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CHINA’S INDIGENOUS INNOVATION TRADE
AND INVESTMENT POLICIES: HOW GREAT A
THREAT?

WEDNESDAY, MARCH 9, 2011

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON TERRORISM,
NONPROLIFERATION, AND TRADE,
COMMITTEE ON FOREIGN AFFAIRS,
Washington, DC.

The committee met, pursuant to notice, at 2 o’clock p.m., in room
2172 Rayburn House Office Building, Hon. Edward R. Royce (chair-
man of the subcommittee) presiding.

Mr. RoYCE. This hearing of the Terrorism, Nonproliferation, and
Trade Subcommittee will come to order.

Today’s hearing is going to focus on China’s indigenous innova-
tion trade and investment policies, an issue that Brad Sherman
and I have worked on in the past. China’s economy has been rap-
idly growing and this has meant opportunities for American busi-
nesses, but it’s also meant perils. Mr. Sherman and I have worked
to bring attention to the fact that many U.S. business people are
getting fleeced in China, their property stolen, and much worse.

We heard from Nancy Weinsten of Long Beach, California, pre-
viously in a hearing who went through a nightmare in Shanghai.
And we’ve heard from many other business people about their simi-
lar experiences. The State Department even reports that Ameri-
cans may be held hostage.

Today we consider China’s “indigenous innovation” policies.

The Chinese Government has been turning up the pressure on
U.S. and other foreign businesses to share sensitive technology
with Chinese state-owned enterprises as the cost of selling in the
Chinese market. This is done through an ever-changing web of gov-
ernment policies, official policies as it pertains to procurement, reg-
ulation policies, tax policies, and governmental policies that encour-
age U.S. companies to move research dollars and jobs to China.

China is looking to move its economy from “Made in China” to
“Designed in China.” And they’re playing hardball to do it. A top
administration official has described the threat:

“China’s indigenous innovation policies threaten global intellec-
tual property protections, fair government procurement poli-
cies, market competition, and innovators’ freedom to decide
how and when they transfer technology.”

This presents some U.S. companies with the dilemma of agreeing
to these terms and making sales, though at the risk of their long-
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term competitiveness, because Chinese companies potentially will
then take their technology and become their competitors. These
commercial concerns are intensified by rampant Chinese Govern-
ment industrial spying in the U.S. There are obvious national secu-
rity concerns, too. This issue goes to the heart of a company’s com-
petitiveness, and our country’s economic well-being. I'm not con-
vinced that these policies are an economic winner for China in the
long term either, but I know they’ll hurt U.S. businesses.

While traditionally preferring “quiet diplomacy,” U.S. businesses
are increasingly vocal. The U.S. Chamber of Commerce recently re-
leased a report, “China’s Drive for Indigenous Innovation,” sound-
ing the alarm. We’ll hear from the U.S. International Trade Com-
{nission today, which has produced a detailed report on this prob-
em.

This comes against a backdrop of broader concerns over China’s
trade and investment policies, including very poor intellectual
property protection, which harms U.S. firms. In January, Chinese
President Hu Jintao and President Obama signed a joint statement
pledging to “delink” indigenous innovation from China’s very large
government procurement market. On paper, this was a win for the
United States. China also committed to join the WTO’s Govern-
ment Procurement Agreement this year, which would help curb its
indigenous innovation policies. But China has a history of promises
made, promises broken.

We should aggressively challenge these policies. They worsen our
trade deficit with China. What we don’t want to do is blow up the
system in a way that sets back U.S. exports, which are critical to
economic recovery. Currently, U.S. exports to China are rapidly
growing.

China is emerging as a serious economic challenger. It’s building
“national champion” companies, as they call them in China, to com-
pete globally. The Commercial Aircraft Corporation, for example,
has Boeing in its sights. This challenge is coming, “indigenous in-
novation” or not. This means two things. One, pressing China, and
two, better competitiveness. Our country needs to approach eco-
nomic competitiveness with urgency. This means tax and regu-
latory and budget reform and a slew of other issues beyond this
hearing’s scope.

I will now turn to the ranking member, the gentleman from Cali-
fornia, Mr. Brad Sherman for his statement.

Mr. SHERMAN. Mr. Chairman, I thank you for your statement
and those who think that this city is divided by partisanship will
find that that’s not true when it comes to you and me and the
issues that we face in this hearing today.

Mr. RoycE. We flipped gavels again, but continue these hearings.
Thank you.

Mr. SHERMAN. In the Year 2000, the United States made an
enormous blunder in granting Permanent Most Favored Nation
status to China in a bill that was H.R. 4444. Ironically, that num-
ber denotes extreme bad luck in the Chinese tradition. Of course,
the bad luck has all been ours.

The United States-China trade deficit swelled from $83 billion,
already outrageous in the Year 2000, to a record high of $273 bil-
lion in 2010. It grew every year except the recession year of 2009.
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The Economic Policy Institute estimates that roughly 2.4 million
American jobs were lost as a result of our intentional blindness to
this trade deficit.

We hear from supporters of the current trade policies that the
volume of exports to China has never been higher. This is true. We
hear that the rate of growth in exports to China is not greater than
the growth of imports from China. True, but misleading; mis-
leading in part because what we’re exporting to China is scrap iron
and scrap paper so that they can ship us more exports. But what’s
more telling is that the trade deficit with China continues to grow
as increases in imports from China outpace increases in exports
year in, year out in absolute terms.

T&le industrial base and quality of U.S. employment continue to
erode.

China conducts a number of unfair trade practices that keep
American exports out and more importantly aims to set up export
promotion policies that the American public should not tolerate.
And American firms have been all too happy to oblige in order to
take advantage of cheap labor, various incentives and whatever
they can do to up their particular corporation’s quarterly report.

As the chairman noted, if you do business in China, good luck.
You'll have to enter into a joint venture, transfer your technology,
and if you're lucky, you may be allowed to flee China rather than
being held as hostage. At the urging of our current chairman, back
when our roles were reversed, we held a hearing in July 2008 on
the topic of U.S. business operating abroad. That hearing detailed
the horrible experiences of Americans, especially American small
businesses doing business in China.

I want to commend the chairman for today’s focus on an aspect
of the China trade policy that has shaken even the most slavishly
pro-China corporate interests. And those interests are so outraged
that they have demanded that we take what they count as tough
action, namely a strongly-worded letter.

In 2006, the Chinese Government announced a strategy for pro-
moting what it reportedly translates as indigenous innovation.
China no longer wants to make iPads. They want to develop the
next iPad. They no longer want to license technology from the
West. They want to develop it there or at least steal it and claim
ownership of it. Among the policies that have imploded since that
time to implement this dream is a restrictive government procure-
ment policy. Overall, China’s effort is to increase its trade deficit
with the United States, not to decrease it.

Promulgated in November 2009, this draft policy provided for the
creation of a product catalog that would list goods in several cat-
egories approved for purchase by Chinese Government agencies.
Such goods would have to be developed in China and the intellec-
tual property held by Chinese firms. These draft regulations were
softened somewhat in April 2010, but are still considered to be ob-
jectionable by the U.S. business community.

During his recent visit to Washington, President Hu committed
to de-link procurement from indigenous innovation. Whatever that
means, and it probably means almost nothing, what is important
in the Chinese system is that the central government has, through
its actions to date, already informed bureaucrats, provincial offi-
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cials and managers of state-owned enterprises that they need to
buy Chinese products and Chinese intellectual property whenever
possible.

You can’t unring the bell. The word has already gone out. And
whatever the final regulations provided, if you are a bureaucrat or
provincial official in China, and you buy products containing Amer-
ican intellectual property instead of Chinese intellectual property,
you are subject to re-education, regardless of what the official regu-
lations finally state.

Nominally, the policy is not already on the books, but the word
is already out. We can’t complain about anything because there’s
nothing official in their publishing final regulations. This is how
China beats us at the so-called free trade process. We operate only
by written standards. They get the message out orally or through
unofficial documents. And then we deliberately ignore the fact that
flhat gives them a way to restrict American exports that we do not

ave.

The procurement policies were complemented by anti-monopoly
patent technical standards and other policies that discriminate
against foreign products and/or forced technology transfers as a
condition of doing business in China. If anything gets the attention
of the business community it should be this: Another aspect of Chi-
na’s innovation policies is to develop 16 so-called megaprojects.
Chinese managers seek to co-innovate technologies borrowed from
the West to develop passenger aircraft and chip and circuit manu-
facturing equipment, etcetera. I think the chairman outlined this
well.

What happens to American firms that are helping China develop
these industries after China can make the products on their own?
It was Lenin who said, “The capitalists will be happy to sell the
rope.”

I think my time has more than expired. I thank the chairman
for his indulgence and I'll use some of my question time to go over
some of these points. Thank you.

Mr. RoycEe. Thank you, Mr. Sherman. We're joined today by Jeff
Duncan of South Carolina. We have with us Bill Johnson of Ohio
who has an opening statement. Go ahead, please. We'll try to keep
these opening statements to 1 minute each, if you can.

Mr. JOoHNSON. Thank you, Mr. Chairman. I want to thank our
panel for being here today to discuss an issue that has attracted
growing concern in recent years, particularly for American busi-
nesses that have worked hard to become innovators in high-tech in-
dustries, whether it’s through currency manipulation, massive gov-
ernment subsidies to Chinese industry or newer concerns sur-
rounding indigenous innovation efforts, the threat China poses to
American exports is of growing concern.

U.S. businesses have taken great risk to develop new tech-
nologies, innovate like never before. Because of American leader-
ship and technology, protecting U.S. intellectual property is more
important than ever, especially when it comes to our biggest trade
rivals. We must have safeguards in place to ensure our continued
position as a global leader in the high-tech sectors of the world
economy. American businesses are faced with tough decisions these
days. Our economy is showing some positive signs of recovery, but
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many business owners are still struggling to discern what is best
for their development.

China’s aggressive indigenous innovation policies are the cause of
one more tough decision; abide by China’s terms and risk long-term
competitiveness, as Chinese companies steal American technology,
or lose access to the enormous fast-growing Chinese market and
put American exports and jobs on the line.

The American people have always expressed a strong desire to
achieve and move our nation forward, sometimes taking risks in
order to do so. We must protect the investments that American
businesses have made in innovation, as other nations attempt to
imitate our ingenuity and surpass us and we can’t allow our will-
ingness to be open go the benefits of trade to defeat the gains that
we have made.

As we move forward and evaluate China’s trade policies, we must
keep this cautious optimism at the forefront of our global trade
strategy.

Thank you, Mr. Chairman. I yield back.

Mr. RoycE. Thank you very much, Mr. Johnson. Ms. Schwartz,
I think yours is the last opening statement.

Mr. CoNNOLLY. Actually, Mr. Chairman——

Mr. Royce. Mr. Connolly, go ahead, please.

Mr. ConNoOLLY. I thank the chairman.

Mr. ROYCE. Gerry Connolly of Virginia.

Mr. CONNOLLY. And just very briefly, Mr. Chairman, I have a
full statement I would ask be entered into the record without objec-
tion.

Mr. RoycE. Without objection.

Mr. ConNOLLY. Obviously, I represent a very high-tech district,
but I think the whole battle of Chinese policy with respect to inno-
vation, Chinese requirements with respect to the transfer of tech-
nology and knowledge, the lack of protection of intellectual prop-
erty, are real issues for businesses—to say nothing of repatriation
of plzloﬁts and capital or even making a profit as Mr. Sherman indi-
cated.

So I'm very interested in Ms. Laney’s point of view about this
and her insights into it. But I think that moving forward, part of
the problem with doing business in China is it cannot be just one
way. And the United States Government has an obligation at some
point to protect the interests of U.S. companies doing business in
such a broad and large market.

I thank the chair.

Mr. RovceE. Thank you. Mr. Rohrabacher, I think you had a
statement. Before I mentioned that Ann Marie Buerkle serves as
vice chairman of this committee. We're delighted to be working
with her and to welcome Renee Ellmers, as well, as a member of
the committee.

Mr. Rohrabacher, go ahead with your opening statement.

Mr. ROHRABACHER. Mr. Chairman, thank you very much for
holding this hearing and I appreciate Mr. Royce and Mr. Sherman
and the great work that they've been doing on this for a number
of years.

Let’s just note that there’s been a massive transfer of wealth
from the American people to China. This has happened as a result
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of policy decisions made not by the Chinese, but by the people who
run the United States Government. This is working against the in-
terests of the people of the United States. At first, it was thought
to build up their economy would create a more democratic society.

Mr. Chairman, instead of a democratic society in China, we now
see emerging a threat to the peace of the world, a dictatorship, the
world’s worst human rights abuser. It’s time to take a look at those
policies that have permitted this transfer of wealth and the trans-
fer of technology and investment from the United States into China
at the expense of the people of this country. Our people have been
betrayed by a lack of action on the part of our own Government to
watch out for them, rather than some globalist perspective. So I'm
very pleased to be here today and I'm going to be listening to the
witnesses and hopefully, we can alert the American people to the
changes that need to be made to protect our country.

Mr. Royck. Thank you, Mr. Rohrabacher. Before I go to Allyson
Schwartz, another new member from Pennsylvania of this com-
mittee for her statement, let me just take a moment and we have
a distinguished visitor with us, Ben Gilman, who served as chair-
man of the International Relations Committee.

Ben, if you would just stand for a minute here and be recognized.
Thank you for all of your service. Ben, it’s good to see you.

Ms. Schwartz.

Ms. ScHWARTZ. Thank you, Mr. Chairman. I just wanted to say
this is my first meeting in the subcommittee. I'm pleased to serve
on the committee on this subcommittee and as we begin this hear-
ing I just want to say I've heard from some of the large companies
that do work, facilities here, of course, and some even have head-
quarters here, have been seeking to do business in China. They
have often, to this point said, we're fine. It’s a huge market. But
are now calling us to do even more to make sure that their intellec-
tual property is protected, that some of the not well articulated, but
well understood requirements the Chinese put on them to put
plants, to share their intellectual property which is then shared, is
a nice word, I think. Really is doing us great harm for the future.
So we’ve got to figure this out.

I look forward to the testimony and to this hearing to figure out
how we can both have our companies take advantage of the huge
marketplace that China is, but to do it in a way that protects their
ability to grow not just there, but here and grow internationally
and also to have some discussion about what effect it is having on
employment and job growth here in the United States. Obviously,
we've seen some progress. We do want to, I believe, operate in a
global marketplace, but we need to do so in a way that is fair to
our businesses and fair to our workers.

So I look forward to the comments and understanding that you’ll
share with us, our witnesses will share with us today so that we
can take the kind of action again that will grow our economy, un-
derstanding what a huge market China is and how unfair some of
their policies both to our businesses and to our own growth here.
I yield back.

Mr. RoYcCE. Thank you, Ms. Schwartz. We'll now go to Ms. Karen
Laney who is the acting director of operations for the United States
International Trade Commission. She previously served as the di-



7

rector of the Office of Technology Policy at the Commerce Depart-
ment. She’s also served as deputy director of U.S. steel trade policy
at the U.S. Trade Representative’s Office during WTO negotiations.
And she holds an M.S. degree in resource economics from the Colo-
rado School of Mines.

Now I should note that the ITC is an independent, U.S. Govern-
ment agency that supports policy makers through fact-finding in-
vestigations and research. It does not make policy recommenda-
tions. The Senate Finance Committee directed the Commission to
prepare two reports on intellectual property infringement and in-
digenous innovation policies in China. Director Laney will present
information from the first completed report. She cannot address the
second on-going report.

