17%.

50 China-Australia Chamber of Commerce — Beijing, 2004, 2004 Business Issues Paper, August 2004.
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Chapter Five: Non-tariff Barriers (NTBs) to trade w  ith China

This chapter briefly describes the range of NTBs to trade with China. Section 5.1 (Generic
NTBs) discusses the major types of NTBs and lists some of the main objections from
Australian stakeholders®'. Section 5.2 looks at further NTB-related issues and how these
have been managed through the FTA process. Section 5.3 (Industry/Sector NTBs) describes
specific NTBs for the export of specific products and services to China.

5.1 Generic NTBs
5.1.1 Sanitary and phytosanitary measures (SPS)
The main complaints relating to China’s SPS measures are:

A lack of science-based risk evaluation of SPS measures.

The politicisation of decision-making.

A lack of recognition for international and/or Australian laboratory test results.

The overlapping of roles of different administrative bodies administering SPS issues.
The unnecessarily rigorous conditions on CNCA registration for food product imports.
The difficulties of importing new foodstuffs or related chemical products not yet listed
on the Imported Food Catalogue of Enterprise Registration.

A lack of consistency in the application of SPS standards at different entry ports.

A lack of transparency in the administration of SPS measures by AQSIQ.

China is party to the WTO’s SPS Agreement. China’s AQSIQ is responsible for phytosanitary
inspection and quarantine. The Australian Quarantine and Inspection Services (AQIS) and the
Department of Agriculture, Fisheries and Forestry (DAFF) have been particularly pro-active in
engaging AQSIQ, CNCA, SEPA and the GAC in order to jointly develop China’s quarantine
regime and facilitate the trade in agriculture and food products. The principle of permanently
hosting AQSIQ and GAC officials in Australia who monitor the SPS situation prior to shipment
of goods is followed. It is essential that an FTA includes provisions on SPS issues and allows

for mechanisms to facilitate further bilateral cooperation in this field.

51 This section relies largely on the NTBs as reported by Australian exporters and businesses and highlighted in their

Public Submissions to DFAT and in interviews with CCS.
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5.1.2 Technical Barriers to Trade (TBT)

In the JFS, both sides agreed to build on already existing initiatives to help reduce transaction
costs resulting from different standards, conformity assessment requirements and
surveillance systems. Both countries also agreed to establish a system of ‘contact points’ that
would facilitate TBT cooperation, improve transparency, and improve information-exchange

mechanisms.

Under China’s WTO commitments, AQSIQ and the CNCA have merged the two former
compulsory certification systems and the two former CCIB and Great Wall markets into a new
China Compulsory Certification Mark (CCC Mark) in 2002. The CCC Mark applies equally to
foreign and domestic products. The CNCA Catalogue contains a list of products which require
a compulsory CCC Mark. China'’s technical regulations will be reviewed every 5 years to
ensure they are consistent with Article 2.4 of the WTO TBT Agreement. According to Chinese
authorities, by May 2005, 32% of national standards in China have already been aligned with

international standards®’. The main complaints relating to China’s TBT are:

The differences in standards between the national, industrial, local and enterprise
levels.

In a number of manufacturing sectors, including telecommunications equipment,
electrical products, building materials, heating and air conditioning equipment, and
automotives, China has been actively pursuing the development of unique standards,
despite the existence of well-established international standards.

The differences in enforcement of standards between different regions and at
different entry ports.

Many of the official standards documents containing standards specifications are
difficult to source, are not available digitally, and are only available in Chinese.
Uncertainty over which products require a compulsory CCC Mark®®.

Uncertainty over which certification agencies have been officially accredited to carry
out certification®.

A lack of capacity at government bodies and accredited certification agencies to

process the large number of CCC Mark applications™.

52 Australia-China FTA Joint Feasibility Study, March 2005

53 This complaint was more prevalent in 2003/2004 soon after the merging of the two former marks into the CCC
Mark. An Australian Embassy official commented that Chinese authorities have now cleared up much of this
uncertainty.

54 This includes certification agencies in foreign countries when particular products require certification prior to

shipment and/or at the original production facility.

© Centre for Chinese Studies, Stellenbosch University. All rights reserved



Page 57

5.1.3 Customs facilitation, valuation and port clea  rance

Australian authorities have highlighted trade facilitation through the reduction of unnecessary
administrative ‘red-tape’ as priority in the Australia-China FTA negotiations™. Both sides
admit that there is potential for increased bilateral trade by simplifying and harmonising
customs procedures. Australian exporters have complained that, although Chinese authorities
have made significant strides in building customs capacity at ports, there is still a lack of
transparency facing foreign firms. This is especially pertinent in the area of valuation, which

results in unnecessary delays and costs at ports.

China has made great strides in this area since WTO accession in 2001. China only officially
started using the HS code system (Harmonised System) in 2002, and the H2000 system was
implemented in 2004. However, the rapid growth in cargo volumes over the past few years

has put severe strain on China’s ports and customs authorities. The main complaints relating

to customs clearance issues are:

Disputes over valuation of imported products at ports.

Disputes over classification of imported goods at ports.

A lack of adherence to international standards in customs valuation and clearance
procedures.

A lack of consistency in applying valuation and classification rules and norms.

The slow transmission of new regulations from national level to provincial customs
authorities.

A lack of mechanisms to expedite disputes resolution at the border, or mechanisms to

seek recourse for unfair treatment in the customs process ex post.

Australian officials have commended their Chinese counterparts for making a strong effort in
stepping up bilateral cooperation in the area of customs facilitation®”. The Australian side is
using a strategy of trying to work closely with GAC officials on an administrative level, rather
than tackle the issue at the national, policy-making level. A key element of this strategy is
establishing a system of ‘contact points’, in both countries, to which Australian or Chinese

importers could refer complaints or resolve disputes.

55 This is particularly relevant where inspection of the production facility and production process is required in the
foreign country.

56 CCS interview with Australian official, Canberra, July 2006

57 CCS interview with Australian official, Canberra, July 2006
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5.1.4 Intellectual property rights (IPR) issues

The inability to effectively enforce intellectual property rights remains a major barrier to foreign
companies exporting to China, or establishing operations in China. China and Australia are
both parties to the WTO Agreement on Trade Related Aspects of Intellectual Property Rights
(TRIPS). Under pressure from its trading partners, China has been stepping up the
development of a comprehensive IPR legal framework. Despite the fact that Chinese
authorities regularly and vehemently highlight their efforts to tackle the abuse of IPR, many
Australian stakeholders argue that authorities are not doing enough to tackle the issue, and

the infringement of IPR remains one of the significant barriers to doing business with China®.

One of the main complaints raised concerns the difficulties of taking a case to the special IPR
Courts, established specifically to deal with IPR protection. Although all of the 31 Provincial
People’s Courts of China have established IPR Courts, some companies complain that they
are forced to seek protection in each province rather than through a single, national-level
judgement. This is time-consuming and expensive, and gives the infringing party significant

leeway to extend the time and scope of the IPR infringement.

However, others have argued that the main issue with IPR now lies not in the judiciary - most
IPR Courts do uphold claims by foreign companies where the evidence is properly introduced
and in order - but lies with the enforcement of the court order once the judgement has been
awarded®. It is the police system which is now coming under pressure to support court
judgements protecting foreigners from IPR infringement. While larger foreign companies are
able to rely on their high-level political relationships, small and medium enterprises (SMESs)
have found it very difficult to put a halt to the IPR infringement in reasonable time®®.Other

complaints relating to IPR issues are:

Inconsistencies in the official and judicial recognition of ‘international trademarks’.
The difficulty in effectively protecting patent rights when a company produces the
product in China.

The lack of means to seek recourse in cases when Chinese companies are exporting
counterfeit goods to the domestic Australian market, especially when the Australian
producer does not have a presence in China.

The significant increased competition from Chinese counterfeit goods in the

Australian market.

58 CCS interview with Australian official, Canberra, July 2006
59 CCS interview with Mr. Edward Smith, Executive Committee member, AustCham, Beijing, July 2006.

