Office of the Minigter for Trade Negotiations

Chair
Cabinet Externa Rdations and Defence Committee

NEW ZEALAND-HONG KONG CLOSER ECONOMIC PARTNERSHIP
NEGOTIATIONS: SUBMISSIONS ON DISCUSSION PAPER

Proposal

This paper summarises submissons to date in response to the discussion paper released in April
on apossible Closer Economic Partnership with Hong Kong, and highlights consistent themes to
emerge from initid consultation meetings around the country.

Executive Summary

2 Of the substantive submissions received to date on the CEP discussion paper, 15 oppose
the initiative, 15 support it, while 7 take a neutrd stance, but highlight issues for particular
atention. Busness is broadly in favour of a CEP, while manufacturers in sengtive sectors thet
might lose tariff protection on competing Hong Kong products focus on the controls needed to
prevent an influx of duty-free products from neighbouring countries. Unions aso identify thisasa
chdlenge, but have reserved ther pogtion on the CEP overdl. A number of submitters have
indicated a wish to make further comment in light of actud progress in the negotiaions.
Submissions supporting the initiative have generally emphasised the CEP s role in boosting New
Zedand's prafile in Hong Kong for investment and tourism, securing continued access for goods
exports and expanding opportunities for services exports throughout North Asa.

Magor issues raised to date include:-

the effect of tariff remova on imports from Hong Kong on New Zedand clathing,
footwear and textiles manufacturing;

the percaived vulnerability of centrd and loca government to compensation clams by
Hong Kong investorsif environmenta safeguards are gpplied;

the possibility New Zedand might have to open ‘sengitiveé public servicesto competition
from Hong Kong providers,

the scope and timeframe of the consultation process, and whether it will influence New

Zedand s negotiaing pogtion.
Background
3 On 17 April, New Zedand and Hong Kong announced their decison to commence

forma negotiations for a possble bilatera CEP. To coincide with that announcement, the
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Government released a discussion paper, “Hong Kong and New Zedland: Initid Andysis of the
Bilaterd Trade and Economic Relaionship as Background to a Possble Closer Economic
Partnership Agreement.” A copy was aso placed on the MFAT website. It invited submissons
by May 25, a deadline snce extended by severa weeks. This report provides an overview of the
comments received to date. A summary of the submissonsis atached at Annex A. A compilation
of the al submissons received to date is available from Cabinet Office,

4 In addition to the release of the discusson paper, officias have been conducting an
extensve nationwide consultation process, involving business, unions, local government, NGOs,
Meaori and interested public. This consultation process will continue throughout the period of
negotiation with Hong Kong and further periodic reports will be submitted to Cabinet.

Comment

5 Businessis broadly in favour of a CEP, citing both specific opportunities in some sectors
and a CEP s contribution towards building momentum for regiond and globd trade liberdisation.
Retailers highlight the benefits to consumers of chegper products from a mgor source of imports.
Much of the support for a CEP is grounded on the perceived drategic gains of securing an
economic beachhead in North Asa and stimulating momentum towards globa trade liberaisation.
The mogst dgnificant increases in market returns are seen to be in professond services.
Manufecturers in the tariff-protected clothing, footwear and textiles sectors identify the need for
robust criteria for duty-free entry and policing of those criteria as crucid to their future. They are
working congructively with officials on possible measures to achieve this. Unions have voiced a
range of concerns but overdl the CTU has reserved its postion, and says the credibility of rules
of origin and the trestment of |abour standards alongside a CEP will influence their stance. Others,
including the Green Party of Aotearoa New Zedand, and a number of prominent academics,
researchers and universty groups, have voiced outright or strong opposition. Concern has
focused on the adjustment costs to factories and services that might face greater competition
under a CEP, and on the perceived vulnerability of regulators to compensation clams by
investors. Much of the oppostion to the CEP has been a philosophical objection to further trade
liberdisation without, it is claimed, substantia and obvious immediate reciproca gains to the New
Zedand economy.