So Ms. Laney, thank you for presenting your reports’ key find-
ings to this subcommittee, and afterwards, if you’ll keep this brief
to within 5 minutes, maybe summarize it, we'll go right to ques-
tions.

STATEMENT OF MS. KAREN LANEY, ACTING DIRECTOR OF
OPERATIONS, U.S. INTERNATIONAL TRADE COMMISSION

Ms. LANEY. Thank you, Chairman Royce and members of the
subcommittee, for this opportunity to testify before you today. As
the chairman noted, my remarks will be summarizing the more ex-
tensive written submission from the Commission’s first report.
Those written remarks are entered into the record.

The first report was delivered in November of last year, and our
second report will be given to the Senate Committee on Finance
May 2nd.

Today, I'll be describing what indigenous innovation policies are,
how they are being employed in China, and why they are of con-
cern to U.S. firms. First, let me say there is a wide understanding
about what indigenous innovation policies actually are. In the Com-
mission’s first report, we broadly considered these policies as the
collection of Chinese policies that are aimed at increasing domestic
innovation and, where possible, replacing foreign intellectual prop-
erty with domestic intellectual property in goods that are produced
in China.

The policies are intended to advance China’s innovation goals
that were articulated in the 2006 National Plan called the Medium
to Long Term Plan for the Development of Science and Technology.
I'll be referring to that as the MLP.

The broad goals in the MLP are for China to become an innova-
tion-oriented society, a global leader in science and technology. The
policies that are reflected in the MLP are broadly focused on high-
tech industries of national interest in which innovation plays a key
competitive role. These sectors include agriculture, energy, environ-
ment, manufacturing, national defense, some frontier technologies
such as biotechnology, advanced materials, lasers, ocean tech-
nology, and as Mr. Sherman indicated, certain large-scale mega-
projects, such as core electronic components, large aircraft, water
pollution control and treatment technologies.

In our report, the Commission identified several areas in which
indigenous innovation policies are being drafted or applied, but
today, I'm just going to touch briefly on two of those. The first is



8

technical standards. China’s technical standards strategy recog-
nizes the importance of technical standards as drivers of technology
innovation and trade. The MLP has highlighted the importance of
incorporating Chinese intellectual property into technical stand-
ards. And in China, there is a top-down approach to standards.

The central government ministries decide what standards will be
developed and lead the process. This is in contrast to the United
States, which has a much more decentralized process led by the
private sector. Reportedly, the Chinese system for development of
standards tends to be nontransparent and to exclude meaningful
opportunities for foreign companies to provide input and comment.

According to U.S. firms, Chinese standard-setting bodies fre-
quently take an existing standard and change the technology re-
quirements slightly—just enough to add significant costs and make
it much more difficult for foreign manufacturers to sell their prod-
ucts in China. This restriction of market access is one way that
Chinese-developed technical standards reportedly affect U.S. com-
panies. A second is that they reduce royalty payments to U.S.
firms. More examples and more explanation of this are in my writ-
ten comments today, so I will move on to talk just briefly about
government procurement policies.

During the Commission’s research, government procurement
policies promoting indigenous innovation were one of the areas of
greatest concern for U.S. firms. The annual market for Chinese
Government procurement is estimated to be between $88 billion
and $200 billion annually. I want to note, as the members here
have already said, that the government procurement policies were
a focus of discussion during the December meeting of the U.S.-
China Joint Commission on Commerce and Trade (JCCT), which
occurred after the release of the Commission’s first report.

Our second report does include information and analysis about
subsequent events since November 2010.

Of particular industry concern during our first investigation were
the draft national government procurement policies that were
issued in April 2010. These applied to six high-tech sectors and as
indicated, they contain certain provisions that must be met in
order for any product to be included in a national procurement
catalog.

Another requirement was that approved products must be free
from any type of intellectual property dispute which was not de-
fined in the draft regulation. U.S. firms expressed concern that an
unsubstantiated allegation raised by a third party, perhaps a com-
petitor, could be used as a reason to exclude a foreign-made prod-
uct from the government procurement catalog.

One important point which has been made, but let me stress
this: Although no national procurement catalog has been released,
there are a number of provincial procurement catalogs which are
actively in use for government procurement decisions at the local
level. Most of these catalogs include very few products that are
made by foreign companies or by joint ventures. This situation un-
derscores the fact that the Chinese Government ministries and
agencies at all levels are working to implement the central ideas
of the MLP for a wide variety of policies under separate jurisdic-
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tions. This variation makes it extremely difficult to track the devel-
opment and implementation of such policies.

Although relatively new and still evolving, indigenous innovation
policies have the potential to pose significant problems for U.S.
companies trading with or operating in China. It is clear from the
MLP that China is intent on raising the level of scientific and tech-
nological innovation that originates within the country. Policies ap-
pear to be promoting indigenous innovation in sales of domestically
made high-tech products at the expense of foreign firms. U.S. firms
note that China’s approach to innovation policy seems to vary sig-
nificantly from global business practices. For example, require-
ments that R&D take place exclusively in China are broadly incom-
patible with the global innovation policies of many multinational
companies.

In sum, some U.S. industry representatives believe that indige-
nous innovation policies pose a greater potential threat to their
business in China than do either intellectual property infringement
or currency-related issues. They described, as Mr. Sherman indi-
cated, a web of interrelated policies that work together to help
build “national champions,” which are Chinese industries capable
of competing with foreign companies, both inside China and in
third-country markets.

This concludes my testimony this afternoon, summarizing some
of the findings from the Commission’s first report. I would say that
the Commission’s second report will provide more specific analysis
of the scope and impact of China’s indigenous innovation policies.
It updates information about U.S. firms’ concerns, provides several
case studies, and presents the results that were obtained through
mailing out 5,000 questionnaires to U.S. companies asking for their
experiences and insights regarding indigenous innovation in China.
After the public release of the report in May, we would be pleased
to come back and brief the committee on those findings as well.
Thank you.

[The prepared statement of Ms. Laney follows:]
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China’s Indigenous Innovation Policies

China’s indigenous mnovation policies are an important competitive issue for U.S. finns.
China has introduced a number of policies aimed at increasing the level of scientific and
technological innovation that originates within the country, as well as incrcasing the
domestic share of the value embodied in goods made by Chinese companies. In a
nutshell, China would like to shift from “made in China” to “created in China.”” Policy
arenas through which China 1s implementing indigenous innovation-related policies
include government procurcment, technical standards, and the cnforcement of China's
Anti-Monopolv Law (AML). U.S. firms are concerned that the policies may preclude
thewr full participation in business opportunities arising from the fast-growing Chinese
economy.,

The information and data in this study were gathered from a wide varicty of sources. The
Commission held a public hearing on June 15-16, 2010. Witnesses during the two-day
hearing included representatives of companies and trade associations located in the
United States and China, as well as mdividvals with significant U.S. government,
nonprofit, and academic expericnce. A diverse group of trade associations, law firms,
think tanks, and companies also provided written subinissions. Through more than 60 in-
person and telephone interviews conducted in the United States and in travel to China,
the Commission obtained information from additional companies, associations,
academics, standards bodics, and other experts in the ficld.

Commission staff also consulted with U.S. government officials to gain insight from their
expertisc in Chinese TPR and indigonous innovation issucs, including representatives of
the Department of Commerce’s International Trade Administration, the U.S. Patent and

! Excerpted from USITC, China: Intellectual Property Infringement, Indigenous Innovation Policies, and
Frameworks for Measuring the Iffects on the U.S. Liconomy, November 2010.
“ Industry officials. interviews by USITC statf, Shanghai, September 15, 2010.
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Trademark Office (USPTO). U.S. Customs and Border Protection (CBP), the Office of
the U.S. Trade Representative (USTR), the National Institute of Standards and
Technology, the Federal Trade Commission, the 17.8. Department of Justice, and the U.S.
embassy and consulates in China. Commission staff also reviewed published information
on China’s TPR and indigenous innovation policics and practices, including submissions
made as part of the USTR s Special 301 review of the global state of IPR protection and
submissions to the Intcllectual Property Enforcement Coordinator (IPEC). * The
Commission’s review of data and information was complicated by the speed with which
China’s indigenous innovation and {PR policies are evolving, with new interpretations
and policies issued frequently. The report includes published data and information
available through September 2010.

Introduction

In recent years, China has introduced a number of policies aimed at increasing the level
of scicntific and technological innovation originating within the country, as well as
expanding the domestic added value in goods produced in China’s factories, These
indigonous innovation policics have genorated significant interest and concern among
govemments and businesses in the United States and other countries. From China’s
perspective, its indigenous innovation policies are part of a legitimate and necessary
effort to raise the level of domestic innovation to respond to pressing economic
development challenges. However, China’s focus on promoting market opportunities for
innovations develeped exclusively in China, by Chinese firms. has raised concerns that
these policies are ultimately aimed at denying foreign firms access to business
opportunitics presented by the large and fast-growing Chincse cconomy. Arcnas through
which China is mmplementing policies related to indigenous innovation include
government procurement, technical standards, competition policy under the anti-
monopoly law {AML), taxation policy, and IPR protection and enforcement * Moreover,
foreign businesses have reportedly been pressured to transfer know-how and technology
to Chincse firms in order to gain access to the Chinese market. Busincsscs are coneerncd
that this 1P ultimatcly will be used by Chincse companics competing against them in
China and in third-country markets.

Foreign companies active in China have repeatedly stated that they support China’s
efforts to increase its innovation capabilitics; however, they fear that China’s introduction
of policies favoring domestic companics and products that rely on Chinesc-owned TP will
erode opportunities for foreign investors in China.” In fact, several U.S. industry
representatives have publicly stated that they sce indigenous innovation policics as a
greater threat to their business in China than other issues more often mentioned in the

® The office of the IPTC was created by Congress in the Prioritizing Resources and Organization for
Intellectual Property Act of 2008 and is Jocated within the Executive Office of the President, Oftice of
Management and Budget. OMDB, “About the Office of the IPDC,” n.d.

4 MeGregor, Chin’s Drive for “Indigenous Innovation,” July 2010, 6-7. USITC, hearing transcript,
Washington, DC, Tune 15, 2010, 181-83 (testimony of Christian Murck, AmCham-China), Stewart and
Stewart, written submission to the USITC, July 8, 2010; industry official, telephone interview by USITC staff,
July 9, 2010, industry officials. interviews by USITC staff, May 12, Tunc 2, July 2, 7. and 15, 2010

S USITC, hearing transcript, Washington, DC, Fune 13, 2010, 191-92 (testimony of Calman Cohen,
Tinergency Commuttee For American Trade), USITC, hearing transcript, Washington, DC, June 13, 2010,
131-32 (testimony of Shaun Donnelly, National Association of Manutacturers), North American and
Turopean Industry Groups, “Industry Comments on the Draft Notice Launching the National Indigenous
Innovation Product Accreditation Work for 2010, May 10, 2010.
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press, including IPR infringement and China’s currency exchange rate.” The U.S.
government has also stated that indigenous innovation and discriminatory industrial
policics arc important issucs on the bilatcral policy agenda.” On the other hand. China’s
leaders do not agree that the climate for foreign investment in China is deteriorating. In a
July 2010 speoch before forcign investors, for example, Premicr Wen Tiabao noted that
foreign direct investment (FDI) into China through June 2010 had surged compared to a
vear carlicr, citing this trend as cvidence that forcign investors did not scem overly
concerned about policy changes.”

China’s policies, however, are eveolving extremely quickly. Many policies remain in draft
form, many of the implementing regulations for major laws are still not in place, and
cnforcement of most indigenous innovation policics has not yet begun. Much of the
concern thus reflects fear of future Chinese policies and of the way new laws may be
implemented, and not simply objcetions to policy actions that the Chinese government
has already taken. It remains unclear how the effects of the new policies will play out.

This written testimony describes China’s policies promoting indigenous innovation, lists
the industrics that arc primarily affccted, and discusses some of the concerns that the
policics have raised in the business community, including how such policics may work
together to help build up Chinese “national champion™ companics active in high-tech
industnies. The testimony then describes indigenous innovation policies i several
specific domains, including China’s government procurement process, setting of
technical standards, and AML enforcement.

Chinese Efforts to Foster Indigenous Innovation

Although China’s indigenous innovation policies are most closely associated with the
January 2006 Medium- to Long-Term Plan for the Development of Scicnce and
Technology (MLP), discussed in more detail below, many observers note that promoting
mnovation and technological development has long been an important theme for the
Chinese government. For example, the 863 Program (or State High-Tech Development
Plan), cstablishod in 1986, is a government-funded rescarch and dovelopment (R&D)
program atmed at diversifving China’s R&D efforts away from a purely military focus
toward more civilian and dual-use techunologies, such as satellites, computers, robotics,
biotechnology, encrgy, and space cxploration, whilc also moving China away from the
obligation to pay royalties for foreign technologies used in products made in China.”

In 1995, China’s National Conference on Science and Technology elevated the goal of
scicntific and technological development to a national policy priority. A major report to
the central leadership in 1997, “The Coming of the Knowledge-Based Economy and the
Construction of the National Innovation System,” led to the incorporation of the concept
of a “national innovation system” in China’s cvolving scicnce and technology policics.
Chinese innovation policy increasingly began to address areas bevond R&D funding,

Y USITC, hearing transeript, Washington, DC, Tune 15, 2010, 170-71 (testimony of Jeremic Waterman,
U.S. Chamber of Commerce), USITC, hearing transeript, Wa on. DC, June 13, L 196-97
(testimony of Robert [Tolleyman, Business Software Alliance TR. Specicl 301 Repors, 2010, 21

’ See, for example Kirk. statement to the Senate Committee on Tinance, June 23, 2010; Politi, “US to
Press China on Business.” May 20. 2010.

? Xinhua News, “Xinhua ‘China Focus™,” Julv 19, 2010,

®NFTC, China's Promotion of the Renewable Blectric Power Equipment Industry, March 2010, 19-20.
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including industrial research, IPR, and venture capital.'” The MLP itself was the
culmination of an extended policymaking process that formally began in 2003 (shortly
after China’s World Trade Organization (WTO) accession) and involved more than 2,000
scientists, engineers, and corporate executives from across China.'!

Essential Elements and Themes of the MLP

Most obscrvers attribute the official institution of China’s indigenous innovation policics
10 the MLP. The goal of indigenous innovation, as articulated in the MLP, is to enable
China to become an “innovation-oricnted socicty” and a global lcader in scicnce and
technology. Specifically, indigenous innovation policics cncompass scveral of the
Chinese government’s long-torm policy goals, including promoting domestic companics’
contributions to the Chinese economy rather than relying on foreign know-how and
technology, building domestic R&D capabilities to upgrade Chinese finms’ innovative
capacity, and generally increasing the share of added value that domestic Chinese
companies contribute to China’s economy.'

The MLUP included several specific innovation targets for China to reach by 2020,
including:

e Increasing R&D investment to 2.5 percent of gross domestic
product (GDP) (a lcvel comparable to that of the United States). up
from 1.3 percent in 2003,

e Raising the contribution madc by technological advances to
ceonomic growth to more than 60 pereent;

e Limiting dependence on imported technology to ne more than
30 percent (from an estimated 60 percent in 2006);

e Beeoming onc of the top five countrics in terms of invention
patents granted to its citizens; and

® Ensuring that Chincsc-authored scicntific papers arc among the
most cited in the world."