60 AustCham, China-Australia Chamber of Commerce — Beijing, 2004 Business Issues Paper, August 2004.
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IPR is a sensitive and complicated issue in China. Chinese authorities argue that they face
huge difficulties and are adamant that they are doing all they can to establish an effective IPR
framework. However, many foreign businesses in China argue that the political will is still
lacking to really tackle IPR infringement®. Australian negotiators appear not to have taken a
confrontational stance in pressuring the Chinese authorities to speed-up the broader IPR
policy and regulatory reform. Rather, they hope that through the FTA, they are able to
establish channels and mechanisms which will facilitate in the protection of Australian IPR

and assist Australian companies to rapidly and effectively halt IPR infringements ex post®”.
5.1.5 Transparency of administration

China’s WTO commitments include strenuous and far-reaching provisions on improving
transparency in the area of making laws and regulations accessible to foreigners in languages
other than Mandarin Chinese. MOFCOM has set up a special agency to meet the more than
100 kinds of notification obligations under her WTO commitments, including giving responses

to other WTO-members’ enquiries on China’s trade policies.

Mr. Edward Smith of the China-Australian Chamber of Commerce in Beijing feels that,
although there is still little transparency during the course of making new laws or amending
existing laws, Chinese policymakers have made a real effort to improve transparency in the
policy promulgation processﬁs. The situation has improved tremendously since 1999, and all

national-level laws and regulations are now available in English on official websites.

However, the problems of transparency go much deeper than accessibility of official
legislative documents. Laws and regulations issued by lower tiers of government are not
always accessible, and not always made available online in a timely manner. China does not
have a single, central source of all laws and regulations. This reflects the complexities of the
national/provincial/municipal levels of bureaucracy in China. The resulting uncertainties

constitute a significant problem for foreign companies doing business in China.

Australian authorities have encouraged Chinese policymakers to ‘improve transparency in

administrative decision-making systems, industry consultation systems, public hearing

systems and administrative supervision systems™*.

61 Malik, Alex, 2004, Public Submission to DFAT, www.dfat.gov.au/geo/china/fta/submissions, June 2004.
62 CCS interview with Australian official, Canberra, July 2006

63 CCS interview with Mr. Edward Smith, Executive Committee member, AustCham, Beijing, July 2006.
64 Australia-China FTA Joint Feasibility Study, March 2005
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5.1.6 Tariff Rate Quotas (TRQs) ®, State trading and Subsidies

China is slowly dismantling its system of state control over production, pricing and trading of
commodities. China’s WTO commitments proscribe that all state trading should be phased

down over a five-year period following accession in 2001. This has clearly not happened for
many products. Significant state trading and quasi-state trading continues to hamper foreign

competition and limit access for imports.
5.1.7 Import licensing and procedures
Foreign Invested Commercial Enterprise license (FIC  E)

Until 2004, foreign companies did not have the right to import or export, or distribute, goods
inside China. A new law allows foreign companies to register as a Foreign Invested
Commercial Enterprise (FICE). This license allows foreign companies to trade and distribute
in China. However, there are a number of restrictions on the scope of these trading rights and
it is not yet clear how easily foreign companies will be issued such a FICE license. Most
foreign companies continue to operate in the ‘grey area’ of using Chinese agents to handle

customs clearance.
Import License

The import of certain products requires a product-specific license, necessary for each
shipment of goods when clearing customs. A list of products requiring these compulsory
licenses is published by MOFCOM. In most cases, once the initial application has been

successfully processed, it is fairly straight-forward for the foreign company to re-apply.

However, there have been instances when authorities have withheld this license for non-
commercial reasons. In one case, an Australian beef exporter ad his re-application ‘delayed’
without explanation for 3 months resulting in a period during which he was unable to clear
goods through customs. Eventually it was established that a mid-level AQSIQ officer had
taken it upon himself to stall the application, allegedly because of politically unfavourable
comments made by Australian Prime Minister John Howard®’. This is an example of the
arbitrary application of regulations and the lack of transparency which often occurs in the

processing of import licenses.

65 See below: Chapter 5.1 below for more specific references to TRQs in China.
66 See above: Chapter 4.4 below for a discussion of state trading systems and government subsidies in China.
67 Due to the sensitive nature of this statement, the representative of the Australian beef exporter asked that his

company’s name not be reported.
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A further high-profile case involving the use of import licenses relates to the minerals sector.
The NDRC forced holders of import licences for certain mineral and metal products to group
together in order to try and exert pricing pressure on the large global resources firms which
are the major suppliers to China. It is unclear exactly how seriously or effectively this plan has
been carried out. However, in some cases, it has been reported that import licenses were not
issued to the importer when the price of the commodities was deemed ‘too high'®®. This

registration scheme has been used for iron ore, copper and alumina.
Automatic Import License

Compared to the product-specific ‘Import License’ above, the import of a much wider range of
products requires an Automatic Import License (AIL). Applicable products are found in the
Catalogue of Commaodities under Administration of Automatic Import Permission of 2006.
There have been far fewer complaints from exporters concerning the AIL. Again, once the

initial application has been successful, it is fairly straight-forward to re-apply online.
5.1.8 Policy Implementation Variance

Policies promulgated on a national-level, cover most business areas in China. But the
implementation of such policies is open to local interpretation and application often varies
across the country. AustCham claims that the haphazard local application of national policies
and standards impedes the expansion of companies to other cities and regions®. AustCham
argues that an appeal process should exist when companies feel they are facing unfair or
non-uniform policy implementation. The main complaints relating to policy implementation

variance are:

In certain cases, foreign companies are required to undergo a rigorous registration
process in each new location they establish new operations. The requirement
conditions are sometimes fundamentally inconsistent between different regions.
The issue of how land rights are handled and how the documentation and legal right
usage is granted, especially pertinent in this instance.

Other areas in which significant policy implementation variance exists include the following

business areas’®: business registration and licenses; scope of business; registered capital

68 CCS interview with Mr. Clinton Dines, Head of BHP Billiton China, Shanghai, February 2006.
69 AustCham, China-Australia Chamber of Commerce — Beijing, 2004 Business Issues Paper, August 2004.

70 AustCham, China-Australia Chamber of Commerce — Beijing, 2004 Business Issues Paper, August 2004.
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requirements; taxation; business registration checks and approvals; and mandatory personnel
benefits

5.1.9 Trade Remedies

Under WTO rules, members have recourse to trade remedies in certain situations when
imports cause or threaten injury in the domestic industry, and allow for emergency action to
ameliorate the injury. China has been on the receiving end of a number of high-profile trade
protectionist actions since WTO admission - most notably the protective measures employed
by the US and EU in 2004/2005 to protect the domestic TCF industries. But China is also a
major exponent of trade actions, especially AD actions to protect its fledging industries’*. As
the recipient of trade protectionist actions, China has made it clear that it prefers to solve
trade disputes through bilateral negotiation and cooperation rather than unilateral action.
However, China’s own trade protectionist actions have been marked by a lack of bilateral

negotiation and transparency.

Including a rigorous, transparent and effective mechanism to handle bilateral trade disputes is
an essential part of an FTA. Establishing a platform for cooperation in settling trade disputes
would result in less uncertainty for both sides going forward. An FTA should also include
provisions limiting the use of trade protection measures by either side under specific
conditions, which would otherwise undo much of the potential benefits of a lower tariff

environment under an FTA.
Anti-dumping (AD)

Some foreign companies facing AD actions from MOFCOM have complained that the AD
investigation process lacks transparency and in some cases irrational and arbitrary decisions
are made in order to justify the imposition of AD measures. Others complain that the analysis
of the health of the domestic industry is flawed, and Chinese investigators rely excessively on
data provided by the Chinese petitioners’?.

China and Australia recognise each other as ‘market economies’. South Africa has already
granted China ‘market economy’ status (MES). However, the Chinese market remains a
challenging environment to source the data and the information necessary to petition an AD

action, thereby hampering the ability of foreign companies to defend trade actions.

71 The majority of these AD actions have been against imported chemicals products, followed by steel and paper
products
72 This sentiment is sourced from an interview with a US law firm with a representative office in Shanghai. As this

firm advises many foreign clients in their engagement with MOFCOM, they asked not to be named in this paper.
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China’s industry associations and companies have been working closely with MOFCOM to
establish a highly efficient system of hearing, processing and successfully implementing AD
actions. Countries such as Australia and South Africa, seeking an FTA with China, should
ensure that provisions covering the use of trade remedies are included in the final agreement.