6 Initid consultations have been held in the five main centres with a wide cross section of
the public, including representatives from affected indudtries/parties (business, induding the
textiles, clothing and footwear indudtries, unions, Maori and concerned NGOs including
environmenta groups and education sector representatives). This - and the commitment to regular
updates on the negotiations - has helped to dicit extengve practicd input on finding solutions to
some key issues, and has also been welcomed by most as a demondtration of openness and a
gncere effort to kegp stakeholders informed. This programme of consultations is continuing in
dep with the bilaterd negatiations, and is making a materia contribution to the development of
New Zedand's negotiating postion. Doubts have been expressed in some quarters about
whether the consultations are a genuinely open process that could help shape an eventuad CEP or
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even lead to its being abandoned, if the likely overdl outcome were judged unfavourable to
New Zedand.

Substantive | ssues:

Rulesof Origin

7 Severd submissions queried the benefits of a CEP with an economy that aready has zero
tariffs They mantained that New Zedand can only lose by opening the door to duty-free
competition in sectors that are il protected by significant tariffs. The likely remova of remaining
duties on imports from Hong Kong under a CEP is seen by some submitters as a breach of the
Government’ s commitment to freeze tariffs until & least 2005 (the dement of ‘reciprocity’ in tariff
glimination is overlooked). In three sectors with remaining significant tariff protection, textiles,
clothing and footwear (TCF), duty free entry for competing products from Hong Kong is seen to
impinge on their continued viability and threeten jobs, particularly if robust rules of origin are not
devised and enforced.

8 Both these sectors and commercid interests who favour further trade liberdisation with
Hong Kong agree it will be crucid to devise arobust formula to ensure products claming Hong
Kong preference are genuindy of ‘Hong Kong origin. They seek a very tight definition of the
term to ensure Hong Kong doesn’'t become a channe of convenience for products from third
countries - particularly China - to circumvent New Zedand tariffs. The submissions stress these
rules must be practica, easy to understand and credible. They should not only reflect Hong
Kong's unique reationship with China, but also should provide a template rules of origin regime
that will be consgstent with emerging globa practice.

9 Key submissons suggest a mixture of New Zedand's minimum added value gpproach
and Hong Kong's substantia transformation test should be considered. The result, some sugges,
might include variable regimes for different agpects of TCF and/or recourse to the immediate,
temporary suspension of duty-free entry of TCF items claming Hong Kong preference if imports
exceed a certain volume. Similarly on trade remedies, dl submissions that mention anti-dumping
action say recourse to this should be retained under a CEP. Some submissions aso emphasise the
importance of New Zedand's biosecurity regime. They say mantaning its integrity and
adequatdly policing this and the rules of originislikely to require extra resources.

Services

10 Although Hong Kong is among the most open markets in the world to New Zedland
sarvices providers, several submissons identified this sector as offering the greatest opportunity
for New Zedland to gain under a CEP - given the dominant role of services in Hong Kong's
economy and the prospects of usng Hong Kong as alaunching pad into North Asaif preferentid
access were gained under a CEP. Some submissons note that, because New Zedand's
commitments to liberalise services under the World Trade Organisation far exceed those of Hong
Kong, a CEP would help to put New Zedand and Hong Kong firms on a more equa footing.
One exampleis postd services, with the New Zedland Post subsidiary, Transend, pressing for the
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CEP to open access to Hong Kong's postal market. Firms doing business in Hong Kong say
some dgnificant obstacles remain, including the extent of sdf-regulation by professond bodies -
cresting ‘closed shops - and the extent of ‘red tape’ many New Zedand firms encounter in their
dedings with Hong Kong. They identify the lack of condstent competition law and of mutua

recognition of standards and qudlifications as mgor impediments to gaining customers in Hong
Kong, and say these should be key ams under a CEP. They link future success in sdling services
to Hong Kong with more favourable tax trestment on invesmentsin New Zealand (see below).

11 Liberdisation of services is dso seen as a risk by some commentators and services
providers, particularly if a CEP opens the door to competition on equa terms from Hong Kong
firms. Although these risks are based on perceptions rather than a reading of any declared
intentions, mgor concerns focus on increased competition in core public services, particularly
hedlth, education and environmenta services. Some submitters warn that, if taken to logica
extremes, it could make the competitive model in these services irreversble and could lead to
privatisation. Another cncern is the possibility that Hong Kong entities - and those usng Hong
Kong shdl companies - could bid on equa terms for scarce ‘public good’ funds in education,
research and hedlth, and that governments could lose the ability to pursue nationa interest goas
through the dlocation of funding.