Chinese government ministries and agencies at all levels are actively implementing the
central idcas of the MLP through a wide varicty of policics under their scparate
jurisdictions.**

As noted, an important theme of the MLP is the effort to reduce dependence on foreign
technology and foreign companies. China views its dependence on foreign technology as
problematic in a number of ways. First, realizing that foreign IP owners collect
substantial royalties on the sale of Chinese manufactured goods. Chinese government
lcaders have concluded that market dominance depends on owning IP and being a

1 Suttmeier, Cao, and Simon, “China’s Innovation Challenge,” Summer 20006, 81-82.

' Serger and Dreidne, “China’s Fifteen-Year Plan for Science and Technology,” July 2007, 149-30.

12 Zhang et al., Promoting Enterprise-Led Innovation in China, 2009, 2-3; Cao, Suttmeier, and Simon,
“China’s 15-year Seience and Technology Plan,” December 2004,

13 Cao, Suttmcicr, and Simon, “China’s 15-year Science and Technology Plan,” December 2006, 38;
McGregor, China s Drive for “Tndigenous Imovation.” Tuly 2010

" The National Development and Reform Coimmission (NDRC) is responsible for the largest mumber of
these supporting policies (22), followed by the Minstry of T'inance (MOT) with 21 policies, the Ministry of
Science and Technology (MOST) with 17 policies, and the Ministry of Tducation (MOL ) with 9 policies.
Serger and Dreidne, “China’s I'ifteen-Year Plan for Science and Technology.” July 2007, 151-56.
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primary developer of intemational technical standards.” Second, Chinese policymakers
would like to improve domestic technology to address serious societal needs such as
cnorgy. resource constraints, environmental protection, and public health. Third, China
has national security concerns related to dependence on foreign technology. As an
cxamplc, China has exprossed objections to U.S. cxport control laws. particularly as
applied to duval-use technologies, which China sees as limiting its companies’ access to
cssential forcign technology.'®

Another important focus of the MLP is policies that specifically fav or products and
technologies that use TP and brands developed by Chinese companies.'” The goal of
promoting Chinese 1P was reinforced in China’s 2008 National Intellectual Property
Strategy (NIPS). The NIPS urges the government to “guide and support [Chincse] market
entities to create and uuhze intellectual property” through a varety of policies linked to
indigenous innovation." The NIPS sets various targets, including significantly increasing
the level and quantity of China’s indigenous IP, developing a group of internationally
famous brands, mcreasmg Chinese value in core copyright industries, and effectively
protecting trade secrets.'® Similarly, recent guidance from the Supreme Pcopla s Court on
the implomentation of indigenous innovation policics instructs the courts to (1) support
and promote indigenous innovation by helping to promote the creation of indigenous
famous brands and the development of a brand cconomy, and (2) incrcase the level of
protection of indigenous IPR on key technologies * Because the guidance is new, it is not
vet clear how it will be implemented !

Industries Affected by Indigenous Innovation Policies

The MLP refercnces a broad sct of focus arcas for indigenous innovation cfforts that arc
linked to national needs, including agriculture, energy, environment, manufacturing, and
national defense. Separately, the MLP lists several frontier technologies of interest,
including biotechnology, lasers, new materials, and ocean technology. In addition, the
MLP identifies 17 specific, large-scale science and engineering “megaprojects” that are
to receive special attention and funding, such as control and treatment of AIDS and other
major discascs; core clectronic components, including semiconductors; large aircraft; and

'3 Suttmeier, Cao, and Simon, “China’s Tnnovation Challenge,” Summer 2006, 79. According to one
study of China’s experts, for example, ““the domestic value-added compenent of the value of exported
electronic and information technology products, while growing, remains quite low. Zven in the most recent
vears for which data are available, more than 70 percent of the value of these exports is comprised of
imported inputs.” Branstetter and Foley, “Tacts and Tallacics about 17.8. FDI in China,” October 2007, 20
and figure 5.

s expott control laws regarding dual-use technologics apply to many products that arc nnpoﬂﬂm o
.S, national security but may alse have uses that are not velated to national security. Cao, Suttmeier, and
Simon, Chma 15-year Science and Technolegy Plan.” December 2006, 39; mdustry official, interview by
(NITC staft, ] JO, 2010.

\erger and Breidne, “China’s Tifteen-Year Plan for Science and Technology,” July 2007, 137, 145,
USCBC, “Issue Driet: New Developments in China's Domestic Innovation and Procurement Policies,”
Janm tary 2010.

 Government of China, “Outline of the National Tntellectnal Property Strategy,” June 2008, Article
M2

P Ibid., Article TT.2(7)

2 \ee Opuuons on the Provision of Judicial Support and Service,” Supreme People's Court,
ovit.org/fwk/show php?iide 1d=144434 (link 1o text in Chinese), June 29, 2010.

USITC hearing transcript. Washington, DC, June 15, 2010, 343 (testimony of Chuis Tsracl, PCT
Government Relations).
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water pollution control and treatment. However, under the MLP, no industry has been
explicitly excluded from the goal of raising domestic innovation levels.”

Generally, indigenous innovation policies focus on emerging, high-tech industries for
which innovation broadly, and R&D and patents more specifically, arc scen as playing an
important role. Several Chinese provinces have developed catalogues listing accredited
indigenous innovation products, with a broad focus on thesc high-tech industrics.
According to non-Chinese observers, indigenous innovation policies appear to be
particularly prominent for automobiles (including electric vehicles), renewable energy,
nanotechnology, civil aviation, and health care (particularly medical devices).™

The central government is currently considering an accreditation policy for indigenous
innovation products {explained in further detail below). Accredited products will be
included in L8 catalogue, allowing them to receive prehmnces for government
procurement.”* Once the policy is finalized, the Chinese government is expected to offer
indigenous innovation acereditation to products from six industries: computer and
application equipment, telecommunications products, modem office equipment, software,
new encrgy and cquipment, and high-cfficicncy energy-saving products.

Concerns Regarding Indigenous Innovation

China appears to be promoting indigenous innovation and sales of high-tech products by
domestic tirms at the expense of foreign firms. Overarching concerns are that China’s
approach to spurring domestic innovation varics significantly from global norms,
discriminates against foreign companies operating in China, and changes the mles for
forcign involvement in the cconomy midstream, threatening the expected value of current
foreign investment in the Chinese economy.” This is compounded by a concem that
forcign companics will nced to share sensitive and proprictary technology with Chinese
firms or govemment agencies in order to reap the full benefits of their investments in
China. As noted by onc U.S. industry representative:

China’s indigenous innovation policy’s chicf aim is to give a log
up to domestic producers by adopting rmles and regulations
favoring products that use Chinese-developed ideas and
technologics. Such policics more often than not do this at the
expense of foreign plavers who have worked for decades in
partnership with China to promote growth and prosperity and
deliver innovative products to people of that country *°

2 The complete list of key arcas, fronticr technologics, and megaprojects is a\:aﬂahk in Cao, Suttmcicr,
and Simon, “China’s | 5-vear Sci and Technology Plan,” December 2006,
Drive for “Indigenons Innovation,” Jaly 2010, app. 1, provides detatls on 13 of the megaprojects; the author
notes that the details are not available on the remaining projects, which are believed to be classitied military
projects.

2 UsITC, hearing transcript, June 13, 2010, 269-70 (testimony of Christian Murck, American Chamber
of Copunerce in Chma foreign government official, telephone interview by USITC staft, Tuly 9, 2010,
industry officials, intervi ¢ USITC staff, July 15, 2010
M USCRC, “TIs s Domestic Tnmovation and Procurement Poli

 McGregor, for “Indigenous Imovation,” Taly 2010,
telephone interview by USIT(, wafl, July 9, 2010, USITC, hearing transcript, Washington, DC, June 13, 201’)
53-36 {testimony of Calman Cohen, Emergency Committee Tor American Trade).

% USITC, hearing transcript, Washington, DC, June 15, 2010, 217 {testimony of John Neufter,

Information Technology Industry Council).
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Chinese requirements for R&D that takes place exclusively in China—ifor example, to
qualify for certain government procurcment purchases—are also broadly incompatible
with the highly successful innovation policies of many global companies. U.S.-based
multinational firms have noted that China’s apparent desire to roly on homegrown
innovation runs counter to the integrated, globalized R&D systems on which many
multinational companics rely—systems in which activitics in the United States, Europe,
and China complement each other. Patent applications, for example, frequently list
engingers based in China together with engineers based elsewhere. This coliaborative
system makes it quite difficult to tie the IP for a given product to a single country >’

The “Web of Indigenous Innovation Policies”

A number of observers have referred to a “web” of interrelated policies in various policy
areas that work together to favor domestic Chinese companies—particularly “national
champion” companies (generally large SOEs with highly recognizable Chinese brands)—
over foreign companies in the Chinese market. This policy web can make it quite difficult
for US. firms to compete in certain high-tech product arcas in China, and it has the
potential to be expanded to additional product areas.” Depending on how they are
implemented, the final policics may work together, sometimes in subtle ways, both to
merease the level of indigenous innovation by Chinese companies and to boost the
competitive position of those same firms.” From this point of view, to understand the
implications for the United States, it is imperative to see China’s indigenous innovation
policics as a collcctive whole, rather than as a scrics of disercte policics. As onc industry
reprosentative testitied:

We’ve understood the problem with China 1n very discrete ways.
There was an IP enforcement problem. There was a joint venture
problem. There was a participation in standards problem. . .. What
has changed certainly in the last two years is that there is now a
recognition that the issuc of industrial indigenous innovation . . . is
now a structural issue in our U.8.-China relationship.... And the
way these policics are . . . intricatcly woven together . . . dircetly
affect[s] the abilitv of . . . U.S. companies to compete in China
with the potential for job loss here and |adverse effects on] our
global competitivencss ™

Ag some observers see it, China’s principal goal is to actively build a relatively small
number of 50Es into “national champions™ that will be large enough, and technologically
advanced cnough, to compcete globally with today’s high-tcch market leaders, most of
which are based in the United States, the European Union, and Japan. China’s indigenous

27 Intellectual Property Owners Association, written submission to the USITC, July 9, 2010, USITC,
hearing transcript, Washington, DC, June 15, 2010, 53, 90-91 (testimony of Calman Cohen, Cmergency
Conunittee for American Trade). USITC, hearing transcript, Washingten, DC, June 15, 2010, 75 (testimony
of Lee Branstetter, Camnegie Mellon University).

2B USITC, hearing transeript, Washington, DC, Jine 15, 2010, 168-69 (testimony of Jeremic Watcrman,
U.8. Chamber of Commerce i mscript, Washington, DC, Junc (testimony of
Mark Bohannon, Software v on Industry Association), industry als, interview by USITC staff,
Washmgton. DC, July 15, 2010; mdustry officials, interviews by USITC staff. Beyjing, September &, 2010.

i“‘ See particularly MoGregor, China 's Drive for ““Indigenons Innovation,” July 2010

30 usITC, hearing transcript, Washingron, DC, June 15, 2010, 274-75 (testimony of Mark Bohannon,
Sottware & Information Industry Association).

-
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innovation policies in several areas—the government’s procurement and technical
standards, its willingness to provide funding to Chinese SOEs, and, potentially, its
enforcement of the AML—arc combining to create powerful Chinese companics that can
become market leaders in high-tech industries. At the same time, these policies
discriminate in a coordinated way against forcign compctitors. As suggested by scveral
industry representatives, the process of building a Chinese national champion firm works
approximately as depicted in figure 1. The individual policy arcas arc deseribed in greater
detail below.

The Reported Link Between Indigenous Innovation Policies and
IPR Infringement in China

Observers also sce a close link between China’s indigenous innovation policics and IPR
mfringement activity in China. In this view, China uses the web of indigenous innovation
policies described above to create a legal environment “that enables it to mtervene in the
market for IP, help its own companies to reinnovate competing IP as a substitute to
American and other foreign technologies, and potentially misappropriate IP from U.S.
and other forcign companics as components of its industrial policics and internal markct
regulations.”*! The overarching themes in China’s indigenous innovation policies are
reportedly to “(1) undermine and displace forcign IP while promoting its own IP; (2)
leverage China's large domestic market to develop national champions, principally state-
owned and state-invested enterprises; and (3) build on China's domestic successes by
displacing competitors in foreign markets with the foreign [P it has reinnovated.”

In contrast to thc view that China’s indigenous innovation policics arc closely
coordinated and implemented in an intentional, overlapping web of policics, other
observers argue that each of China’s government ministries charged with implementing
the MLP acts in an uncoordinated way to fulfill its mandate in separate policy
Jjurisdictions. Tn this vicw, this fairly incohcront system lcads to a web of sometimes
overlapping or contradictory policies at the central and provincial levels that foreign
companics and govornments cncounter, rather than any coordinated offort by Chinese
govemment agencies to access and appropriate foreign technology and IP *

FUSITC, hearing transcript, Washington, DC, une 15,2010, 171-72 hony of Jeremic Watcrman,
U8, Chamber of Commerce). Tn this context. reinnovation is similar to reverse engineering
32 USIIC, hearing transeript, Washingron, DC, June 15, 2010, 171-72 (testimony of Jeremie Waterman,
U8, Chamber of Comumerce).

> Industry officials, interview by USITC staff. Jul
Tnnovation, and China’s Emerging Technological Trajec

010; Simon, “Globalization, Indigenous
Tuly 27, 2010,
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FIGURE 1 One view of creating Chinese “national champion” companies through indigenous innovation
policies

1y an SOE

The Chinese government
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talent, often a Chinese-
erican or a Chinese citizen
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Government Procurement Policies and Indigenous
Innovation

The clearest manifestation of China’s indigenous innovation policies with regard to
forcign companics is in the government procurcment market. The MLP calls on
govemmient agencies to encourage and support innovative Chinese companies by
purchasing their goods and scrvices. A number of observers have agreed that the Chincse
govemment is actively following this policy, using government procurement contracts to
create a market for the products of Chinese companies and to set a benchmark level of
acceptance within China for Chinese brands over foreign brands ™

China is not currently a signatory of the WTQO Government Procurement Agreement
(GPA) and so is not bound by the agrecment’s provisions that ensure nondiscrimination
1g,amst foreign firms in awarding government procurement contracts.™ China is currently
in negotiations with WTO members to join the GPA; China stated at the time of its WTO
acccssion that it would join the GPA as soon as possible, submitting its first offer in 2007
and a revised offer in 2010.%° However, even though negotiations continue, U.S. and
forcign 111dusm groups have argued that current policics move China further away from
that goal *’

National Accreditation for Indigenous Innovation Products

China’s government procurement market for goods and services was valued at an
cstimated $88 billion per year in 2008, cqual to 2 percent of China’s GDP and making up
almost 10 pereent of Chincse government expenditures. This figurc, morcover, does not
include significant levels of public investment in infrastructure projects: the American
Chamber of Commerce in China estimates that public works prolc'cts account for at least
50 percent of total Chinese government procurement funding,* so the toul annual value
of govemment procurement coutracts may be closer to $200 billion.* The primary
contral government measurcs  congorning  government procurcment in China are
summarized in table 1.

¥ Foreign government ofticial, telephone interview by USITC statf, July 9, 2010; industry officials,
interviews by USITC statf, May 12, July 7. and 15, 2010, USITC, hearing transcript, Washington, DC, June
15,2010, 95-96, 181, and 224 {testimonics of Lee Dranstetter, Carncgic Mellon University, and Christian
Murek, American Chamber of Commerce in China).

= Membership in the GPA wonld require China to treat GPA partics” products no less favorably than it
treats domestic parties’ products. Turthermore, GPA parties may not treat domestic suppliers differently on
the basis of degree of foreign ownership. Matechak and Gerson, “Can China’s Govermument Procurement
Market Be Cracked?” May—Tuane 2010.