Countervailing measures

MOFCOM'’s Countervailing Regulations covers the application of countervailing measures. An
Amended Countervailing Regulations came into force on 1 June 2004, in which detailed
provisions on the definition of subsidy, the characteristics of special injury to domestic
industry, the causal link between subsidy and injury, the procedure of investigation and the
specific countervailing measures are clearly specified. As of October 2006, MOFCOM has not

instituted any countervailing investigations against imported products.
Safeguard measures

China first instituted safeguard investigations on imports of certain steel products in May
2002. The successful measures were terminated in December 2003. In an FTA agreement, it
is very important that both sides clearly lay out the conditions under which such safeguard
measures may be implemented in a post-FTA environment. Due to the nature of the potential
concessions under an FTA, some industries will experience increased competition and

possibly also serious injury.
5.2 Other NTB-related issues
5.2.1 Rules of Origin (ROO)

In an increasingly global trading environment, with longer regional supply chains, an effective
ROO agreement is essential to limit the preferential access under a bilateral FTA to the two
countries concerned. This is especially important in the Australia-China case because of the
large volumes of bilateral trade transhipped though ‘entreports’ such as Singapore and Hong
Kong. A number of analysts have highlighted the need for a water-tight Australia-China ROO
agreement to overcome the increasingly complicated trading environment brought on by the

‘noodle bowl’ of East Asian bilateral and regional trade agreements73.

73 CCS interview with Mr. Geoff Short, CEO, Tanda Business Consulting, Sydney, July 2006.
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It has emerged that China and Australia have differing views on which approach to use in the
bilateral ROO framework’*. China has been stubborn in its preference for a ‘regional value
approach’ over the ‘change of tariff classification method’ favoured by Australia. As part of the
on-going advocacy programme, a delegation of Australian Government experts and business
representatives visited Beijing in September 2006 to talk to Chinese industry groups about

ROO frameworks.
5.2.2 Government Procurement

The Chinese negotiators have made it clear from the start that they are unhappy about
including government procurement in the Australia-China FTA negotiations. The Australians
have insisted that this is an essential part of an FTA. In late 2005, the Chinese authorities
finally agreed to include this topic within the scope of areas open to negotiation. Neither
Australia nor China has acceded to the WTO Agreement on Government Procurement, which
especially sets out rules, procedures and requirements for government purchasing. However,
both countries are members of the APEC Government Procurement Experts Group (GPEG)

which promotes non-discrimination in government procurement.

Although the Australian negotiators have been adamant to include provisions on government
procurement in a possible FTA, they are also realistic about the difficulties of expecting China
to ensure immediate non-discrimination against foreign bids’. China’s government
bureaucracy has been too slow to reform, and given the close relationship between the
government and the SOEs, it is unlikely that foreign companies will face a transparent and

competitive public tender environment.
5.2.3 Competition Policy

Under its WTO commitments, China has taken significant steps to pass laws that protect
competition and prevent monopolies. However, these laws have been largely ineffective and
have not been given sufficient support at all levels of government. Most industries are
dominated by SOE monopolies and recent policy trends point at deliberate strategies to
create ‘national champions’ and even ‘global giants’. These areas include the automotive,
stainless steel, and petrochemical industries. Under increased WTO pressure, the State
Council approved in principle a draft of the new Anti-Monopoly Law in June 2006. The law is
currently under review but it is hoped that it will provide a coherent stance from government

on the issue of monopoly power in China.

74 CCS interview with Mr. Geoff Short, CEO, Tanda Business Consulting, Sydney, July 2006.
75 CCS interview with Australian official, Canberra, July 2006.
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The Australian authorities hope that the discussion of this issue under an FTA will serve as a
platform for information exchange between the two countries. As in the case of government
procurement, competition policy is a complicated and sensitive subject which is viewed by the
Chinese side a ‘sovereign issue’. However, the Australian negotiators hope that increased
bilateral cooperation going forward will allow Australian authorities greater opportunities to

assist Australian companies in establishing operations in China.
5.2.4 Other Business Issues

The AustCham has highlighted a number of other issues which create difficulties for foreign
companies in doing business with and in China. AustCham argues that certain elements of
China’s regulatory regime discriminate unfairly against foreign players and that in some cases
this constitutes a deliberate attempt by Chinese authorities to protect fledging services
industries against foreign competition’®. These issues are important barriers to Australian
companies establishing and growing operations in China and would constitute significant

NTBs to the trade in services and two-way investment flows. These areas include:

Registered capital requirements of a foreign-invested enterprise (FIE)

Foreign exchange constraints on FIE

Business scope restrictions

Mandatory personnel benefits

Difficulties facing Chinese firms in making overseas payments to foreign suppliers or
contractors

The absence of a double taxation agreement between Australia and China

5.3 Industry/Sector NTBs

5.3.1 Agriculture sector

The lack of transparency and poor administration of the TRQ systems.

A general lack of transparency undermining the quarantine application process. This
includes the lack of information made public from AQSIQ, GAC, the NDRC and
MOFCOM, who are all included in the highly politicised nature of quarantine access
for fruit and vegetable imports.

Highly restrictive access in the field of biotechnologies.

China has imposed Maximum Residual Levels (MRL) on various substances in

agriculture products, some of which are below the equivalent international levels. At

76 AustCham, China-Australia Chamber of Commerce — Beijing, 2004 Business Issues Paper, August 2004.
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the same time, these standards are not fully implemented on Chinese producers, and
in many cases, also not on imports. This inconsistency creates uncertainties for
Australian exporters, especially wheat exporters’”.

The need to secure ‘end user certificates’ before exporting especially grains to China.
The process of securing such end-user certificates is unnecessarily burdensome and
may take up to one month to complete. This requirement may also contravene WTO
terms’®.

The lack of means to enforce contracts and resolve disputes with Chinese trading
partners. There is a general lack of respect for enforcing contracts, especially in the

face of falling global prices79.

Table 9: TROs on major agricultural exports to Chin a, 2005

Commodity: In quota tariff Out of quota tariff
Wool and wool products 1% 38.00%

Wheat 1or6or9% 65.00%

Cotton 1% 40.00%

Maize 1 or 9% 20 or 40 or 65%
Rice 1or 9% 10 or 40 or 65%
Soybean QOil 9% 19.90%

Palm Oil 9% 19.90%
Rapeseed Oil 9% 19.90%

Sugar 15% 50.00%

Source: China Statistical Yearbook (2005)

5.3.2

Industrial and manufacturing sectors 80

The inconsistent and arbitrary implementation of national policies on the export-
processing zones (EPZ).

Current regulations limit the amount that Chinese and foreign companies in China
can prepay to an overseas supplier, resulting in difficulties in securing contracts and
‘illegal’ ways to circumvent the restrictions.

Lack of means for both foreign and Chinese companies to hedge sales or purchases
using efficient instruments such as overseas futures markets, options, or structured

trade financing.

77 Western Australian Farmers Federation (Inc), 2005, ‘The response from the WA grain industry to the proposed

Australia — China Free Trade Agreement’, Public Submission to DFAT.

78 Western Australian Farmers Federation (Inc), 2005, ‘The response from the WA grain industry to the proposed

Australia — China Free Trade Agreement’, Public Submission to DFAT,

79 Victoria State Government (Australia), 2005, ‘Victorian Government Submission to the Senate Foreign Affairs,

Defence and Trade References Committee Inquiry into Australia’s relationship with China’, March 2005.

80 AustCham, China-Australia Chamber of Commerce — Beijing, 2004 Business Issues Paper, August 2004.
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Complicated and burdensome procedures for paying import VAT and claiming
wholesale-level VAT refunds on inbound goods.

The use of an importer registration scheme to force metals and minerals import
license holders into a buying-cartel to put pressure on global resources prices.
Environmental regulations are enforced arbitrarily to discriminate against foreign
products.

Many chemical products are classified as ‘restricted or prohibited goods’, making the
trade of these goods very problematic. These restrictions are not always related to
international standards and the administration of the regulations lacks transparency.
The automotive and chemical sectors face the highest number of complaints and use
the deliberate use of NTBs to discriminate against foreign imports.

Services/Investment sectors

Unreasonably high registered capital requirements (US$100 million in worldwide
revenue) for obtaining a license as a wholly foreign-owned tour company.
Internet-based services are still strictly controlled in China.