I nvestment

12 New Zedand's percaived vulnerability to compensation claims by Hong Kong-registered
investors features prominently in submissons. Their focus, however, is more on the 1995
Investment Promoation and Protection Agreement (IPPA) than on the proposed CEP, which they
are concerned may increase the risks. The concerns under the IPPA draw on North American
case law under the North American Free Trade Agreement (NAFTA), citing instances where
corporations have initiated legd action againgt date and federd governments in Mexico and
Canada. The litigators clamed that proposed environmenta safeguards would reduce their
corporaions profitability, and that under the provisons of NAFTA they were entitled to
compensation. Several submissons clam New Zedand regulators are vulnerable under
comparable clauses of the IPPA. They are aso concerned at the disputes provisons, which could
dlow an investor to take the New Zedland Government to internationd arbitration. They clam the
result would be to curb loca and centra government’s willingness to enact environmenta
protections and would undermine New Zedand' s sovereignty.

L ocal Procurement

13 While invetment is of concern to the one locd authority to make a submisson, the
Christchurch City Council, the Council also argues loca government should remain free under any
CEP to pursue “socid ends’ in awarding mgor contracts, including favouring loca investors over
Hong Kong investors.  Severd submissions claim that a CEP would weaken the ability of centra
and locd government to progress such nationd interest gods as regiona development and
environmental integrity. In this regard, the Roya Forest and Bird Protection Society argues that
environmenta services - including the public provison of recregtion and tourism facilities - be
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exempted from the CEP, in much the same way defence was exempted from the CEP between
New Zedand and Singapore.

Tradeand Labour, Trade and the Environment

14 While these are separate issues being dedt with in different ways in reation to the CEP,
both are being considered in the context of a New Zedland bilatera trade agreement for the first
time. Industry groups oppose the consideration of trade and labour, even as a process ‘ separate
but parallel to' a CEP. They argue labour standards could be misused as a trade barrier, and are
best addressed through the Internationa Labour Organisation. That view is countered by some
submissions, including that of the Council of Trade Unions, which argues that labour conditions
have a direct bearing on the production costs of goods that will compete with New Zedand
products, and therefore should be an integrd pat of the CEP. Smilaly, the incluson of
environmentd dandards within the CEP - with the exception of biosecurity issues - drew
warnings from some industry groups that such standards might be used to restrict competition.
Forest and Bird welcomes the incluson of environmentad standards as “a clear change from
previous policy”, but says the benchmarks should be set by New Zedland, with no prospect of
leveling down to conform with lesser Hong Kong standards.

Exemption for the Treaty of Waitangi

15 While key export-oriented organisations (Business New Zedand; Federated Farmers,
Employers and Manufecturers  (Northern), Business Roundtable and the Meat Industry
Association) oppose this exemption as unnecessary and liable to be misunderstood as favouring
one group, Maori contacted as part of the initid consultations have given support. One iwi
organisation, Tainui, describes the dause as “fundamentd” in determining whether the negotiation
produced opportunities or “further disenfranchisement.” Some Maori groups have asked for more
detall on the practicd effect of the treaty exemption, and have undertaken to contribute their
views.

Taxation

16 Concerns about the incompatibility of New Zedland's and Hong Kong's tax regimes -
and the difling effect thisis having on invesment and business immigration - has surfaced strongly
during theinitid consultations. The key issuesinclude:

The lack of a double taxation agreement with Hong Kong, or a least “grey lig” satus. The
reult is Hong Kong firms or individuds invesing in New Zedand face steep tax
disadvantages, including high non-resident withholding tax on dividends and tax on interest on
invesment fundsin New Zedland.

The taxation, on an accrud basis rather than on received earnings, of investments by Hong
Kong companies and individuds that become tax-resident in New Zedand, plusinterest tax on
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their bank deposts in New Zedland. For a Hong Kong holding company based in New
Zedand thistax is payable on the earnings of dl subsdiaries around the world.

The combined effect of these and other New Zedland tax trestmentsis said to deter Hong Kong
invesment in New Zedand, both in practice and by ‘sending the wrong signas’, with the result
New Zedand isfaling to tap into the large pool of Hong Kong investment capitd.