¥ USCRC, “PRC Gov emmen( Procurement Policy,” July 2009: English.Eastday.com, “Ixperts ITail
China's Procurement Offer,” July 17, 2010; AI'P, “China Boosts Offer tor WTO Pact on Government
Contracts: US,” July 15, 2010

* North American and Furopean Tndustry Groups, “Industry Comments on the Draft Notice,” May 10,
2010,

3% Ahrens, “Tnnovation and the Visible TTand,” Tuly 2010; AmCham-Chiva, 2016 White Paper, 2010, 86,
92 U 3. governmnent otticials, interviews by USITC staft, July 12, 2010,

3 Chinese povernment procurement of goods is covered by the Government Procurement Law, while

public works projects, such as infrastructure development projects, are covered by the Bidding and Tendering
Law. AmCham-China, 2010 Fhite Paper. 2010, 86-92.
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U.S. business groups view the environment for foreign firms in China’s government
procurement market as deteniorating. Several U.S. companies have reported “increasing
difficulty in making sales to government-related entitics in China,” including government
agencies, public iustitutions such as schools and hospitals, and SOEs, although it is
unclear whether there is a dircet link botween this new cnvironment and China’s
indigenous innovation policies. * Despite China’s WTO commitment that SOE
procurement decisions should rely exclusively on commercial considerations, the Chinese
govemment appears to encourage SOEs to purchase goods made by Chinese
companies.* Even when SOEs are not required to abide by China’s government
procurement regulations, it is reported that most SOEs implicitly honor regulations that
establish preferences for Chinese-owned companies, driving down demand for U.S.
products and scrvices ™ In the rencwable encrgy industry, for cxample, statc-owned wind
farms (which dominate renewable power generation in China) are reportedly applyving the
“buy domestic” rule to their equipment purchases, particularly when government funds
are used for the purchases.®

Ag illustrated in table [, China’s government procurement measures remain in draft form.
The most recent draft rules, releascd in April 2010, appear to include a shift from the
November 2009 draft. which required that products accredited as indigenous innovation
include original Chincse ownership of TP, with R&D conducted in China. Under the April
2010 draft, applicants for indigenous innovation product statns must have exclusive
Chinese rights to a product’s LP and trademark. Also, the IP developed by a foreign firm
must be legally licensed from that firm. but is not required to be first registered in
China.™ Given the draft status of the policies, the extent to which firms that are partially
or wholly forcign owned will be abic to access China’s government procuremoent markct
remains to be seen. More recently. both Chinese Premier Wen Jiabao and Vice President
Xi Jinping, in scparate, well-publicized spcoches, assured forcign investors that
covermment-funded procurement and constriction projects will be open and transparent
to both Chinese and foreign-invested enterprises (FIEs), and that foreign firms invested in
China would be considered cligible for indigenous innovation accreditation.”” Scveral
foreign firms operating in China have reported that the April 2010 draft addressed a
number of their concerns regarding China’s indigenous innovation policics, and,
compared to the November 2009 draft, significantly improved their assessment of
China’s government procurcment market.*®

However, even with the April 2010 modifications to the draft policies, some industry
representatives remain concemed. Under the new drafl, it appears that products must
reflect indigenous innovation by complying with unspecified “national industrial and

0 SCTIC, “Tssue Brick: New Developments in China’s Domestic Tnnovation and Procurement Policies,”
January 2010,

15 AmCham-China, 2010 White Paper, 2010, 220; North American and Turapean Industry Groups,
“Industry Comments on the Draft Notice,” May 10, 2010,

T2 USITC, hearing transcript, Washington, DC, June 13, 2010, 53 (testimony of Calman Coben,
Tmergency Committee for American Trade).

BNETC. China's Promotion of the Renewable Electric Power Equipment Industry, March 2010, ii.

“ Draft Notice Launching the National Indigenous Innovation Product Accreditation Work for 2010,
issucd jointly by MOST, NDRC, and MOF, April 2010; USCRC, cs Beief: China's Domestic Tnnovation
and Procurement Policics,” May 2010, USCRC, “Tssucs Brief: New Developments in China's Tomestic
Tnnovation and Procurement Policies,” January 2010

 Xinhua News, “China’s Tnvestment Buvironment Improving Amid *Growing Pains,” September 9,
2010; Xinhua News,” Tull Text of Chinese Premier Wen Jiabao’s Speech at Summer Davos 2010,”
September 13, 2010.

# Industry officials, interviews by USITC statt, Deijing, September 8, and Shanghai, September 15, 2010.
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technology policies™ and must be locally researched and developed, including licensing
of 1P usage rights in China, with the R&D led by a Chinese entity. This could exclude

TABLE 1 Selected Chinese central government measures regarding government procurement

Measure Date Comments
released

Bidding and Tendering January Qutlines policies related to public works projects such as infrastructure

Law 2000 development projects.

Government Procurement | 2002 Primary law governing Chinese government procurement. Passed in 2002, but

Law draft implementing regulations for the Government Pracurement Law were
only released in January 2010 and have not been finalized. includes
preferences fer Chinese-made goods, when available.

Administrative Measures December | State that accredited indigenous innovation products will receive preference in

for Accreditation of 2008 government procurement, and that applicants for such status shouid (1) own

National indigenous the IP or have the rights licensed for the products under consideration, and

innovative Products for (2) have a trademnark that is owned by a Chinese company and registered in

Trial implementation China.

Evaluation Measures on 2007 Specify the advantages that certified indigenous inncvation products enjoy in

Indigenous Innovative the government procurement process. Products classified as “indigenous

Products for Procurement innovation” are given @ margin of 5-10 percent on their evaluative point
system when price is the sole determining factor in a procurement decision.
When factors beyond price are included in the decision process, indigenous
innovaticn products may receive an additional 4-8 percent boost in their
overall evaluations. The evaluation measures also specifically direct Chinese
government agencies to use the procurement system to encourage the
commercialization of products with indigenous innovation accreditation

Circular 618, on November | Lays oui, in draft form, the criteria for accrediting specific products for listing in

Launching the 2009 2009 the central government's indigenous innovation product catalogue. The

National indigenous catalogue is expected to define the products available for procurement by

innovation Product Chinese central government agencies. According tc the proposed regulation,

Accreditation Work o be included in the catalogue, a product must have been produced by an
enterprise with fuil ownership of IP in China through its cwn R&D, ora
Chinese enterprise that has legally obtained the Chinese IPR. In addition, the
product trademark must be owned by a Chinese company registered in China,
and any trademark associated with the product must be registered in China
first and may not be restricted by foreign brands. The circular is particularly
troubling because of its use of the nationality of IP as a market access
condition.

Draft Notice Launching the | April 2010 | Revises the November 2009 draft rules above, and softens key requirements.

National Indigenous
innovation Product
Accreditation Work for
2010

Appears te authorize procurement of indigenous innovation products that use
IP licensed from foreign firms, rather than requiring that products use IP
ariginally developed in China. Applicants for indigenous innovaticn product
status must have exclusive rights to the product's trademark or have the right
to use the trademark in China, but the trademark no longer has to be first
registered in China. Specifies that accredited products should focus ¢n six
high-technoiogy secters: computer equipment, telecommunicaticn equipment,
modern office equipment, software, new energy equipment, and energy-
efficient products.

Sources: Brightbill and Fogarty, “New Indigenous Innovation Policies Foreclose Foreign Access,” February 2010,
USCBC, “Issue Brief: New Developments in China’s Demestic Innovation and Procurement Palicies,” January 2010;
USCBC, “Qualification Criteria for China's Circular 618," 2010.

foreign-owned fimms, joint ventures in which the foreign partner has a majority interest,
and even Chinese firms with R&D centers outside of China,” although some foreign
firms may qualify. Since the acereditation process is not vet underway, it is difficult to
know for sure how Chinese officials will interpret the accreditation process for products

17 North American and Curopean Industry Groups, “Industry Comments on the Draft Notice,” May 10,

2010.

12



22

manufactured by foreign firms. Another requirement that has been seen as problematic is
that products be free from “IPR disputes.” “IPR disputes™ is a term that has not been
defined in the draft regulations, and it raiscs the possibility that an unsubstantiated
allegation raised by a third party, perhaps a competitor, cou]d be used as a reason to
exclude a forcign-made product from government procurcment.™

Further, the development of an indigenous innovation product catalogue may run counter
to pledges by the Chinese government to avoid protectionisim, and counter to China’s
own interest in developing a technology-based, 21st-century economy.* U.S. and foreign
industry groups have argued that the release of a catalogue that gives preferences in
government procurement to specific products is likely to remove incentives for Chinese
firms to cugage in indigenous innovation of new products, and 1s also apt to promote
Chinese agencies” purchase of outdated products, because newly introduced products and
innovative pmducta manufactured by forcign firms arc less likely to be included in the
catalogue. ¥ U.S. govemment officials have also raised concems regardmg? the
implementation of the indigenous innovation product accreditation system.” On May 10,
2010, the Chinese authorities delaved implementation of the system to review these
comments. As of September 2010, it appears that the Chinese government ms decided to
wait to releasc the cataloguc as it considers comments from intcrested partics.™

Provincial and Local Accreditation for Indigenous Innovation
Producis

Even though there is no central government catalogue of indigenous innovation products
as of September 2010, a number of provincial indigenous innovation catalogues are i
cffcct. Some obscrvers vicw thesc as “trial balloons™ for the central govornment’s
expected catalogue. Ten provincial and municipal governments have released 25 publicly
available catalogues identifying indigenons innovation products since 2006. Eight
additional provincial and municipal governments have formulated indigenous innovation
catalogues that are not currently available publicly. The provincial catalogues list the
preferred products for oowmm\,nt agency and SOE procurcment, although the precise
regulations are not clear. >

There are alimost no products made by foreign companies in these catalogues, a pattern
that seemingly excludes foreign companies from provincial govemment procurement
markots unless there is no Chinesce-made alternative to a forcign product {box 5.1). For
example, only two of the 523 products in Shanghai’s catalogue were made by FlEs, both
of which have majority Chincse owncrship; Jiangxi’s 475-product catalogue includes

8 fntellectual Property QOwners Association, written submission to the Commission, July 9, 2019; North
Amcrican and Turopean Tudustry Groups, “Tadustry Commertts on the Draft Notice,” May 10, 2010, USCBC,
“The 1JS-China Business Council Comments.” May 10,2010,

" USITC, hearing wanscript, Washington, DC, June 15, 2010, 54 (testinony of Calman Cehen,
Tiergency Committee for American Trade, and of Christian Murck, American Chamber of Commerce in
China).

* North American and Curopean Industry Groups, “Industry Comments on the Draft Notice,” May 10,
7010 USCBC, “The US-China Business Council Comments,” May 10, 2010.
Tocke, Statement 1o the Senate Committee on Tinance, June 23, 2010.
North American and Turopean T . “Industry Comments on the Draft Notice,” May 10,
: USITO, “Comments to the Ministry ¢ ce and Technology oy (MOST), the National Develnmnent
and Reform Commussion (NDRC), and the Mirastry of Finance (MOT) on the Notice on Lausiching ihe
Acereditation of Natons] Indi; Inmovaiion Products in 2010, May 10, 2010; U S. govermnent official,
interview by USITC stail. July 12, 2010.

S USCBLC, “Issues Brief: China’s Domestic Innovation and Procurement Policies,” May 2010.
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only one from an FIE; and Beijing’s government procurement catalogues include only
one foreign product out of 56 listed ™

BOX 5.1 Replacing a Foreign Product With a Chinese Product

According to U.S. industry representatives, “buy local" policies for Chinese hospitals have existed in some
municipaiities for several years, reguiring hospitais to certify that there were nc locai suppliers of a desired product
in order to buy foreign goods. Nonetheless, many Chinese hospitals have continued to buy highly regarded U.8.
medical products, even though the procurement process has become more difficuit

In December 2009, however, the Tenth People's Hospital in Shanghai replaced an imported surgical navigation
system with a locally developed one, the Excelim-04 system developed by Shanghal Fudan Digital Medical
Technology Co. {a joint venture of Fudan University and Shanghai Business Investment Group). This may be one of
the first products to reflect procurement specifically based on the local indigenous innovation product catalogue.
{The imported product that was displaced by this procurement was not identified.)

Sources: Industry representatives, interviews by USITC staff, July 9 and 12, 2010; Chen Mining, "Shanghai to Sign
the First Purchase of Independent innovation Products,” December 1, 2009; Shanghai Services Federation,
“Excelim-04 Surgical Navigation Systems,” February 2, 2007.

Technical Standards and Indigenous Innovation

As is the case with government procurement, Chinese-developed technical standards can
be an important tool for the promotion of indigenous innovation. Two broad issucs have
drawn the attention of U.S. industries in this regard. First, U.S. industry sources assert
that the Chincse approach aims to develop standards favoring domestic industrics at the
expense of intemationally accepted foreign standards and technologies ™ The fear is that
Chinese development of country-specific standards will impede market access and force
companies to adopt Chinese technology and standards in order to conduct business in the
Chinese market.™ A second issue is the role of IP in standards. According to U.S industry
sources, Chinese development of national technical standards is often motivated by the
desire to reduce the amount of royalties paid to foreign companies for [P contained in
standards. Additionally. U.S. industrics arc concerned about draft regulations covering
the role of IP in standards in China, particularly the proposed requirements for disclosing
patents and the terms for licensing patents in Chinese national standards.

Compounding these problems is that, while China has made improvements in its
standards-sctting processes, procedurcs often tend to be nontransparent and exclude
meaningful opportunitics for forcign companics to provide input and comment.”’ In 2009,
the Standardization Administration of China (SAC) issucd new public procedurcs for
standards-setting technical comumittees confirming that legally registered foreign
representatives could participate as voting members, though participation would be at the
discretion of the technical committee chairs.™ These new, clarified rules were issued
following a 2008 mceting of the U.S.-China Joint Commission on Commeree and Trade
(JCCT). However, according to the Telecommunications Industry Association (T1A),
China still has “uncven and unclear cligibility requirements™ for participation of forcign

> bid,
S USTR. 2010 Report on Techmical Burviers to Trade, March 2010, 50
S USITC, hearing transeript, June 13, 2010, 232 (testimony of Shaun Dounelly, National Association of
cturers).

** Owen, “*Standards in China: Behind the ITeadlines,” January-Tebruary 2010, 41; USTR, 2018 Report
on Technical Barriers to Trade, 50, TIA, written swbmiission to the USITC, July 7,2010. 2.

%% Owen, “Standards in China: Behind the ITeadlines,” Jarwary-Tebruary 2010, 43.

Ma
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companies, and has a tendency to mandate standards that are developed outside of
international standards-setting processes.”