Lack of transparency in handling land transactions in which foreign companies are
involved.

Heavy restrictions on the scope of business and branching for foreign or foreign-
invested life insurance companies, despite WTO commitments.

Very onerous restrictions on foreign involvement in the mining and exploration sector.
The persistent and deliberate blockage of access to certain foreign media and
websites, including Australian Government websites.

Currently, laws prevent Australian universities and schools from establishing WFOEs

and place heavy restrictions on the format and conduct of JV companies in this sector.

81 AustCham, China-Australia Chamber of Commerce — Beijing, 2004 Business Issues Paper, August 2004.
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Chapter Six: Obstacles to a successful FTAwith Chi  na

In September 2006, the two negotiating teams met in Beijing for the 6" round of the Australia-
China FTA negotiations. This was the first round in which the two sides would focus on the
modalities. Previous rounds have focused on information exchange and building domestic
support for the FTA.

However, since the start of this FTA process in 2003, we can ascertain that there are many
obstacles that stand in the way of a successful China-Australia FTA. The section below looks
at how Australia has approached and managed the domestic opposition to the FTA, as well
as the domestic opposition within China. Additional obstacles which could potentially still

present themselves during the course of the following rounds will also be discussed.
6.1 Domestic opposition in Australia and the manage ~ ment thereof
6.1.1 Opposition from the manufacturing sector in A ustralia

Australia’s manufacturers have generally opposed the Australia-China FTA. The majority of
manufacturers believe that the FTA will have a negative impact on their businesses. In the

AIG manufacturing sector study, only 13% of manufacturers supported the Australia-China
FTA in 2003, although this number has since risen to 24% in 2006.

Of great importance for the South African FTA experience however, is the way this opposition
has been managed by both sides — DFAT and the Australian manufacturers. Although most
manufacturing and industrial associations have made public submissions directly to DFAT
and have participated in DFAT seminars, they have left the responsibility of directly engaging
government up to the large industry associations — namely AIG and the Australian Chamber
of Commerce and Industry (ACCI). AIG representatives have accompanied DFAT and
Australian Government officials on most senior-level visits to China and have been active on

the sidelines of all the rounds of the FTA negotiations.

AIG has said that is would support an FTA with China, if DFAT negotiators can secure
significant preferential access and substantial reduction in NTBs. This is generally the stance
taken by most manufacturers. They realise that, even if the FTA does fail, China still presents
a competitive challenge to the future of their businesses and they will still be required to
undertake the necessary reforms. Many manufactures also subscribe to the AIG stance that
the current FTA initiative presents an opportunity for Australian industry to fully take

cognisance of the Chinese threat at an early stage, admit the need for restructuring and try to
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lock-in any potential benefits on offer. In this way, at least there will be some certainty about
the future impact of China on their businesses™.

6.1.2 Opposition from the Labour Unions in Australi a

Australia has two main labour unions which are active in representing labour’s issues in the
Australia-China FTA - the Australian Manufacturing Workers Union (AMWU) and the Textile
Clothing and Footwear Union of Australia (TCFUA). The national level body housing all labour
interest groups is called the All-Australian Congress of Trade Unions (ACTU). It is important
to make a note about the role and real power of Australia’s trade unions. In the words of one
textile manufacturer: “Australia’s unions are not the force they once were. In fact, they are still

on a gradual downward trend of power in Australian politics, since the 1970s"%.

In discussions with the AMWU officials®, it was learnt that the organisation still largely
opposes the Australian Government'’s free-market economic policy and also its overall policy
of trade liberalisation. However, the AMWU, representing some 140,000 manufacturing
workers, is also opposing the Australia-China FTA in a more specific and constructive manner
through its public submission to DFAT, its participation in DFAT seminars and through the
media.

The TCFUA also strongly opposes the Australia-China FTA®. Specifically TCFUA is not
satisfied with the underestimation of the informal TCF sector in the modelling. It is also
unhappy in how the inclusion of wool tops in the TCF sector figures hugely distorts the final
results. For most of the TCF industry outside the wool top industry, an Australia-China FTA
would seriously undermine the future existence of the TCF industry in Australia. However,
TCFUA is satisfied that the government has now stated clearly that the TCF SAP is not

negotiable in the current FTA.
6.2 Engaging the stakeholders - channels available  to manage domestic opposition

The Australian Government and DFAT have made the engaging of domestic stakeholders a
key pillar of the FTA process. After the Australia-US FTA, DFAT came under heavy domestic
criticism from a wide range of sources that it was pressured into a fast-tracked FTA with the

US and that there was insufficient stakeholder consultation.

82 CCS interview with Mr. Leigh Purnell, Executive Director, AlIG, Canberra, July 2006.

83 CCS interview with Mr. Ashley van Krieken, Executive Director, TFIA, July 2006.

84 CCS interview with Mr. Pat Conroy, National Project Officer, AMWU, Parramatta, July 2006.
85 CCS interview with Mr. Tony Woolgar, National Secretary, TCFUA, July 2006.
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6.2.1 Parliamentary Channel

The Senate Committee on Foreign Affairs, Defence and Trade in the Australian Parliament
has been very active and involved in serving as a channel to hear stakeholder questions and
criticisms of the FTA. Not only has the Senate Committee been holding a number of public
hearings on the issues around the FTA but they have been pro-active in making the content

of these hearings available to the public%.
6.2.2 DFAT Public Submissions Channel

Early on in the FTA process, DFAT invited all interested groups, companies and individuals to
make public submissions to DFAT. The full versions of many submissions are available on

the DFAT website®’. DFAT then used the content of these submissions in the early rounds of
information exchange with the Chinese counterparts and included many of the issues relating

to difficulties of doing business in China in the JFS.
6.2.3 DFAT Outreach Campaign

DFAT has been very active in meeting with the domestic stakeholders from all sectors of
society. This has included the AGMs of associations or civil society groups, or meeting
directly with the management of larger Australian companies with a significant interest in the
FTA. While DFAT should be commended for its effort, many stakeholders have highlighted
that this is not enough to constitute a ‘full engagement with the stakeholders’. Some
associations, especially the labour unions, have argued that these seminars and meetings
were merely to enlighten the stakeholders as to the progress of the negotiations. For
example, an AMWU official query about workers'’ rights in China was set aside by one DFAT

official as with the response: ‘this is not the appropriate forum to address such issues’®.

South African negotiators should take cognisance of how an open, informative and pro-active
stance taken by DFAT has gone a long way to allay the fears about the Australia-China FTA

in the broader Australian public.

86 Foreign Affairs, Defence and Trade References Committee (Australia), 2006, ‘China’s emergence: implications for
Australia’, Senate Printing Unit, Parliament House, Canberra.

87 http://lwww.dfat.gov.au/geo/china/fta/submissions/index.html

88 CCS interview with Mr. Pat Conroy, National Project Officer, AMWU, Parramatta, July 2006.
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6.2.4 Business and industry associations

In Australia’s effective and well-connected business associations, small businesses have had
an effective channel through which to channel their views to the government and DFAT.
Groups such as ACCI and AIG meet regularly with DFAT officials and are encouraged to

participate in many of the peripheral events around each formal round of negotiations.
6.3 Obstacles to a successful FTA inside China

There are important issues present in China’s own domestic realm which may result in China
not finalising an FTA with Australia. This section looks at these issues and discusses the

mechanisms employed by the Australians to address them.
6.3.1 Chinais not the driver of the current FTApr  ocess

There are many commentators close to the China FTA process who question China’s real
motivation in pursuing an FTA with Australia®®. Premier Wen Jiabao, among others, has
voiced his disapproval at the slow progress of a process that began in 2003 and was to be
finalised by January 2006. During recent negotiation rounds, DFAT has clearly been the
driver of the negotiations process, e.g. drawing up the draft text for the merchandise sector™.

It has been argued that China wants to practise going through the steps of conducting a
bilateral trade agreement so that it will be well-experienced when opportunities with more
strategic trading partners such as the US, EU, Russia and Japan are on offer’. Australia has
also not made her offers of training Chinese negotiators and assisting China to reform its
customs and quarantine systems, conditional upon any reciprocal concessions under the
FTA. If and when any major obstacles fall in the way of the FTA, the Chinese side may
potentially withdraw, satisfied that they have already gained significant experience in trade

negotiations.
6.3.2 Lack of ‘whole of government’ in China
On the Chinese side, the negotiations are officially led by the WTO department of MOFCOM.