Competition Policy

17 Submissions on competition policy highlight the need for ease of entry and participation in
each market under a CEP. Hong Kong lacks generic competition law, meaning much regulation
focuses sector by sector. There is concern that this, and Hong Kong's low levd of commitment to
liberdise services under the WTO, could be an impediment to New Zealand firms competing on
even terms in the Hong Kong market. Other concerns include the undermining of competitiveness
through Hong Kong financid assdance to domestic indudtry - as is evident in Audrdia and
Singapore, despite their closer economic partnerships with New Zealand - and the prevalence of
‘red tape’. This underscores the need to harmonise standards and reduce transaction costs. A
CEP is seen as a means to promote greater trangparency and discipline in competition law.
Business New Zedland suggests an overarching competition framework within the CEP, backed
up by a disputes resolution framework. The New Zedand Stock Exchange seeks mutud
recognition of qudifications to enadle brokers to offer services in Hong Kong and vice versa
Some New Zedland services providers say this cuts both ways, and will likely meet resstance
from some New Zedand professona bodies they say operate * closed shops!’

Process | ssues

18 Most submissions that mention process - and the feedback from initid consultations -
endorse the Government’'s commitment to consult, including the longer timeframe and more-
extengve scope of the activities. A minority of submissons - dbet subgstantia ones - reflect deep-
segted cynicism about the Sincerity of the exercise, claming it will have no materid impact on
New Zedand's negotiating position or the eventud outcome. Even submissions that don't take a
position opposed to the CEP say meaningful consultation requires circulaion of the draft
negotiating texts and the opportunity for relevant groups to comment on those aspects that effect
them. Another criticism is the perceived lack of rigorous andysis on the benefits and cods of a
CEP with Hong Kong, under various possible scenarios, with some submitters arguing the
negotiations should not proceed without this information. Consultations with iwi and Maori
busness groups are continuing and are providing vauable input in view of the lack of written
submissions from Maori to date. Maori responses o far range from consstent interest in the
process and welcoming the opportunity to consult, to one criticism that Maori are not included as
apartner in the negotiating team.
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Comment

19 The conaultation process to date has been invaduable in identifying concerns and issues
which negotiators will need to address or take account of in the negotiations. The comments
received on rules of origin are dready being consdered by officids. Other views are less easy to
address, in particular where submitters take diametricaly opposing stances on desirable
negotiated outcomes. Further reports to Cabinet as the negotiations proceed should report back
on how the key issues identified by submitters are being addressed or tackled. Whileit will clearly
not be possble to meet the expectations of al submitters on negotiated outcomes, regular
feedback can be provided to interested parties through the on-going consultation process. New
Zedand's eventud pogtion is likely embody a baance of sectora interests, set in the context of
underlying nationa development goals.

Financial Implications

20 None at this sage. However a number of submitters note that enforcement of tight rules
of origin to protect New Zedand industry and to enforce the biosecurity regime may require
additional resources eg in the New Zedand Customs Service. This will be addressed in
subsequent papers depending open negotiated outcomes.

Human Rights Implications

21 None

L egidative Implications

22 None

Regulatory Impact and Compliance Cost Statement

23 Not required.

Publicity

24 Given the likdy media and public interest in this issue, officids recommend that the
Committee authorise the Minister for Trade Negotiations to release publicly this paper, the
summary of submissons atached at Annex A and the compilation of submissions received.

Consaultation

25 Treasury, Economic Development, Customs, Agriculture and Forestry, Labour, Te Puni
Kokiri, have been consulted and agree with the recommendations.
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Recommendations
26 It is recommended that Cabinet Policy Committee-

1 note that submitters on the Hong Kong/New Zedand CEP negotiationshave  voiced
both support and opposition for the CEP or have identified arangeof  key issues and concerns
(eg reating to rules of origin, services, invesment) which they would like addressed in the
course of the negotiations,

2 direct officids in subsequent reports on progress in the negotiations to report back
to the Committee on how (or whether) these issues and concerns can be adequately
addressed in the course of the negotiations;

3 agree that officids should continue the programme of domestic consultations as the
negotiations proceed to provide feedback to interested parties,

4 agree, in view of the likdy media and public interest in this report, to the release by

the Miniser for Trade Negotiations of this report, the associated summary of
submissions and the compilation of submissions.

Hon Jm Sutton
Miniger for Trade Negotiations
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