The Chinese Approach to Standards

Chinese government policics view technical standards as playing an important rolc in
economic development. In contrast to the U.S. approach to standards, which is more
decentralized and is led by the private scetor with government suppost, China has a top-
down approach: central govemment adiministration and various government ministries
have mandates to decide which standards will be developed and the processes for their
devclopment.  Chinese standards arc cither mandatory or voluntary. Mandatory
standards arc technical regulations that have the force of law; all other standards arc
voluntary, and include both npationpal standards that are uniform across China and
standards that are specific to particular industries and enterprises.”* Chinese standards
also include the China Compulsory Certificate {CCC) program, a mandatory safety
certification program covering 22 product categories and affecting over 20 percent of
U 8. exports to China®

Chinose develapment plans have long recognized the importance of China’s becoming a
standard setter as part of an innevation-based policy to develop domestic industries.
Following its WTO accession in 2001, Chinese government ministries, led by the SAC,*
developed two strategic objectives for development of technical standards with specific
timetables:

e Bv 2010, Chinese standards would catch up to international levels,
and the sharc of Chincsc standards based on independent
innovation would have risen.

e By 2020, the share of Chinese technical standards that are based on
its indcpendent innovation would have incrcased further, and the
share of intemational standards that are based on Chinese
innovation would have also risen such that China would be a world
leader in key fields **

China’s standards stratcgy recognized that tuming national standards into international
ones would improve the adaptability and competitiveness of Chinese standards and
technology, The strategy also recognized the importance of standards as drivers of
technology, innovation, and trade.* As noted earlier, the MLP advocated raising the
contribution of technological advances to China’s cconomic growth and limiting its

> TIA, written submission to the USITC, July 7, 2010, 2.

© Owen, “Standards in China,” 2010 1, USITC, hearing transctipt, Junc 15, 2010, 235-36 (testimony of
Mark Bohannon, Software & Tnformation Tndustry Association)

o According to the American National Standards Institute (ANSI), 15 percent of Chinese national
standards in 2006 were mandatory and the remawmder were voluntary. ANSI, *PRC Standards Sy stem:
Standards Used in China,” 2010.

4 Owen, “Standards in China,” 2010, 2.

> The SAC is a standards policy ministry under the General Administration of Quality Supervision,
Tnspection and Quarantine (AQSIQ), which administers the standards system in China.

“Ping, YiYi, and TTili, Standardization Strotegy o . oals cmerged from
two research projects initiated by the MOST during China’s {0th five-year plan (2001-03) and accepted by
MOST in December 2005— Study on the Strategy of China’s Technical Standards Development” and
“Study on the Construction of a National System of Technical Standards.” According to Ping, Y1Y1, and ITll,
the MOST research project was an inportant historical event in China.

 This standards strategy was also viewed as contributing to a “harmenious™ society.
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dependence on imported technology.® Additionally, the MLP highlighted support for
development of Chinese-owned 1P and the importance of incorporating this [P in national
and international standards.”’

China-Specific Standards and the ICT Sector

U.S. concems with Chinese development of national standards in the context of
indigenous innovation have particularly focused on the information and communication
technology (ICT) sector, where China has been active in development and promotion of
its national technical standards. At the Commission’s hearing, the Information
Technology Industry Council (ITIC) poted China’s propensity for mandating use of its
own country-specific standards in mstanccs whore global ICT standards exist, and raised
concerns about technology neutrality.” Some industry representatives have argued that
Chinese standards-setting bodies frequently take an existing standard and change the
technology only slightly, just enough to add costs and make it more difficult for foreign
manufacturers trying to sell their products in China. To the extent that Chinese-developed
standards include indigenous TP, they also reduce the rovaltics that Chinese firms must
pay to foreign firms whose technology often forms a critical component of the global
standard, whilc increasing royaltics forcign firms must pay to Chincsc TP holders.”™

Promotion of Chinese Domestic Standards

Two important examples of Chinese development and promotion of national standards in
the ICT sector are the Wired Authentication and Privacy Infrastructure (WAPI) standard
and Time Division Synchronous Code Division ’\Iulnl,lc Access (TD-SCDMA), a third-
generatlon (3G) mobile telecommunications standard.” Table 2 presents a timeline and
comparison of the development of these standards. Both were developed as national
standards with Chinese govermment assistance despite the existence of international
standards. Both standards reduce the royaltics that would otherwise accre to U.S. firms
and shift some rovalties to Chinese firms, although one study has calculated that, in the
casc of TD-SCDMA, only 7 pereent of the patented technology is held by (mm vuth the
remainder held by Nokia, Ericsson, Sicmens, and other international companics. ™

¥ Cao, Suttmeier, and Simon, “China’s 15-year Scienee and Technolo:
7 An, “Ttellectial Property Rights in Information and Communications,” 2009, 183,
S Winn, “ICT Standards and Tndigenous tnnovation in China,” October 7, 2009,
S USITC, transeript, June 15, 2010, 208-10 {testimony of John Neuft nformation Technology
Industry Coung ording to the International Teleconumunications Union (ITU), a United Nations agency
for information and comnunication technology issues, the concept of technology neutrality refers to
regulating ditterent technologies that offer essentially the same service in a stmilar manner. The purpose is to
avoid providing an adv: amage to one technology over another in the market. See ITU. “The Concept of’
Teclmo logy Neutralitv,” n.d.
Yuducm officials, i
“ Rott
hearing trans T
China), and John Neuiter, ITIC, vmtten testnnom to the UaITC Tum 13,20 10 4-5 bumlnl\ both
standards were discussed i the context of ndigenous mnovation by M"(Jreaor, China’s Drive for
Iudxgmous Innovation,” July 2010, 28-30.
" Yan, The 3G Standard Setting Policy, 2007, 2.

Plan,” December 2006, 39.

vicws by USITC staff, Tuly 7, 15, and 30, 2010,
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TABLE 2 Chinese approach to WAP| and TD-SCDMA standards
WAP!

Type of standard

TD-SCDMA

Wireless local area network (WLAN)

security standard 3G mobile standard

Competing global standard

IEEE 802.111 Wi-Fi wireless standard « WCDMA (Europe)

+ CDMA 2000 (U.S.)

Motivation for Chinese

« Encryption security issues » Royalty costs

standard « Royalty costs « Improved competitiveness for Chinese
companies in largest mobile market
Promoters « [YWNCOMM (Chinese software « Datang Telecomm

company)
= WAP] Alliance

{subsidiary of China Academy of
Telecornmunications Technology [CATT])
« Siemens
« TD-SCDMA Industry Alliance

Status as international

standard

°

Rejected by ISO, 2006
Resubmitted to iSO, 2009

« Accepted by ITU as international
standard, 2000

»

U.S. industry concerns

Inconsistent with WTO/TBT
Agreement {mandated local
standard when international
standard exists)

.

« Technology neutrality (regulating
technologies that offer the same service in a
simiiar manner)

Promotion/mandate by

China

Initiated by Chinese government,
2001

o Initiated by Chinese government, 1898
« Approved as voluntary national standard,

» Mandated standard, 2003 2006
» Mandatory status suspended in » Licenses allocated to China Mobile,
2004 following JCCT meeting 2009

.

Government procurement
preference, 2005

WAPI approved in mobite
phenes, April 2009
WAPIMVI-FI stack approved in
mobile phones, May 2008

« Export credits provided to ZTE for
Eurcpean export sales

« Subsidies for R&D and users of TD-
SCDMA terminals

0

°

Current status

» Both WAP! and Wi-Fi hot spots and
equipment are expected to increase
in China as major
telecommunications companies

« China Mobile currently expanding TD-
SCDMA netwark infrastructure in China

» Future plans to expand network in
foreign countries

expand networks due to increased
mobile phone usage

Sources: C114, “China Mobile to Subsidize TD-SCDMA Terminal Users," June 23, 2010, An, “Intellectual Property
Rights in !nformation and Communications Technology Standardization,” 2009; Zhan and Tan, “Standardisation and
Innovation in China,” 2010; Interfaxchina.com, *MIIT Gives Green Light to WAPI Handsets,” April 2009; International
Business Times, "China Braces for Wi-Fi Boom,” July 13, 2010.

The WAPI standard, according to Chinese sources, was originally developed because of
Chinese concerns about sceurity in the Wi-Fi eneryption protocol. However, WAPI's use
of an undisclosed encryption algorithmy has hampered its acceptance by the Intemnational
Organization for Standardization (I50) as an intornational standard. The United States
raised the issue of WAPI in both the WTO Technical Barriers to Trade (TBT) Committee
and the JCCT in 2004, with the result that China decided not to make WAPT mandatory,
but rather a priority standard for government procurement. In April 2009, the Ministry of
Industry and Information Technology (MUT) approved WAPI's use 1n mobile phones,
and shortly thercafter it approved phones cnabled with both protocols (WAPT/Wi-Fi
stack). Inclusion of WAPI technology adds costs for manufacturers, who must work with
local companics to makc the hardware as well as pay royaltics for the Chinese
technology.” However, industry sources indicate that business opportunities related to
Wi-Fi compliant hotspots arc expected to cxpand in China as telecommuuaications

7 International Business Times, “China Braces for Wi-Ii Boom.™ Tuly 13,2010,
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comparnies broaden their networks to accommodate increasing Wi-Fi use because of the
recent MUT approval of Wi-Fi compliant phones.™

Given that China has more mobile phone users than any other country in the world, its
dovelopment of TD-SCDMA 3G technology was an important industry cvent. China's
State Council agreed to award 3G licenses for TD-SCDMA technology in January 2009
to China Mobile, Ltd., the world’s fargest mobile network in terms of subscribors.”® As
China moves to allocate spectrum among the three competing 3G mobile standards, U.S.
industry has raised concems about technology neutrality.”® Industry sources also indicate
that China Mobile plans to further expand the use of TD-SCDMA technology by
providing subsidies for users of TD-SCDMA terminals in 2010, developing an R&D
fund, and linking cooperative agreements w ith ninc mobile phonc makers and three chip
designers in China and abroad.”

ICT, Encryption, and CCC Standards

U.S. industry representatives also have raised concerns about Chincse CCC regulations,
implemented in May 2010, that cover 13 categories of commercially available ICT
products in the context of indigenous innovation. These regulations require testing and
certification to Chinese standards for information qeculitv functions when the covered
ICT products arc sold to Chinese government agencics.”™ The rules will require sellors to
provide China’s Certification and Accreditation Administration (CNCA} and the General
Administration of Quality Supervision, lnspection, and Quarantine (AQSIQ) with
complete details of the inncr workings of computer products in these 13 product
categories. According to Chinese sources, the regulations were issued for national
socurity reasons.” The CCC program for the 13 TCT products differs from the (‘ommon
Criteria for Information Technology Security Evalnation (Common Criteria), a
ISO/International Electrotechaical Commission (IEC) standard for computer sccuritv
certification in which users specify their security requirements and testing laboratories
evaluate vendor claims.*

Industry sources have noted that these rules will require companies to reveal encryption
sccrets to the Chincse government, with the result that global companics doing busincss
with the Chinese govermnment might lose business in third-country markets due to buy sr
concerns about the Chinese government having access to their cncryption codes.®

“ International Business Times. “China Braces for Wi-Ti Boom,” Tuly 13, 2019, The approval of Wi-I'n
in mobile phones was reportedly due to the large munber of Wi-T'i compliant gray market phones and
S\lbtm" base stations already in China prior to May 2009,

> Cellular-News, “China Confirms 3G Liccos * January 7, 2009, 1.

"EUSTTC, hearing transcript, June 15, 2010, 232 (tes mmm of Christian Murck, American Chamber of
China}, 233
14, “China Maobile to Subsidize TD-SCDMA Terminal Users,” June 23, 2010. Companies involved
with China Mobile i the TD-SCDMA network include Nokia, Motorela, ZTE, ITuawei, and Samsung,
among others.

USTR 2010 Report on Technical Barries to Trade, March 2010, 51; McGregor, China’s Drive for
“Indigenous Innovation,” July 2010, 30. The products covered include smart cards, tirewalls, routers,
fh'abase systems, and other network and internet security systems

* Defense Teeh, “China Demands Computer Fneryption Codes from Cyber Seeurity Tirms,” May 3,
2010

50 See, for example, the comment by U 8. Trade Representative Ron Kirk that the CCC standards are
inconsistent with international norms. USTR, “Statement from U.S. Trade Representative Ron Kirk and
Japzm Leonomy, Trade, and Industry Minister Toshiliiro Nikai, May 2009.

! MecGlaun, “China Forces Toreign Tirms Selling to Government to Provide Incryption Codes,” May 4,
2010, 1; McGregor, China’s Drive for “Indigenous Innovation,” Tuly 2013, 3C.
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According to U.S. govemment sources, U.S. companies seeking to participate in the
Chinese govermment procurement market may have to develop products specifically for
the Chinese public sector, or losc out in the Chincse government market entirely * U'S
Japanese, and European protests about these regulations resulted in the Chinese
government limiting the requircments to government procurcment and delaying the
implementation date to May 2010.%

Future Competitiveness Issues Regarding Standards

U.S. industry representatives have also raised concerns regarding indigenous innovation
and China’s development of future standards in a number of sectors, including ICT and
clectricity generation. One issue is China’s strategy of developing closed, national
standards for trusted computing through Trusted Cryptography Modules (TCM), rather
than through participation in the ISO and the Trusted Computing Group (TCG).* The
Chincse TCM requires that cryptographic algorithms and protocels used to perform
specific security tasks, such as verifving that only authorized codes run on a system, be
based on Chinese technology ™ U.S. industry representatives have raised concems that
Chinese development of TCM is motivated by the desire to reduce rovalties for patents
cmbedded in TCG technology standards and that it will negatively affect intoroperability
and globally integrated supply chains.*

A second area of concern in the ICT sector involves China’s plans for developing Time
Division Long Term Evolution (TD-LTE), a fourth-generation mobile
tclccommunications technology based on the TD-SCDMA standard ™’ Support for TD-
LTE is being led by the Chinese government, China Mobile, and Chinese manufacturers.
According to industey sources, China Mobile is also testing TD-LTE in forcign markcts
and has plans to cooperate with foreign operators to develop TD-LTE trial networks.
Additionally, 31 nations and regions have alrcady announced plans for commorcial
deployment of TD-LTE.*

A third arca of concern in the ICT scctor is China’s recent enforcement of its Multi-lovel
Protection Scheme (MLPS)—a set of rules for computer security certification that apply
to government agencics, SOEs, and Chincse infrastructure companics, including financial
and transportation institutions.” Although the MLPS has been in place for three years, it
has been reported recently that Chincse inspectors arc starting to strengthen their
enforcement of these rules.” The MLPS could significantly affect U.S. sales of
information security technology products, such as network firewalls and digital identity
svstems in China.” The MLPS classifics computcr systems into five ticrs of increasing
sensitivity and requircs that sceurity technology for the top three ticrs be supplicd by a

SLUSTR. 2010 Report on Technical Barriers to Trade, March 2010, 51

52 China filed 13 TRT notifications to the WTO covering the selected products in August 2007

¥ The TCG is an international industry standards group. Wolff, Dempsey, and Oh, “Policy Issues Arising
in China’s Development of State-Sponsored Domestic Standards,” September 2009, 1-2.

5 WoltY, Dempsey, and Oh, “Policy Issues Arising in China’s Developtent of State-Sponsored
Domestic Standards.” September 2009, 4.

8 Thid., 13,

37 Indust

representative, interview by USTTC staff, Wi
China Mobile to Test TD-I.TT .
o1, written testimony to the US Tune 15,2010, 3

0 McDonald, “China Braces for New Computer Security Baitle,” Avgust 27, 2010, 1.

! Ibid., 2. Additionally, the MLPS could have adverse consequences for all China-based exporting firms
to the extent the program raises prices in China. Frnst and Martin, The Common Criteria for Information
Security Technology, Janmary 2010, 8.
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Chinese-owned company and that core technology and key components be based on
Chinese IP.”” Foreign suppliers of products classified in level three and above will be
allowed if there s no Chinese alternative; however, industry representatives have noted
that domestic replacements could be developed by Chinese companies in the next 5--10
yoears.” U.S. industry concerns regarding the MLPS include lack of transparcncy, its
broad coverage, uncertainty as to how the program will be enforced, requirements to
provide source codes, and the restrictions on foreign access.” The MLPS also differs
from the ISO/IEC Common Criteria in its requirements for computer security
certification

Qutside of the ICT sector, industry sources report that China’s State Grid, a state-owned
company that controls clectricity transmission in a majority of China’s provinees and
regions, is setting standards as it moves into developing smart gnd technologies.™ These
sources expressed concern that the lack of public and transparent standards could pose a
challenge to foreign companies interested in competing for the $60-$100 billion that
China is expected to spend on smart grid upgrades in the future.”’