It has become clear that on a number of issues, there are differences in opinion between the

Ministry of Agriculture and the policy-making NDRC. Many analysts talk about the ‘fiefdoms’

89 CCS interview with Mr. Edward Smith, Executive Committee member, AustCham, Beijing, July 2006.
90 CCS interview with Australian official, Canberra, July 2006
91 CCS interview with Mr. Geoff Short, CEO, Tanda Business Consulting, Sydney, July 2006.
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within Chinese bureaucracy and the complicated nature of the relationships between them®.
This lack of ‘whole of government’ has a significant impact on the ability of any government to
conduct an FTA with China. For example, at some meetings, DFAT’s China FTA Taskforce
would meet with representatives from MOFCOM, NDRC and Ministry of Agriculture, often
each with different ideas about the issues to be addressed, and China’s official stance on

such issues.

There are also conflicts lower down in the government bureaucracy such as between AQSIQ,
SEPA and China Customs. These conflicts stem from regulatory uncertainty and overlapping
functions. While this is also a major source of NTBs in doing business in China, the lack of a

coherent stance and strategy will have an impact on the ability of the Chinese to effectively

address such issues as TBTs, customs facilitation and ROO.

As part of their broader strategy of engaging China, the Australians have been encouraging
their national and sector bodies to cultivate direct links with their Chinese counterparts. The
aim of this strategy is not only to facilitate economic co-operation, but also to ‘educate’ the
Chinese side and assist them to build capacity and carry out reforms in their respective policy
areas. This includes joint programmes between the Australian side and China’s AQSIQ,
SEPA, and China Customs to grow their support for the FTA.

6.3.3  National/ Provincial/ Municipal issues

For Australian businesses, relying on China’s national-level trade negotiators to address
many of the barriers to doing business in China is insufficient. Many of these administrative
NTBs and instances of bureaucratic red-tape emanate from the provincial and municipal
bureaucracies. Also, at these levels, it is often the case that these officials are not fully aware

of the dynamics of the issues being negotiated at the national level.

As a result, sources close to the FTA process at the Australian Embassy in Beijing have said
that Chinese opposition to the Australia FTA is much stronger at the lower levels of
government than at the higher levels. This could both obstruct effective market access post-
FTA, but also cause the Chinese to step back from the formal negotiations. In many cases,
the opposition at the lower levels is due to a lack of accurate information caused by the slow

channels of communication down the bureaucratic hierarchygs.

92 CCS interview with Mr. Edward Smith, Executive Committee member, AustCham, Beijing, July 2006.
93 CCS interview with Australian official, Canberra, July 2006.
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The Australians have responded with a well-organised and comprehensive strategy to take
the Australia-China FTA to the people, ‘educate’ them about the benefits to China in this FTA,
allay their fears that Australian agricultural products will put millions of Chinese farmers out of
jobs, and in many cases ‘educate’ the officials about the basic principles of the market
system. This strategy is called the Australia-China FTA: Post Advocacy and Outreach
Programme 2005-2006. Tied to each round of negotiations, the Advocacy Programme
timetable includes high-level visits, seminars, conferences and workshops so that all parties

can funnel their engagements in China into the aim of promoting the FTA.

The Advocacy Programme includes a strategy for separately engaging each and every
‘fiefdom’ in the fragmented Chinese Government and thus overcoming some of the problems
associated with China’s lack of ‘whole of government’. These include the media, MOFCOM,
NDR,; Ministry of Agriculture, SASAC, MOE, AQSIQ, SEPA, and China Customs.

The Advocacy Programme includes the following workshop topics: SPS; TBT; government

procurement; investment policy; IPR; e-commerce; trade remedies; competition policy.

The Australian Embassy in Beijing has also facilitated the organisation of a conference on the
Chinese services sector. On the 24" April 2006, the DFAT and the Chinese MOFCOM
sponsored a conference in Beijing called 'Australia-China Services Trade: Opportunities and
Challenges of a Free Trade Agreement'. The conference focused on four sectors: financial;
education; transport and logistics; and construction, engineering and architectural

services. Australian and Chinese speakers presented in each sector.

From the 28"M-29" June 2006, DFAT together with MOFCOM, the China Development
Institute (CDI), and the Asian Economics Centre (AEC) at Melbourne University, co-
sponsored a conference on the Australia-China FTA in Shenzhen, China. The conference
was attended by Prime Minister Howard and President Hu Jintao and coincided with the

formal event to mark the first shipment of LNG from Australia to Guangdong Province.

The engagement strategy also includes a series of ‘Provincial Outreach’ visits. According to
an official of the Australian Embassy in Beijing, Australian Ambassador Dr Alan Thomas has
been visiting many different Chinese provincial governments seeking to gain their support for
the Australia FTA%. According to the schedule, between September 2005 and December
2006, the Ambassador and a team including a high-level representative of the DFAT China
FTA Taskforce permanently stationed in Beijing, will have paid official visits to almost every

province in China.

94 CCS interview with Australian official, Canberra, July 2006
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6.3.4 Training of Chinese trade negotiators

A number of DFAT officials have noted that, while their Chinese counterparts were
professional, well-rehearsed and fluent in English, the main negotiating team did not have
extensive knowledge or experience in negotiating a bilateral trade agreement. As part of the
FTA negotiations, DFAT offered their Chinese counterparts the opportunity to participate in a
series of workshops on bilateral trade negotiations to be held in Beijing and facilitated by
DFAT. The workshops have been lead by Dr. Stoler of the University of Adelaide. Dr. Stoler is
the former Deputy Director of the WTO and his status has encouraged the Chinese side to

send a number of middle-level MOFCOM officials to attend the workshops.

6.4 General issues which may still cause the FTAne  gotiations to fail

6.4.1 Discrepancies in Merchandise trade statistics

Annex 2 of the JFS briefly, and inadequately, discusses the issue of discrepancies between
merchandise trade statistics from the Australian Bureau of Statistics (ABS) and by China
Customs. Table 10 below highlights the extent of these differences on the aggregated level. It
is quite probable that there also exist significant discrepancies on product-level data that may
lead to disagreements over the potential impact of tariff concessions during the formal
negotiations.

Table 10: Summary of China Australia Trade Statisti _ cs
1) Australia's Goods trade with China (US$ billion, 2003)

China Custom's trade
ABS trade statistics | statistics

Australia's Exports 6 7.3
Australia's Imports 9.3 6.3
Australia’s trade balance with China 3.3 deficit 1.0 surplus

2) China's Goods trade with Australia (US$ billion, 2003)
China Custom's trade
ABS trade statistics | statistics

China's Exports 9.3 6.3
China's Imports 6 7.3
China's trade balance with Australia 3.3 surplus 1.0 deficit

Source: JFS, ABS and China Customs

In the JFS the two countries justify the differences by asserting: “As with any bilateral
comparison of trade statistics it is recognised that coverage, valuation and timing differences

will lead to differences in each others statistics.”
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Other reasons cited include:

China Customs import data is on a c.i.f. basis, while ABS data is on a f.0.b. basis.
China Customs and ABS have different methods of differentiating between ‘port of
unloading’ and ‘country of final destination’ and as a result, the trade of large volumes
of goods moved through such ‘entreports’ as Hong Kong, and to a lesser extent
Singapore, may be recorded differently.

For example, in 2003, US$565 million of Australia’s exports to China were shipped
via Hong Kong while US$2,1 bhillion of China’s exports to Australia were shipped via

Hong Kong.

A DFAT official has admitted that they were initially concerned that this discrepancy may lead
to problems of estimating the sizes of the costs and benefits to each country®. But during the
negotiations of the JFS, both negotiating teams agreed, as far as possible, to respect each
others trade statistics and try and not let such differences interfere with the core common

understanding that liberalised trade would provide real benefits to both countries.
6.4.2 The carving-out of ‘sensitive’ areas

Shortly before the 6th round of negotiations in September 2006, Australian officials stated that
Australia’s TCF and auto SAPs would not be negotiable under the FTA negotiations with
China. As of October 2006, the Chinese have not yet responded as to whether this
development will constitute an unacceptable carving out of key sectors for China, which would

in turn materially affect China’s continued participation in the negotiations.