Patented Technology and Standards

The SAC’s release of the Proposed Regulations for the Administration of the
Formulation and Revision of the Patent-lnvolving National Standards in 2009 raised
concerns among U.S. industry representatives about Chinese indigenous innovation
policies and rules for patented technology in standards. The SAC’s draft rules established
three general principles: (1) mandatory national standards should not incorporate patented
technologies as a general principle; (2) if a mandatory standard does involve a patent, the
relevant government ageney will negotiate license terms, and, failing to do that, could
require compulsory licensing of relevant patents; and (3) patented technology relevant to
national standards should not be included unless the patent holder agrees to grant a
royalty-free license, or one that provides rovalties at a price significantly lower than the
norm.” USTR views this practice as in conflict with those followed by standards-
developing organizations in other countrics, where rcasonable and nondiscriminatory
(RAND) licensing policics arc incorporated into standards. ™ U.S. industry
representatives have expressed concern that these draft rules followed instances in which
the Supreme People’s Court of China offered guidance to lower courts suggesting that IP
incorporated into a national standard need not be compensated at the market value '

ited States Council for International Business, “Conments to NIST: Re: USCID Comments on
curity, Innovation, and the Tnternet Teonomy,” Septomber 22, 2010, 5.

ZS Tndustry representatives, intervicws by USTTC staff, Beijing, Scptember 8, 2010,

7 bid

* Ernst and Martin, The Common Criteria for Tnformation Security Technology, Jamary 2010, 4

% Wall Street Journal China Real Time Report, “State Grid Guns for China’s Smart Grid,” June 30, 2010.
Inergy technology and China’s standards approach, including the smart grid, were mentioned at the
Commission’s hearing as areas to watch. USITC, hearing transcript, June 15, 2010, 283 (testimony of
Jeremie Waterman, 11.S. Chamber of Commerce).

" Under the Energy Independence and Security Act of 2007, the National Institute of Standards and
Technology (NTST) is currently coordinating development of standards and protocols for the U.8.-based
smart-grid system

B USTR, 204 Report on Techmical Barviers to Trade, March 2010, 73
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In January 20190, the China National Institute of Standardization (CNIS) issued and
requested comments from all stakeholders on its Disposal Rules for Inclusion of Patents
in National Standards (Disposal Rules), a key component of the SAC regulations. Bascd
on feedback from U.S. and other foreign stakeholders, the Disposal Rules did not include
a number of provisions that had boen in the 2009 SAC Proposcd Regulations, particularly
those related to compulsory licensing in mandatory standards and to requirements that
royaltics be liconsed on a lower-than-fair basis.'" The Disposal Rules do, however,
require the disclosure of pending as well as existing patents during the formulation and
revigion of national standards, which may prove onerous for holders of patent
applications that have not vet been published.'®” Standards observers have noted that, for
the Disposal Rules to be better aligned with international standards and patent policies,
they should further clarify mles for cssential patents and claims in regard to patent
disclosure and licensing, obligations regarding nonparticipants, and obligations regarding
the patent license declaration form." USTR has indicated that the United States will
monitor these developments in the future.'™

Competition Policy/Anti-Monopoly Law

Another arca that is scen as falling under China’s broad indigenous innovation policics is
the enforcement of the recently enacted AML, U S, businesses have raised three concemns
in this area: (1) the conditions under which mergers and acquisitions (M&A) between
foreign and Chinese firms will be approved by Chinese authorities; (2) the way Chinese
authorities are likely to enforce the provisions of the law related to a company’s alleged
abusc of a dominant market position; and (3) the apparcnt cxecption for cnforecment
related to SOEs under Article 7 of the AML.* All of these concems are forward-
locking, i.c., they raisc questions about actions that the Chinese government might take,
rather than actions that have actually taken place as of September 2010, Moreover, the
concerns largely focus on how Chincse government ageucics and courts will implement
and enforce the law, rather than on the AML’s actual provisions,

Some observers have voiced concerns that foreign M&A of Chinese companies will be
approved only under conditions that encourage or mandate technology transfer, or that
M4&A transactions involving foreign acquisitions of SOEs. famous Chinese brands, and
state-controlled industries will not be approved.'™ However, policy objectives do not
appear to have played a substantial role in the first scveral merger approvals for which
the Chinese Ministry of Commerce (MOFCOM) required antitrust remedies under the
AML (throngh August 2010)."" Protection of famous Chincse brands may be anothor
story. One prominent merger {Coca-Cola’s proposed takeover of Huivuan Juice) was
blocked by MOFCOM, and beeausc the reasoning was not transparent, there has been
speculation that the merger was denied to protect the Chinese juice company and its well-

ini Trreshfields Bruckhaus Deringer LLP, “Patents and Standard-Setting in China,” March 2010, 2
2 Thid,

1% Willingmyre, “China’s Latest Draft Disposal Rules for Patents in Standards,” April 1, 2010,

WUSTR, 2010 Report on Technical Barriers to Trade, March 2010, 75.

108 URITC, hearing transcript, Washington, C, June 13, 2010, 246—47 (testimony of Jeremic Waterman,
8. Chamber of Commeree).

mf AmCham-China, 2013 White Paper, 2010, 36

1% Zhang, “An Anti-Monopoly Legal Regime in the Making.” 2010, 1469-94. The article was published
after only the third MOTCOM merger review. As of September 2010, MOFCOM has approved seven
mergers tor which antitrust remedies were required, all inveolving foreign companies, but there is no evidence
that technology transfer objectives played a role in the later decisions either.
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known brand from takeover by a foreign company, rather than to preserve market
competition."”

The AML provisions related to abuse of a dominant market posmon remain an evolving
arca of Chincse law that raiscs concorns among fomlgn firms.'" Onc concorn is that the
draft rules may establish a “refusal to deal provision that presumes “illegality for routine
transactions by dominant businesses.”"'” Foreign firms that hold large market shares in
several high-tech industries in China are concemed that the regulations may limit their
ability to refuse to enter into unreasonable business transactions with competitors unless
they first prove to Chinese regulators that such refusals would not have anticompetitive
effects. Such regulatory interpretations might endow China’s amicompetition
cnforcement agency (SAIC) with wide-ranging powers to managc competition in a way
that would benefit Chinese competitors of foreign companies.’”’ It may also be possible
for the Chinese government to impose compulsory licensing requirements, which would
allow access to a company s IP in the context of an abuse of dominance antitrust remedy,
based on provisions of the Patent Law that to date have not been enforced.'”

An additional arca of concern is what appears to be a potential cxception to the
anticompetition rules for “industrics that arc controlled by the statc-owned cconomy and
that arc eritical to the well-being of the national cconomy and national sccurity and of
sectors involving state-sanctioned exclusive monopolies.” " This provision of the AML
appears to provide some scope for China to give preference to particular SOEs, in line
with the national goal of promoting “national champion”™ companics or infant industrics.
In particular, mesgers betswween companies controlled by the State Assets Supervision and

Administration Commission (SASAC)'™ have reccived exemptions from premerger
reviews for anticompetitive effects—treatment which appears to encourage mergers
between Chinese companics that will load to the creation of now companics with
significant market power. The language of the law reportedly is ambiguous, and much of
the practical effect of the apparent e\ceptlon for SOEs will depend on China’s
implementation of the law in coming yoars."”

1% 7hang, “An Anti-Monopoly [egal Regime in the Making,” 2010, 1469-94; Coca-Cola Company,
tion of TTuiyuan Juice Group in China Not to Proceed,” March 18, 2009.

1" The State Administration of Tndustry and Commerce (SAIC) released a second draft of the relevant
regulations in May 2010: as of September 2010, final regulations have not been released and there has been
no enforcement activity by Chinese agencies. SAIC, Regulations on the Prolubition of the Abuse of
Dominant Market Positions by Indusirial and Commercial Administration Authorities (Draft for Comments),
released May 23, 2010. Unofficial translation.

10 ginghatn, statement to the 1.8, Tloasc Judiciary Subcommittee on Competition and the Courts,

July 13, 2010; industry officials, interviews by USITC staff, July 15,2010
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supply chatns. Simgham, statement to the U.S. [Touse Judiciary Subcomunitiee on Competition and the Courts,
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the management of the state-owned assets. SASAC Web site, “Main Functions and Responsibilities of
SABACT
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Favorable Tax Rates for High-Technology Enterprises

Another Chinese government policy for promoting indigenous innovation is the
substantial tax break accorded to high- and new-technology enterprises (HNTEs) under
the Enterprise Income Tax Law, passed in January 2008. Under the law, Chinese
enterprises designated as HNTEs pay income tax at a rate of 15 percent rather than the
general corporate tax rate of 25 percent. Under Circular 172 (Apnl 2008), au entity can
qualify for the lower tax rate only if it “conducts continuous R&D activitics™ in China.
Such enterprises need Chinese IP ownership to qualifyv; location and employment of
Chinese staff is not sufficient. '

According to the Guidebook on Managing Certification of High- and New-Technology
Lnterprises, released jowntly by MOST, MOF, and the State Administration of Taxation
(SAT) in July 2009, companies qualify for this special tax rate by applyving through their
provincial science and technology commitiee, which evaluates enterprises according to
four criteria;

Corc IP,'"7

Technology commercialization ability,
R&D organizational management level, and
Enterprisc growth ratc."®

I an enterprise scores more than 70 points out of a possible total of 100, as determined
by a panel of local technical and scientific experts, a public notice is posted. I no
objections are raised, the enterprise is awarded HNTE status, which is filed with MOST
in Beijing.'” In practice, qualification criteria for the designation reportedly varv by
province. According to anecdotal accounts, foreign companies have successtully applied
for the speeial tax status in a number of provinees, but more precisc information is not
available.'® There are also reports that not all Chinese companies that have achieved the
HNTE designation actually mect the eriteria, with onc anonymous MOST official
reportedly claiming that “at least 50 percent of the companies that have already received
high-tech certification are not truly qualificd. They were cortified under falsificd
materials.””*' The implementation of the tax status has also spawned a cottage industry of
firms that help existing companies to qualify.

16 AmCham-China, 2070 White Paper, 218, McGregor, China’s Drive for “Indigenons Innovation,”
July 2010, 19

"7 Core IP is defined in SAT regulations as “inventions, utility models, designs for non-simple
alterations to product patterus and shapes, software copyrights, exclusive rights to integrated circuit designs,
and new plant varieties. . . . An exclusive license refers to a global technology licensee enjoying exclusive
usage rights for at Jeast five vears for the agreed and determined IP . . . ; within this period the technology
provider and any third party arc prohibited from using that technology. Core TP designated by TINTEs must
be registered in China, or must enjoy at least five years of global exelusive licensing rights.”

B UISCRC, “Qualification Criteria for China’s TTigh- and New-Technology Tnterprise (I1INTT) Stams,”
2010
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%"‘3 Industry officials, interview by USITC staff, Washington, DC, July 26, 2010.
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Other Indigenous Innovation Incentives for Chinese Firms

In December 2009, several Chinese ministries jointly issued a catalogue of industrial
equipment products that domestic companies are urged to develop. The catalogue offers
Chinese manufacturers tax and financing incentives to focus on those products, and gives
manufacturers of listed cquipment priority in accrediting their products as national
indigenous innovation products. Domestic companies developing these products are also
cligible for preferential financing for product commercialization and possible R&D
subsidics. The reference to indigenous innovation products raises concerns as to whether
forcign companics’ products arc cligible for these programs. The announcement is quite
recent, so as with other policies related to indigenous innovation, foreign interests
reportedly will continue watching to sce whether the program is implemented in a way
that excludes foreign products.'™

Cential and provincial government fanding for R&D performed by Chinese firms,
particularly SOEs in strategic areas identified by the MLP, reportedly also favors Chinese
firms. According to AmCham-China, for cxample. Chincse telccommunications firms
have essentially entered “zero bids” for major contracts, once government subsidies are
accounted for, groatly reducing the compoetitivencss of forcign firms.'*

Opting Qut of China Is Not an Option for Many U.S. Firms

As discussed in this report, U.S. industry representatives have voiced serious concems
about the potential cffects of China’s indigenous innovation policics on their market
prospects in China, their ability to safeguard their IP while doing business in China, and
their future in China even after making significant mvestments there. Even so, these
industry voices uniformly agree that their companies have no choice but to remain active
in the Chinese market and work with the policies promulgated by the Chinese
govermment, for scvoral rcasons. First, China is the world’s largest and fastest-growing
market, making it critical for global companies to remain active there. Second, U.S.
industry ropresentatives belicve that even if thoy were to refrain from operating in China,
their global competitors would fill the gap, leading to both large revenue losses and the
likelihood that Chincse companics would be able to access similar IP clsewhere. Finally,
n some industries, technology advances so quickly that by the time foreign companies in
China are competing against technology stolen from them, they expect to be ready with a
new generation of tochnology, so the stolen IP is no longer a critical competitive factor.'™
In any event, because U.S. and other foreign firms are certainly profiting from their
ongoing participation in the Chincse market, their shorter-term interest in maximizing
current profits may encourage them to set aside their longer-term concems regarding IP
infringement and market access. Thus, U.S. companics cxpect to continue operating in
Ching for the foreseeable future, despite their serious concems about the direction of
Chinese governiment policics regarding intelicctual property and indigenous innovation.

122 The catalogue of industrial equipment products targeted for domestic companies to develop was
jointly issucd by MOST, MOT, MITT, and SASAC in December 2009, TUSCRC, “Tssne Biricf: New
Developments in China's Domestic Tnnovation and Procurement Policics,” January 2010, 4

U AmCham-China, 2010 Hhite Paper, 218

5 USITC, hearing transcript, Washington, DC, June 13, 2010, 251-53 (testimony of Christian Murck,
American Chamber of Commerce it China; Shaun Donnelly, National Association of Mannfactueers; Jeremie
terman, U.S. Chamber of Comumerce). industry officials, interviews by USITC statt. May 12, Tune 2, July
2,7, 15, and 22,2010
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Mr. RoYCE. Ms. Laney, let me ask you a couple of quick ques-
tions. First of all, China has not signed the WTO’s government pro-
curement agreement, right? So that means that U.S. and other for-
eign firms that try to do business there can be discriminated
against by China in government contracting.

What I'm wondering is if you have a sense of the scope of that?
If you could give us some examples? And I think it’s important be-
cause we have a number of us here that have called for Congress
to act to preclude Chinese companies from bidding on U.S. Govern-
ment contracts until China makes this decision to join and sign
this agreement and keep to the agreement so that we’ve got a two-
way street.

Ms. LANEY. During the JCCT in December, the Chinese did make
a commitment to apply for admittance to the WTO government pro-
curement agreement, of course, by the end of this year, 2011. I'd
be happy to provide—get back to you with some examples.

Mr. RoYCE. I'll get the examples from you later.

Ms. LANEY. Yes.

Mr. ROYCE. But in the meantime, do you know the extent of cur-
rent Chinese contracting at the state, local, and Federal level here
in the United States with our U.S. Government?

th. LANEY. No. And I will look into that and get back to you on
that.

Mr. Royck. I think that would be very important for us to know
and for us to know as soon as possible.

Ms. LANEY. Okay.

Mr. ROYCE. Let me ask you another question. You testified that
foreign businesses have reportedly been pressured to transfer
know-how and technology to Chinese firms in order to gain access
to the Chinese market, something that we hear about from busi-
nesses out in California all the time. But maybe you could give us
some examples of specific U.S. businesses and how this plays out
so that we can understand precisely, and so that the other mem-
bers and the audience can understand precisely how this is done.

Ms. LANEY. Most of the information that we have had concerning
specific impacts of tech transfer policies are going to be reported in
our second report.

Mr. RoYCE. Do you have any examples right now that you'd like
to share with us? Because I would imagine that someone in your
position—I'm familiar with a half dozen, so I imagine you have ac-
cess to some of this data.

Ms. LANEY. Certainly we have heard about situations and have
heard from industry, such as the semiconductor industry which has
talked often and publicly about their concerns with different tech-
nical standards, for example, the WAPI standard that the Chinese
employ rather than the WiFi standard that we use here in the
unescorted access, and pressure to adopt those technical standards
in order to be able to do business or sell products in China. Of
course, semiconductors are in many different types of products, so
that has a ripple effect.

Also, the same industry has talked a lot about tax preferences,
which are given to high-tech Chinese industries rather than foreign
industries. So there are examples like this. In addition, the wind
energy industry has talked to us about some of the discriminatory
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regulations that are in place requiring experience, requiring proof
of certain business practices in order to be able to access the Chi-
nese market. So we do have some specific examples in various
high-tech industries about these concerns.

Mr. ROYCE. And in fact, these violate current treaties with
China, do they not?

Ms. LANEY. I don’t know.

Mr. Royce. Well, I'm going to allow Mr. Sherman here to ask his
questions. I thank you again for appearing as a witness.

Mr. SHERMAN. Thank you. Just to take a minute before I begin
asking questions, I for one have lost patience with China and our
trade policies toward China. We need balanced trade with China.
The only way to achieve this is for Congress to revoke most favored
nation status for China and to direct the administration to enter
into emergency negotiations knowing that MFN will end by the end
of the year to arrange a new system, one that results in balanced
trade and one that perhaps follows Warren Buffet’s approach which
is a voucher system where you in order to import anything from
China, need a voucher from someone who has exported to China.

I know all my colleagues are a bit frustrated with China. The
question is are we actually going to do something or are we just
going to send more strongly-worded letters.

Now let me ask the witness, the ITC back in the Year 2000 pre-
dicted that granting most favored nation status to China and let-
ting them into the WTO would be associated with roughly a $1 bil-
lion per year increase in our trade deficit with China. It turned out
that over the last 10 years you've been off by a little less than $2
trillion. Wouldn’t that make you just a little bit shy about issuing
any kind of projection for the effect of the proposed Korea free
trade agreements?

Ms. LANEY. I would have to take a look at the basis upon which
that prediction of $1 billion was made and compare that to what
we’re doing for our Korea analysis.

Mr. SHERMAN. Most organizations when they make a $2 trillion
error, go back and look at that even without having to be prodded
by1 a bald congressman from California, but I'm happy to play that
role.

Now picking up on the comments about China made by the
chairman, our national approach with China does something by
issuing this directive, unofficial as it may be, to all of their govern-
ment-owned enterprises and provincial officials, they've already
taken action to keep American intellectual property out of their
procurement market. Our natural thing is to send a letter and then
do nothing because that’s what the most moneyed interests in our
country would suggest that we do.

What we could do instead is introduce and adopt legislation pro-
hibiting state, local, and Federal Governments from procuring any-
thing from China until such time as they sign the WTO agreement
on procurement and are certified by our President to be in compli-
ance. Would such legislation be in violation of WTO?

Ms. LANEY. I'm not prepared to comment on that.

Mr. SHERMAN. Will you respond for the record?

Ms. LANEY. I will take that question back to my agency.

Mr. SHERMAN. So you may just refuse to answer?
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Ms. LANEY. No, sir. I just don’t know the answer.

Mr. SHERMAN. I know, but you’ll go back to your agency and then
respond for the record or are you committing to get me an answer?

Ms. LANEY. Yes, sir. I am. I am.

Mr. SHERMAN. Okay. Looking at the Korea free trade agreement,
you have made an estimate that it would reduce our trade deficit
slightly. Now the agreement allows for products such as auto-
mobiles, automobile parts, ships, electronics, iron and steel to be 65
percent made in China and then only 35 percent made in South
Korea. And then the work done in South Korea can be done by Chi-
nese guest workers in barracks. Does your estimate as the effect
that the Korea free trade agreement will have on U.S. balance of
payments reflect those two factors? That is to say the 65 percent
made in China, the 35 percent made in Korea access that this gives
the Chinese and does it reflect the fact that South Korean firms
can use grossly underpaid Chinese guest workers for products
shipped to the United States? Are either of these in your estimate
on the Korea free trade agreement?

Ms. LANEY. The employment, the guest workers calculation is
not. The rules of origin related to the percentage of parts that are
sourced from various places is captured in a larger factor in our
model analysis that looks at non-tariff measures.

Mr. SHERMAN. I don’t think you're off by a couple trillion dollars
per decade, but youre off, because Korea free trade agreement
gives open access to the U.S. market to goods produced by Chinese
labor, 65 percent in China, 35 percent guest worker in South
Korea. I hope you will revise your estimates and not only does it
give Chinese labor free access to U.S. markets, it does so without
China making a single concession to the United States and they
get a free trade agreement, in effect, and the resulting trade imbal-
ance will be attributed to the South Koreans rather than the Chi-
nese. There is nothing more beautiful about a trade agreement for
China—you couldn’t have a more beautiful agreement for China
than the U.S.-South Korea free trade agreement. I yield back.

Mr. ROYCE. Mr. Duncan from South Carolina, but before we go
to you for questions, we’ve been joined by Mr. Poe from Texas. We
appreciate his attendance.

Go ahead, Mr. Duncan, with your questioning.

Mr. DuncaN. Thank you, Mr. Chairman, and Ms. Laney, thank
you for being here today. I had the opportunity after reading the
Friedman book, The World is Flat, back in 2005 to travel to China,
so I've been to southern China and the Guangzhou area and then
up to Beijing. Really thought it was a fascinating experience for me
as a legislator in the state at the time and bring those experiences
to Congress.

I wanted to bring up the issue this afternoon of production of
rare earth minerals. We use rare earth minerals in many energy
technologies and high security, high-tech national security applica-
tions. I'm concerned that while the U.S. was once self reliant in do-
mestically-produced rare earth elements, over the past 15 years we
have become 100 percent reliant on imports primarily from China
which controls more than 95 percent of the world’s rare earth sup-
plies.
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The Wall Street Journal published an article on March 6th stat-
ing that China has begun building its stockpile which further in-
creases the Chinese Government’s power to influence the minerals’
prices. As we discussed the possible threats of China’s indigenous
innovation trade and investment policies, I would like your
thoughts regarding China’s monopoly of rare earth elements and
how that would affect U.S. technology.

Ms. Laney, is the U.S. vulnerable to supply disruptions of rare
earth elements? What effect would the disruption have on our mili-
tary’s ability to produce important defense applications like jet
fighter engines, missile guidance systems, anti-missile defense,
space-based satellites, communication systems, the technology
things just go on and on. So if you will answer that?

Ms. LANEY. The United States is vulnerable at this time because
we have no operating capacity in the United States. However, we
do have access to some types of rare earth minerals. And so the ef-
fect of supply disruption would depend on how rapidly we could re-
open and get up running, in part.

Mr. DuNCAN. We're seeing China continually try to buy these in
places like sub-Saharan Africa and South America and other
places. What should the U.S. do about that, if anything?

Ms. LANEY. I'm not prepared to offer a suggestion regarding pol-
icy, sorry.

Mr. DuNcaAN. Okay. Mr. Chairman, I yield back.

Mr. Royce. We'll go to Mr. Cicilline from Rhode Island.

Mr. CiciLLINE. Thank you, Mr. Chairman, and thank you for
holding this important and very timely hearing and welcome, Ms.
Laney.

My home state is Rhode Island and we have been especially hard
hit in this recession. In fact, it was the first New England state to
go into the recession and currently we have the fifth highest unem-
ployment in the country. Particularly, in manufacturing, where
Rhode Island, we were the birthplace of the American Industrial
Revolution, and home to a very important and robust manufac-
turing sector that’s been very hard hit in this recession. The Alli-
ance for American Manufacturing concluded that there were 71,000
manufacturing jobs in Rhode Island in 2008. That number has
dropped to 47,900. And 15 percent of the manufacturing jobs lost
iélthode Island during that period were lost due to trade with

ina.

And so with regard to the indigenous innovation policies that
we’re talking about today, I'd like to first note that I know many
of the indigenous innovation policies are in different stages of de-
velopment and haven’t all been adopted yet and of course this prac-
tice really relates only to one area where the Chinese are under-
taking a really conscious effort, I believe, to discriminate against
U.S. exports and illegally promote their own exports.

I have tremendous concerns in light of the history of what we see
in Rhode Island and frankly, in states all across our country about
what we are doing, what we can do about this. And so my question
really is what kinds of retaliatory mechanisms do we have at our
disposal to respond to this and other than filing dispute resolutions
with the WTO, are there other things that we can do that can ef-
fectively respond to this? As Mr. Sherman said, this is a growing
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and serious problem that I think many members of this committee
over many years are becoming increasingly frustrated with.

Ms. LANEY. I would say that in our research, one of the things
that we heard over and over again was companies asking that the
government continue to talk to China. That may not sound like it’s
sufficiently bold, but as Ms. Schwartz pointed out, a number of
companies have concerns about being able to continue to operate in
China and expressed their interest in continuing to have a dialogue
with China, as opposed to punitive measures. These were the kind
of inf}(l)rmation and suggestions that came to us as we did our re-
search.

Now with the questionnaire that we put out for our second study,
we did ask for suggestions from companies. We asked them to give
us information on what the economic impact has been to them, the
employment impact, so there will be some concrete numbers and
perhaps some more specific suggestions coming from the companies
that we surveyed.

Mr. CICILLINE. I understand. I think suggesting that conversa-
tions would be ongoing makes sense, but at the same time I think
people expect that there be some vigorous enforcement and we'’re
arguing, I think, very hard for maintaining our investments in edu-
cation, infrastructure, and innovation, because I think we all recog-
nize that America is the home to ingenuity and innovation and we
can compete in the world economy and succeed, but if at the end
of that process, after we make that investment, we don’t have a
fighting chance because there’s the kinds of violations that are
present with respect to China, then we have no real opportunity to
continue to grow our economy and succeed.

And so I understand that conversations and negotiations con-
tinue, but I think many of us are looking for, and I know the man-
ufacturers that I speak to back in my district are looking for en-
forcement and looking for protection of their intellectual property
and compliance with their requirements with China with respect to
trade. So I hope we will do that as vigorously as we talk and send
letters. Thank you. I yield back the balance of my time.

Mr. Royck. Thank you. We're going to go to Mr. Bill Johnson of
Ohio. Before we do, let me just explain to the members that the
International Trade Commission is a government agency, and as
part of their charter, they don’t make policy recommendations.
That’s Panel 2. So Ms. Laney would probably be in a little hot
water back home if she tried to roll out policy recommendations for
us here and so I just wanted to explain that. We’ll be into all of
that in the next panel.

Go ahead, Mr. Johnson, with your questions.

Mr. JOoHNSON. Thank you, Mr. Chairman. Ms. Laney, you stated
in your written testimony that the U.S. International Trade Com-
mission performed two investigations on intellectual property in-
fringement and indigenous innovation policies in China. In addi-
tion, you also mentioned the 21st U.S.-China Joint Commission on
Commerce and Trade, the meeting this past December, which also
focused on indigenous innovation. While I realize that the conclu-
sions of the second investigation have not yet been released, let me
ask you this, what similarities can be drawn between these recent
inquiries into China’s indigenous innovation policies, more specifi-
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cally, how serious an effect do these policies have on American
businesses that interact with China when compared to other trade
practices such as currency manipulation and subsidies provided by
the Chinese Government?

Ms. LANEY. The companies that we interviewed for our first in-
vestigation and those that attended the hearing, the 2-day hearing
that the Commission held, by and large indicated that they were
more concerned about the indigenous innovation policies going for-
ward than they were about currency manipulation. They would say
that subsidies are probably a part of that whole web of indigenous
innovation policies. Because these policies are relatively new, most
of what we heard was concern going forward. The government pro-
curement draft that came out in November I think sounded a real
alarm for a lot of companies, that China was moving more aggres-
sively to favor their domestic industries, their high-tech industries.

So in terms of what is of greatest concern to U.S. companies, that
varies somewhat between sectors, but theyre looking forward to-
ward this web of policies. Some of them describe it almost as Whac-
A-Mole, you fix one policy, something else pops up. But in terms
of currency manipulation versus indigenous innovation, what we
were hearing is that high-tech companies are more concerned with
the indigenous innovation web.

Mr. JOHNSON. Thank you very much. Mr. Chairman, I yield back.

Mr. RoyctE. We'll go now to Ann Marie Buerkle from New York,
who is the vice chair of this committee.

Ms. BUERKLE. Thank you, Mr. Chairman, and thank you, Ms.
Laney, for being here today.

My question has to do with the indigenous innovation policies,
how you would characterize those? If we had to look at it and I
would just like your opinion on this, is it more of an extortion to-
ward American businesses or is it something where the American
businesses just realize the risks and they realize the gamble that
they have to take and they think it’s worth it?

Ms. LANEY. I would say that in our experience during our inves-
tigation the answer to that question depends a little bit on the ex-
perience and even on the size of the company doing business in
China. Companies who have been in the Chinese market for a
while report a different experience and have a different character-
ization of the regulations than do smaller firms or firms that are
brand new to the market. So for those companies that have been
in the market for a while, by and large, I would probably not char-
acterize it as extortion. It’s a cost of doing business and one that
they find discriminatory. But that is not a view that’s necessarily
held by brand-new small entrants to the market.

Ms. BUERKLE. I guess if you could clarify that for me, what—just
because they’ve been in it longer, what is the reason why their
view is so different than the newer?

Ms. LANEY. It would be speculation on my part to say why that
is. I think when I'm talking about the size of a company, often
large firms have more resources in order to understand what the
legal system is, in order to deal with multiple government officials,
those kinds of things. So there are resource issues that go to how
a company interacts with and experiences the business environ-
ment in China.
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Ms. BUERKLE. Thank you. I yield back.

Mr. ROYCE. Ms. Laney, if you could pull your microphone closer?

Ms. LANEY. Yes.

Mr. Roycik. We'll go now to Ms. Ellmers from North Carolina.

Ms. ELLMERS. Thank you, Mr. Chairman, and thank you, Ms.
Laney, for being here today with us.

I'd like to go back to the currency manipulation issue that you
discussed a moment ago for Mr. Johnson’s question. Basically, con-
sidering the undervalued Chinese currency, 40 percent under-
valued, and I know that’s estimation, it serves the government
strategy for strong export market from China. And it affects us, of
course, in our country, affecting our jobs and whatnot.

What strategy should the United States Government be taking
with this? Because I hear this continuously back home. This is of
great concern to North Carolinians and what input can you give us
on that?