Looking ahead, one possible scenario which may play out is that the Chinese side therefore
see no reason to allow the Australians preferential access to importing such products as
cotton, wheat, barley and wool. In addition, the Australians may push for increased access
into China’s services sector, a request which the Chinese may assert is beyond the scope of
the current FTA. Finally, both sides may agree to a much “thinner” FTA with reduced tariffs on
only a few specific products. The possibility of such a scenario developing presents arguably

the most significant hurdle in negotiating a successful FTA.
6.4.3 Time and Resources

The Framework, marking the official start of the current FTA initiative, was signed on the 23"
October 2003. Both sides originally sought to conclude the FTA by the 1% January 2006.

95 CCS interview with Australian official, Canberra, July 2006.
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However, the negotiations are still far from complete and currently at a critical stage. Both
sides have had to pour significant time and resources into the negotiations, affiliated research
and domestic activities. Either side may yet decide that the pace is too slow and the

prospects are not good enough to justify continuing.

In April 2006, on a visit to Canberra, Premier Wen Jiabao made a strong public statement that
the FTA talks should be speeded up. "On this issue, the Prime Minister (Howard) and |
reached an important consensus ... on the timetable for this negotiation." Premier Wen also
stated that "In the next one or two years, China and Australia should work together to strive
for breakthroughs on major issues”. This sentiment was rebutted by the Howard Government
which argued that they would not be forced into accepting unfavourable terms. DFAT
negotiators have admitted that, in the current vein of events, a comprehensive agreement

may take years to sign®.

96 CCS interview with Australian official, Canberra, July 2006.
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Chapter Seven: FTA Negotiating Experience

This chapter is a discussion of key issues in Australia’s negotiating experience with China.
The discussion will focus on two stages of the FTA process thus far: the ‘negotiations’ around
the joint compilation of the Joint Feasibility Study in 2004; and the five rounds of formal
negotiations toward an FTA from May 2005 until September 2006. The content of this
discussion is sourced from CCS interviews with a number of negotiators on the DFAT China

Taskforce and Australian officials with China experience, both in Canberra and in Beijing®’.
7.1 Negotiations for the JFS

The Chinese negotiating team which handled the jointly ‘negotiated’ JFS between February
2004 and February 2005 was not the same team that leads the formal Australia-China FTA
negotiations. The formal negotiations are lead by the ‘WTO team’ of MOFCOM’s WTO
Department. The JFS team is part of MOFCOM'’s International Trade Department and
comprises a group of younger negotiators than the WTO team, most of whom had little
involvement in the WTO negotiations in Geneva. This JFS team apparently comprises the
same negotiators that were involved in the APEC negotiations and are presently handling the
China-New Zealand FTA negotiations. The JFS negotiations were conducted in China and in

Australia.

The Australian negotiators were very impressed with the well-organised and highly-capable
JFS negotiators. Most of the Chinese negotiators spoke fluent English, were well-trained in

the dynamics of negotiating, and had an extensive grasp of the issues discussed.

The original JFS text was largely drawn up by the Australian side, with the Chinese
contributing to the ‘China Overview’ sections. The two sides then met to negotiate over
changes to the text and structure of the document. The JFS was in many ways a broad MOU,
the final text reflecting a negotiated outcome on some sensitive and symbolic issues. This
allowed both sides to have an early appreciation for which issues would be the most

important in the later formal negotiations.

An example of this negotiated outcome was the prolonged debate over the use of the word

‘comprehensive’ when describing the type of FTA that would be aimed for. The Chinese side

97 The content of this discussion is sourced from CCS interviews with a number of negotiators on the DFAT China
Taskforce and Australian officials with China experience, both in Canberra and in Beijing. Due to the sensitive nature
of this commentary and in the light of the ongoing FTA negotiations with China, this chapter will not reference

comment from particular Australian officials.
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would not agree to this word and the final text does not include reference to the
‘comprehensive FTA’ — an issue that is integral to Australia’s strategic stance.

The Chinese side was also insistent that the phrase ‘equal trading partners’ be included. This
was seen to reflect the fact that Australia had already formally granted China MES as a
prerequisite for the FTA negotiations to commence. However, the Chinese side was also
adamant that the JFS text should reflect China’s poor and developing country status.
Emphasis on this theme has become an important element of China’s media strategy in
Australia and the JFS negotiation gave the Australian negotiators the appropriate warning as

to how seriously the Chinese side believes in China’s ‘special status’ in such negotiations.

Australian negotiators struggled to include the government procurement and competition
policy issues into the JFS text. Eventually the Chinese side agreed to include these two topics
under the title of ‘Other Matters of Exchange of Views’ and not under the more meaningful

title of ‘Implications for Bilateral Cooperation’.

According to the Australian officials, both sides were very happy with the JFS negotiations -
both with the content of final document that was produced and the broader role of the early
negotiations in the build-up to the formal FTA negotiations.

7.2 Formal FTA Negotiations

The Australians established a China FTA Taskforce under the DFAT. The Taskforce is led by
Mr. Ric Wells. The Chinese negotiating team is lead by Mr. Zhang Xiangchen, who is Director
of the WTO Department of MOFCOM.

According to the Australian officials, Mr. Zhang and his team are very professional and
experienced, having negotiated China’'s WTO accession. However, their experience lies more
in multilateral trade negotiations and there is sometimes a lack of understanding of the subtle
differences in negotiating a bilateral FTA. The Chinese team occasionally over-politicised
issues, taking an overly strategic stance on issues which could possibly be handled on a
more technical level within the context of a bilateral FTA. This may reflect the different

negotiating environment in the WTO negotiations.

The first five rounds of negotiations were dominated by process and protocol. There was a
strong focus on information exchange rather than what is referred to as the ‘modalities’. The
6" round, held in Beijing in early September 2006 was the first round focusing exclusively on

the modalities — in this case the trade in goods.
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This ‘information exchange’ element was important for both sides, though both sides would
also like the entire process to have been speeded up. But the Australian negotiators argue
that the heightened focus on Australia in China has served as an excellent platform to
educate the Chinese at all levels about Australia. They hope that the hard work of the past
few years has highlighted Australia in the minds of Chinese investors, students and tourists.
The more technical information exchange between various departments and government

agencies has also been very important for the ongoing bilateral cooperation on many levels.

There is a general lack of blanket government consensus in China’s negotiating strategy. This
implies a lack of communication between the various fiefdoms in the Chinese political
structure. There is also a breakdown in communication between the national-level officials
and local-level authorities. Occasionally, representatives of the different factions would arrive
at a meeting without having had prior discussions about strategy or even about the issues on

the agenda.

One Australian stakeholder argues that MOFCOM is a relatively weak department in China’s
bureaucratic structure, taking cues from the NDRC. He says MOFCOM is often powerless to
take the initiative on topics which fall into the domain of the other major fiefdoms, most
notably the Ministry of Agriculture. If this is the case, it may occasionally lead to delays in the
negotiations as the MOFCOM negotiators would first have to liaise with the other players

before returning to the negotiating table with a coherent position.

One Australian negotiator is not certain that China is ‘really interested’ in concluding an FTA
with Australia. It is very apparent that there are many factions who are strongly opposed to a
comprehensive FTA, and some feel that this is reflected in the sometimes uncommunicative

strategy used by the Chinese negotiators with their Australian counterparts.

The example given is that the Chinese side is often very slow to respond to requests for
comments or views on draft texts sent by DFAT, possibly reflecting the lack of a coherent
government consensus on the FTA and the extensive power-play going on behind the scenes.
There is a lack of direct channels of communication between the two sides during the period
in-between negotiating rounds. This again reflects the strict control over negotiators which is a
key element of the Chinese negotiating style. However, there are some very powerful people
high-up in the Chinese political hierarchy who are believed to occasionally provide the

necessary political will to keep the negotiating process moving forward.
Both sides have relied heavily on their respective embassies to act as channels of

communication and as vehicles to carry out extensive advocacy programmes. The Chinese

Ambassador in Canberra, Madam Fu Ying, is an integral element of China’'s FTA engagement
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strategy. One Australian negotiator described her as ‘an extremely capable diplomat’ who
understands very well how to advance China’s interests in Canberra.

7.3 “Cultural insights” gained from the negotiating experience

All the Australian negotiators and officials argued that existence of so-called ‘cultural
differences’ between China and Australia is generally over-emphasised. They did however
highlight a few points which may be of particular interest to South Africa’s trade negotiators in

dealing with China in this regard.

Australia and China have strong cultural ties

Australia and China have a deep and broad history of bilateral cooperation. But the two
countries also share strong ‘people ties’. A large number of Australians are of Chinese decent,
having lived in China for many generations. China is currently the second highest source of
immigrants into Australia. A huge and growing number of Chinese students are studying in
Australia and Australian students have also been studying in China since the 1970s. This has
contributed to the strong cultural relations and mutual understanding of each others cultures,
histories and language. As a result, the above interviewees do not feel that ‘cultural
differences’ play a major role in the dynamics of the current negotiations.

Language

Most of the Chinese negotiators are conversant and even eloquent in English. However, the
formal negotiations have been conducted in English and Mandarin Chinese, using translators.
Both sides are experienced in bilingual and multilingual negotiations and there have been
very few instances of misunderstandings from poor translating. Mr. Graeme Meehan,
Secretary of the China FTA Taskforce is fairly proficient in Mandarin Chinese. Other members
of the China FTA Taskforce also have some Mandarin Chinese proficiency. As a principle, the
Taskforce undertakes all correspondence in both Mandarin Chinese and English.

Different styles of diplomacy
Although there have been a few differences in negotiating style, the negotiations and broader
bilateral cooperation is generally conducted on the basis of international diplomacy norms.

Chinese negotiators are very well versed and experienced in the intricacies of international

diplomacy.
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Processes and protocol

There has been a strong emphasis on processes and protocol, both during the build-up to the
FTA and in the many bilateral exchanges around it. Generally, Chinese diplomats are very
thorough in ensuring that the appropriate protocol systems are in place before any bilateral
exchange takes place, especially at the higher-levels of government. The Australians take
pride in their straight-forward approach to diplomacy and would like to see more time spent on
content and discussion. Nonetheless the emphasis on appropriate protocol is the norm rather
than the exception in international diplomacy and is not any more pronounced in dealing with

the Chinese than with many other countries.

Formal ‘talks’, rather than focused discussions

Some Chinese negotiators are inclined to talk extensively around the topics rather than focus
on the specific issues on hand. Australian negotiators would at times have preferred less
formal ‘talks’ and more ‘open discussions’ on the specific issues which required negotiating.
As is often the case, a Chinese representative comes to the meeting and reads from a

prescribed text, allowing limited leeway for constructive discussion thereafter.

Lack of appreciation of market economic principles

Some Chinese diplomats and many Chinese Government officials, especially on the lower
levels of government bureaucracy, lack a solid understanding of the fundamentals of the
market system. This is important because both sides have agreed that market principles
would form the basis of the economic rationale of the FTA. There have been substantial
inconsistencies in the public statements made by different Chinese officials. An example is
that a number of relatively high-level government officials have stated publicly that an FTA
with Australia will allow China to enforce greater control over global resources prices. This
issue has not yet caused problems at the formal negotiations but is occasionally a sensitive
and difficult issue when engaging with the various agencies and provincial officials in China.

Highly centralised negotiating style

The Chinese negotiators insisted on a highly centralised structure to formal negotiations. After
pressure from the Australians, the Chinese side has agreed to form four negotiating groups:
Agriculture; Goods; Services/Investment; and IPR/ROO/Legal issues. Each working group
has a senior negotiator on both sides. The negotiating team for each group normally consists
of around 25 people. In Australia’s case this number is made up half of Taskforce members

and half of representatives from other government departments as well as non-government
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experts. The make-up is similar on the Chinese side, where almost all dialogue is directed
through the chief negotiator. There seems to be a lack of trust in allowing junior negotiators or
experts to take part in the dialogue, though they are always present at the negotiations and
are introduced as an important part of the negotiating team.

The importance of the agenda

The Chinese side has been very particular about sticking to the points on the pre-arranged
agenda. When Australian negotiators did raise new points or issues, it was often necessary to
delay a discussion of these new issues to the next meeting. The Australians felt that there is
occasionally a lack of initiative, requiring the negotiators to refer back to more senior players
in government before responding to the Australian points at the next meeting. This has led to

delays and a lack of constructive debate on key issues.
Political appointees chairing meetings

The senior figure at any particular meeting may be a political appointee rather than a
professional trade negotiator or expert®®. Occasionally, this person may not be fully aware of
all the finer details of the issues at hand. This is particularly relevant in regard to the officials
representing other agencies such as the NDRC, Ministry of Agriculture or AQSIQ at meetings.

7.4 Additional Comments on Strategic Negotiating wi th the Chinese Government

1. The Chinese negotiators have readily raised the defence of “don’t damage the strong

relationship” in cases where the Australian’s have put pressure on a Chinese position.

2. The Chinese negotiators are very skilled diplomats, using a combination of pressure
and charm to great effect in strategic negotiating. They are very quick to heap praise

on the other side but equally quick to take stubborn and uncompromising positions.

3. The Chinese negotiators often rely on the excuse or motivation of ‘national interest’,
and raise this without adequate reasoning. At times, a claim to ‘national interest’

should be interpreted as meaning that the issue is not negotiable.

4, The Chinese negotiators can be extremely inflexible on certain small issues, but at
other times can be surprisingly pragmatic. Often, negotiators come to a meeting with a

98 An Australian official made the exception of China’s chief negotiator Mr. Zhang, who, he argued, is a very skilled

and experienced trade negotiator having lead the WTO team in Geneva.
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specific mandate and are unable to budge from such a position until the following
meeting.

5. The Chinese negotiators repeatedly remind their Australian counterparts that China
should enjoy ‘special treatment’ as a poor and developing country in negotiations with
a wealthy, developed country. One Australian negotiator feels that although this is a
definite negotiating strategy, many of their Chinese counterparts truly believe that
China deserves special treatment in the context of the FTA. At the same time the
Chinese side has been adamant that the FTA will be conducted on a platform of ‘equal

trading partners’.

6. Scheduled negotiations or meetings in China are prone to unexplained and
unreasonable last-minute changes. Some Australian officials believe that this is a
deliberate negotiating strategy employed by the Chinese.

7. China’s various departments and agencies are very conscious of signalling positions
through the status of the representative sent to participate in a particular meeting or
conference. It has often been the case that departments such as the Ministry of
Agriculture send a junior representative to attend a workshop with a very standard

policy position and little leeway to engage constructively in the discussions.
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Chapter Eight: Recommendations

Chapter Eight concludes with a brief summary and list of recommendations to the South
African policy-makers, SACU governments and non-government stakeholders in a possible
SACU-China FTA. The aim is to draw lessons applicable to the South African case from the

broader Australian experience in its build-up and engagement of China toward an FTA.

In interviews with the CCS, Australian negotiators, officials, and other stakeholders were
asked to make recommendations to the South African trade negotiators with regard to

strategic negotiating on an FTA with China®.

1. South Africa and Australia have similar trade profiles vis-a-vis China. Both countries
export resources, import manufactured goods and carry a substantial trade deficit with
China. However, Australia’s deficit is much less significant in GDP terms and South
Africa is arguably more sensitive to output and job losses in the manufacturing sector.
Australia is broadly in a stronger position than South Africa to benefit from a full FTA
with China.

2. The probable priority sectors for South Africa would be similar to those in the current
Australia-China FTA. Sectors presenting an opportunity include the Chinese
agricultural market and the Chinese services market, as well as preferential investment
access for domestic companies. Sectors facing increased competition include the
domestic manufacturing sector. An FTA with China will not present substantial
additional growth opportunities for the South African mining industry. South Africa’s
poor SPS record will be a significant stumbling block in growing South African

agricultural produce exports to China under an FTA.

3. South Africa and Australia share similar experiences in restructuring their textile and
automotive industries. The Australian experience presents important lessons in
including these special sectors into an FTA with China.

4, Non-commercial, strategic interests have been strong drivers for China’s engagement
of Australia in an FTA process. In this respect, Australia is negotiating from a position
of strength; China is interested in Australian resources (LNG, uranium) from a long-
term, strategic outlook. China is also motivated by wanting to conclude an FTA with a

99 Due to the sensitive nature of this commentary, and in the light of the ongoing FTA negotiations with China, this

chapter will not reference comment from particular Australian officials.
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major developed country, and in doing so training its trade negotiators and technical
experts in the trade negotiation process. South Africa does not offer China the same

strategic value as Australia.

5. The Joint Feasibility Study has played an integral role in the Australia-China FTA
engagement. The JFS serves as a research document that is the centrepiece of
DFAT’s mission to engage the Australian domestic stakeholders. The JFS forced both
governments to show their hand on potentially sensitive issues that would arise later in
the formal FTA negotiations. The document is also a vehicle for information exchange
which has been used to ‘educate’ stakeholders from both sides. As a jointly negotiated
document the JFS sets a very important tone of consensus and cooperation. South
African policy-makers are encouraged to dedicate the time and resources necessary to

properly engage their Chinese counterparts through this invaluable exercise.

6. NTBs are more significant entry than tariff barriers in trade with China. Tariff reductions
are largely meaningless to exporters without the effective reduction in NTBs. South
African negotiators should be pro-active in tackling these issues in China before, during
and after the formal negotiations phase. This may include specific provisions in the FTA
on post-FTA review mechanisms, and provisions to deal with non-compliance in this

area.

7. South African negotiators are advised to handle the issue of data discrepancy between
Chinese and South African statistics on bilateral trade and investments as early as
possible. Both sides should agree that these differences should not undermine the
broader objectives of the FTA.

8. A full FTA between South Africa and China would require both economies to undergo
painful restructuring. An Australian negotiator emphasised that FTA negotiations should
be backed by the political will on both sides to make the market system the basis of the
FTA. Australia has embarked on a gradual and often painful process of tariff
liberalisation and restructuring since the 1980s. Without the same level of

‘preparedness’, an FTA between China and South Africa is unlikely to be successful.

9. The Australian negotiators have asked the Chinese side to commit to domestic reforms
(especially in the areas of services and investment policy) as a prerequisite for an FTA.
However, China is under enormous pressure to continue its rapid reforms and some
Australian officials suggested that it may be unreasonable to expect a much faster pace
of reform. Instead of focusing on the national-level regulatory and policy frameworks,

the South African negotiators should use the FTA process as a platform to leverage
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preferential access for specific South African companies. South African MNCs and
SMEs will ultimately be the vehicles through which the South African economy and
people derive benefits from an FTA. South African negotiators should work closely with
these companies throughout the FTA process.

10.  South African negotiators should not agree to anything less than a comprehensive FTA
with China. China has made it clear that it prefers to ‘delay’ negotiations on services
and investment liberalisation. One Australian negotiator commented that an initial FTA
including only the merchandise trade is unlikely to produce a positive outcome for the
South African economy and society; it may even lead to a net loss in output and
employment. He urged South African policy-makers to appreciate that the real benefits
of going through the FTA process with China lie in the improved trade in services,

investment facilitation, and increased broader bilateral cooperation.

11. Itis important not to commit to a definite timeframe for negotiations. Although both
sides have said they would like to negotiate a successful FTA within a reasonable
timeframe, the Australia side has been very sensitive to pressure from the Chinese side
to set a date. After Chinese Premier Wen Jiabao stated that he would like to complete
the FTA ‘within one or two years’, Prime Minister Howard rebutted strongly saying the
Australians were prepared to negotiate for ‘as long as it takes’ to secure a favourable

outcome for Australia.

12. Chinese negotiators and officials are often not allowed, or are unwilling, to openly
discuss sensitive topics with their Australian counterparts. The Australian officials have
found that Chinese ‘think tanks’ or university professors are often able to shed more
light on the issues going on inside China. Engaging with these academics and various
business stakeholders through seminars and workshops has been very useful in better

understanding the dynamics of China’s stance on the FTA.

13. Australia has been very pro-active in getting the various factions in China’s government
bureaucracy to talk to each other. The Australian Embassy in Beijing has organised an
extensive program of conferences, seminars and meetings, in order to bring about
greater communication between the different Chinese departments and agencies; and

in doing so, facilitating more constructive negotiations for both sides.
14. Itis very important to have powerful proponents of the specific FTA higher up in

China’s political echelons. Both sets of negotiators have relied on high-level channels

to lend political weight when negotiations have threatened to stall.
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15. The Australian Embassy in China has been very useful in building support for the FTA
amongst the various departments and provincial authorities in China. The China FTA
Taskforce has a senior negotiator and a large team based permanently in Australia’s
Beijing Embassy and the Ambassador devotes much of his time to FTA-related
activities.

16. The Australians have taken a multi-pronged approach to engagement with China - the
FTA is only one element. It is essential not to rely on the FTA initiative as the sole basis
for bilateral cooperation with China, ensuring that there are alternative channels open
through which separate issues may be resolved. Examples of other channels include
the Australia-China LNG deal and the current cooperation on the export of Australian
uranium. These projects have been handled concurrently with the ongoing FTA
process. The Chinese negotiators have in the past used the FTA negotiation to apply

pressure on separate bilateral issues.
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Appendix

Appendix 1: Australia's Top 10 merchandise exports to China (US$ million)

2001 2002 2003 2004
1 Iron Ore 945 995 1632 3346
2 Alumina 523 589 998 1103
3 Wool 639 682 588 900
4 Crude petroleum 254 242 445 467
5 Coal 28 246 208 387
6 Wheat 8 10 1 364
7 Gases 74 87 127 273
8 Aluminium 96 135 196 261
9 Barley 211 229 133 239
10 Manganese ores 46 56 104 227

Source: DFAT database

Appendix 2: China's Top 10 Merchandise Exports to A ustralia (US$ million)
2001 2002 2003 2004

1 ADP Machines 303 476 785 1273
2 Video and Digital Games 67 104 250 501
3 Women's of Girls suits 191 212 272 324
4 Office Machines 100 169 229 298
5 Toys 177 205 246 297
6 TV and videos 27 74 122 280
7 Footwear 141 183 210 265
8 Travel Goods 144 157 191 252
9 Furniture 69 102 156 245
10 T-shirts 119 123 163 219

Source: DFAT database

Appendix 3: South Africa’s Top Ten Goods Exports to China

4 digit South African Exports to China % of Exports to
code Product name 2005 2004 2003 China, 2005
2601 Iron Ore 2187388 1402598 1248887 0.217
2610 Chromium Ore 283872 85992 37433 0.128
Flat-rolled Stainless 0.113
7219 Steel 897715 825645 970956
2602 Manganese Ore 294100 228611 87476 0.068
7506 Nickel 316882 74026 153143 0.042
7202 Ferro-alloys 208051 391324 210574 0.033
7601 Unwrought Aluminium 311930 358743 242731 0.032
Copper Waste and 0.027
7404 Scrap 135002 104676 181963
7606 Aluminium 210294 172445 170208 0.025
2607 Lead Ore 164979 103021 52884 0.022

Source: DTI database
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Appendix 4: Top Ten Goods Imports, South Africa fro m China

4-digit
code
8471
8525

8473

6402
6204
9009
8516
6403
8527

8517

Product name

ADP Machines
Transmission Apparatus for
Radio communication
Various electromechanical
Parts and Accessories

Various Footwear

Women's or Girl's Suits
Photo-copying Apparatus
Electric machinery for Heaters

Various Footwear
Reception Apparatus for
Radio communication
Electrical Apparatus for
telecommunications

Source: DTI database

South Africa Imports from China

2005
2683297

1109599

980714
1140924
700051
656550
627473
596295

623944

405812

Appendix 5: South Africa's Hi-tech Merchandise Trad

2004 2003
2006655 1374591
491426 345222
751130 496716
977781 717317
542004 292276
476737 422862
380559 228054
491688 297067
590973 351726
177860 188876
e with China

2003
2004
2005

2006 Q1 and Q2 only
% of SA Total High-tech Imp and Exp

Source: DTI database

Imports (R'000)
4,987,056
7,017,888
9,697,530
6,208,172
15.20%
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% of Imports
from China,
2005

0.111
0.035

0.035
0.027
0.022
0.021
0.02

0.019

0.016

0.016

Exports (R'000)
31,155

49,174

47,330

146,388

2.10%
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