Ms. LANEY. I'm sorry to say that I'm unable to provide you with
anything today, with any recommendations concerning currency
manipulation. It’s really outside the scope of the indigenous innova-
tion report that I'm here to summarize for you. I'm sorry.

Mr. ROYCE. Ms. Laney, one idea I had was maybe you could just
describe a couple of the options to us out there instead of making
a set of recommendation. If you don’t feel comfortable with that,
that’s okay, but it’s an idea.

Ms. ELLMERS. If you could just give us an idea of some of the ap-
proaches that you have been taking, something that we can base
some information, something that we can look forward to?

Ms. LANEY. The Commission is not involved in setting policy or
negotiating, so what we’re doing here is we’re reporting the sugges-
tions of companies that we’ve interviewed. As I indicated, most of
them have been saying to us, “We would like for you to keep talk-
ing. We would like to have the the WTO handle this. We appreciate
the fact that this is coming under scrutiny.” In fact, several of the
industry officials with whom we spoke pointed to the fact that in-
creased scrutiny was one of the factors, in their opinion, that led
to the concessions of the JCCT in December. And they advocate
that government, the Executive Branch, Congress, continue to
shine the light on this and that the Chinese are willing to change
and again, whether it’'s Whac-A-Mole or substantive long-term
change can be debated, but the Chinese are willing to move on this
when a spotlight is shined on this. This is what we’re hearing from
businesses.

Ms. ELLMERS. Thank you very much. I yield back.

Mr. RoycE. Thank you. Gerry, did you have any questions, Mr.
Connolly? Go ahead, please.

Mr. CoNNoOLLY. Thank you, Mr. Chairman, and I'll try to be
brief. I'll ask two. One is, Ms. Laney, regarding the American
Chamber of Commerce in China, 31 percent of the 300 members
cited discriminatory government policies and inconsistent legal
treatment as being the largest single barrier to doing business in
or with China.

What’s being done to try to make sure that we have a consistent
commercial legal code in China and that it is consistently enforced?
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Ms. LANEY. I would defer to USTR on that one. I know that there
are a number of cases that have been brought to the WTO con-
cerning violations to our international agreements, our inter-
national trade agreements. There are also various government pro-
grams which work on the legal aspects of trade and of business in
China, is my understanding. I can look into that more for you, if
you would like.

Mr. ConNOLLY. It would be helpful. Thank you.

Ms. LANEY. Okay.

Mr. CoNNOLLY. What about, in the same category, the laws and
the enforcement regarding intellectual property, how consistent are
those laws under WTO rubric, international standards and how
consistent is the enforcement of those laws?

Ms. LANEY. The enforcement is very inconsistent of the laws. It
varies between the national level and different provincial and local
levels. It is not transparent in many cases. There is a slightly dif-
ferent patent system in China which does not afford the same
strong protection as some of our intellectual property mechanisms.
Much of this is detailed in the report that we provided to the Sen-
ate Finance Committee and I'd be happy to send you a summary
of that.

Mr. ConNoOLLY. That would be very helpful. Thank you. Mr.
Chairman, I know you want to move, so I yield back the balance
of my time.

Mr. RoYyCE. Thank you, Mr. Connolly. We’ll go now to Judge Poe
from Texas.

Mr. PoE. Thank you, Mr. Chairman. It seems to me that China
operates under two systems, legalized theft and just old-fashioned
theft. You can do business in my country of China if you show us
how to make your product, and then on the sly, we'll copy it and
we'll sell it ourselves. That’s sort of their legalized theft system.
And then the traditional, old-fashioned stealing, they pirate all
kinds of things, movies is a prime example; software, whether it’s
the government or whether it’s private industry or industry in
China, and seems to be that is their trade policy.

I agree with the ranking member, Mr. Sherman, that we ought
to look at the most favored nation status that we bequeathed on
China and review that very closely, especially in light of the fact
that we now import these CFLs from China that have mercury in
them and pretty soon that will be the only place on earth where
we get them. We don’t make them in the United States. We've got-
ten lead paint from China during the Christmas season of 2009,
lead paint in toys. They send us dog food that had poison in them.
Dry wall has been constructed throughout the United States that
now turns out to have smelly sulphur gases and the dry wall falls
down during a hot summer Texas heat. And now the FDA has
taken Chinese toothpaste off the market because it’s got life-threat-
ening chemicals in it. So I'm not so sure we get a good deal on
what we get from them.

It concerns me, all of these matters, and my question to you, I
believe in free trade, but I also believe in free and fair trade. If—
I'm not asking policy—I asking you result, if we take away China’s
most favored nation status how would that affect United States
companies?
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Ms. LANEY. I'd like to think about that and get back to you on
that one, if I may.

Mr. PoE. I'll hold you to it, too.

Ms. LANEY. Okay.

Mr. POE. And the second question, how will that affect U.S. econ-
omy if we take away their most favored nation status?

Ms. LANEY. Okay.

Mr. PoE. That’s two questions. I expect an answer sent to the
chairman and the ranking member. Do you have——

Mr. SHERMAN. If the gentleman would yield?

Mr. POE. Certainly.

Mr. SHERMAN. My bill is designed to create an immediate crisis.
Six months to negotiate a whole new trade process with China,
rather than just end all U.S.-Chinese trade.

Mr. PoE. Reclaiming my time. How much money does the United
States lose every year because China cheats? Do you know?

Ms. LANEY. No, sir.

Mr. PoE. Can you find that out for me? Do you know what I
mean by cheat?

Ms. LANEY. No, sir.

Mr. POE. It’s their legalized theft and their sort of old-fashioned
stealing. Can you quantify that for me?

Ms. LANEY. TI'll tell you, in our second report, we do give some
estimates based on the questionnaires that we have received, the
questionnaire responses where companies have given us some esti-
mates of what they believe their losses have been due to intellec-
tual property infringement. And so certainly when that report is
made public in May, I'll see that you get those figures that are
based on U.S. company estimates and if there are further ques-
tions, we can follow up with you on those.

Mr. PoOE. Thank you, Mr. Chairman.

Mr. RoYCE. Ms. Laney, the Harvard Business Review, December
2010, has an article on this, “China Versus the World.” They go
through a lot of pages to say what Mr. Poe said very succinctly, but
they lay out the argument on the cheating that he discussed, both
in terms of what they do by way of espionage and copyright in-
fringement, as well as what was previously referred to by one of
our members here, as extortion. But it will be laid out in economic
terms in that piece for you and we would like a report on that. And
I think we now go to Mr. Rohrabacher of California.

Mr. ROHRABACHER. I thought I would, by the way, I would like
a copy of that report in May as well, if you could send that in my
direction?

Ms. LANEY. Certainly.

Mr. ROHRABACHER. That would be very interesting. Mr. Chair-
man, an Orange County company run by someone you know and
who I know, ran a dry cleaner cart manufacturing company. They
had 150 employees, about 15 years ago, and it had been in business
for 75 years. And they made the carts that you do—go to a dry
cleaner or laundromat and you'd have these carts there. Well,
about 5 years ago it came to my attention that Chinese, a group
of Chinese businessmen had come to Orange County and purchased
two of these dry cleaner and laundry carts. And a year later, the
container arrived at the Port of Long Beach filled with exact rep-
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licas, exact replicas of the dry cleaner and laundry cart that this
man’s business had been and their family had been in business for
75 years and had about 150 employees.

And it was such a copy that on the outside of the box, the box
had been copied and they had a check mark red, black, or white
for the different colored carts although the Chinese manufacturer
only made one color which was black. The Chinese then went to my
friend and said by the way, we can just keep doing this and drive
you out of business or why don’t we become partners? Why don’t
you hire us to do your manufacturing? I think it’s called extortion
and he agreed to this. And do you know what happened then? After
a few years, guess what happened? There’s not the 150 workers
any more and he’s being edged out of the company. And now it’s
all a Chinese company. So you have for 75 years an American com-
pany setting up a group of people in China to now make the laun-
dry and the dry cleaning carts that used to be made by Americans.

If we put up with this, shame on us, not shame on the Chinese.
They’re avaricious. They're out to make a buck. They’re watching
out for their own people. Who’s watching out for the people of the
United States of America?

Now my question to you is, who would that dry cleaner complain
to? Who in the government can help him so that over a 5-year pe-
riod he doesn’t lose everything to an overseas group of people who
are coming in and copying his product? Who in the government is
it that he should go to? Who is not doing their job or at least who
can we direct him to?

Ms. LANEY. I would say this is a legal issue which he needs to
pursue.

Mr. ROHRABACHER. So who is that? You mean like hire a private
lawyer and sue them? There’s nobody in the United States Govern-
ment that’s responsible when entities from overseas, especially in
China come in and basically commit extortion and pressure you
into giving up what your family has built for 75 years? There’s
nothing in our Government that does this?

Ms. LANEY. I'm not aware of anything in the trade community.

Mr. ROHRABACHER. My theory is that there are entities in the
Chinese Government that are there to help the thieves. But we
don’t have the entities here to help our people to protect them-
selves against organized foreign theft, especially that coming from
China.

By the way, the Chinese are not just stealing things like this. We
are the victims of cyber attacks and everybody knows this. This is
not something that has gone on without the Chinese Government’s
knowledge. They are aware that there are business people who are
coming from their country into our country and committing these
types of acts of extortion. They are aware that there are hackers
coming into our system, stealing all of our—all the information
they can get their hands on.

Mr. Chairman, we've got to get tough or those people overseas
who are tough, are going to run us over, and steamroll our people.
And that’s what’s been going on and shame on us if we don’t have
the strength and courage to stand up to that kind of challenge.
Thank you very much.
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Mr. RoOYCE. Reclaiming the rest of Mr. Rohrabacher’s time, let
me just make an observation. From political scientists to econo-
mists to philosophers, one of the great achievements of this Repub-
lic was in its Constitution. This is a conclusion of the history of the
United States. One of the great achievements here was that we
had in our very Constitution laid out a protection for intellectual
property, copyright. And I guess what’s baffling is the fact that this
was so obvious to the Founders of this Republic, the importance of
this principle of protecting intellectual property.

And I guess what is so obvious to us now is how cavalierly this
has been treated both overseas and obviously by the United States,
that we have turned a blind eye to a fundamental concept to pro-
tect human capital, to protect intellectual property, which is frank-
ly the engine of our prosperity.

So if we don’t have a ready answer to what to do about it, then
I think we better return to first principles and we understand that
your role is—you cannot give us policy recommendations, but I
think it is our role as members, and we’ll hear shortly from the sec-
ond panel who will give us those recommendations. But I think this
highlights how important this is. And as for legal action, having
gone through this with many of my constituents who have taken
cases to court in China, I know just how futile that is, just how ri-
diculous it is to expect that to ever bear fruit, to see our own Gov-
ernment hesitate in terms of getting involved in what they call the
Chinese legal system when that legal system frankly, from what
I've seen of it, is not based on legality. It’s not based on a rule of
law.

So we face a very real challenge here that must be addressed
now and with that said, I think you had an unanimous consent re-
quest.

Mr. SHERMAN. I ask for unanimous consent to insert in the
record the report commissioned by the AFL-CIO titled “Manufac-
turing and Security: America’s Manufacturing Crisis and the Ero-
sion of the Defense Industrial Base.”

Mr. ROYCE. Very good. Again, I want to thank our witness. We
have quite a few follow-up questions for the record. And we look
forward to that information.

Ms. Laney, thank you.

Ms. LANEY. May I say one other thing?

Mr. ROYCE. Yes.

Ms. LANEY. To Mr. Rohrabacher’s question about the dry clean-
ing cart. My colleague from the Commission reminded me that we
do at the Commission have what we call 337 proceedings which are
intellectual property. Theyre a legal way for U.S. companies to
challenge the theft of their intellectual property when products are
imported and a U.S. company thinks that their IP has been in-
fringed. They can come to the Commission and file a legal pro-
ceeding there.

Mr. ROHRABACHER. 3377

Ms. LANEY. Yes, sir. Section 337 it’s called.

Mr. ROHRABACHER. Very good.

Mr. Royvce. All right, we will go now to our second panel.
Thanks, Ms. Laney.
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For our second panel, were going to hear from Mr. Peter
Brookes. He’s a senior fellow for national security affairs at the
Heritage Foundation. He also serves as a commissioner with the
Congressional U.S.-China Economic and Security Review Commis-
sion. And prior to coming to the Heritage Foundation, he served as
deputy assistant secretary of defense for Asian and Pacific affairs.
He also served with the Central Intelligence Agency and was on ac-
tive duty with the U.S. Navy.

Mr. Philip Levy is our second panelist. He’s been a resident
scholar in economics at the American Enterprise Institute since ’06.
He also is an adjunct professor at Columbia University School of
International and Public Affairs. In ’05, he joined the State Depart-
ment as a member of the Secretary’s Policy Planning Staff. He was
responsible for international economic issues, which encompassed
developing the responsible stakeholder policy toward China. So
we’ll hear how that’s working out.

And then lastly, we have Ms. Thea Lee, deputy chief of staff at
the AFL-CIO. Previously, she worked as an international trade
economist at the Economic Policy Institute in Washington and as
an editor at Dollars and Sense Magazine in Boston. Ms. Lee serves
on several advisory committees including the State Department
Advisory Committee on International Economic Policy and the Ex-
port-Import Bank Advisory Committee. She’s also on the boards of
directors of the Workers’ Rights Consortium and the National Bu-
reau of Economic Research.

I believe all of you have appeared before this subcommittee be-
fore. I ask you to summarize your testimony and keep it within 5
minutes, if you would. We start with Mr. Peter Brookes.

STATEMENT OF MR. PETER BROOKES, SENIOR FELLOW, NA-
TIONAL SECURITY AFFAIRS AND CHUNG JU-YUNG FELLOW
FOR POLICY STUDIES, THE HERITAGE FOUNDATION

Mr. BROOKES. Thank you, Mr. Chairman. I also served as a staff
member on this committee, many years ago under Ben Gilman. It
was great to see him today.

Mr. RoycE. Welcome back.

Mr. BROOKES. Thank you. Mr. Chairman, members of the com-
mittee, good afternoon. It’s a pleasure to be here to discuss China’s
policy of indigenous innovation and my role as a foreign affairs spe-
cialist and observer of and participant in U.S.-China relations for
some 15 years now.

The views I express today in my testimony are my own and
should not be construed as representing any official position of the
Heritage Foundation or any other organization with which I'm as-
sociated. I will summarize my testimony that has been submitted
for the record.

There’s no question that China today poses a significant set of
challenges for the United States and the international community.
While its regional and global aspirations appear to be quite exten-
sive, it has been reticent in publicly stating its grand ambitions.

Nevertheless, we can observe a number of behaviors on the part
of the Chinese that indicate that Beijing expects to see itself at or
near the top of the international pecking order at some point in the
not too distant future. As a result, we are faced with a number of
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current and potential problems posed by the Chinese that arise
from their seeming ambitions to be a major power politically, mili-
tarily, and economically.

China’s role in international economics and trade is a concern,
especially issues resolving around its export-driven economy, trade
imbalances, market access for foreign firms, state subsidies, its
WTO obligations, and the convertibility and value of its currency.
These issues are all well known to committee members.

Today, the question is on China’s controversial policy of indige-
nous innovation. While there are differing definitions of this policy,
generally, it might be considered the giving of preferential treat-
ment to locally-developed technology and Chinese Government pro-
curement which runs at about $105 billion annually. To be consid-
ered locally developed the Chinese Government must certify that
technology involved in the product in question was developed or ad-
vanced in China. In return, foreign firms are allowed to do busi-
ness in the potentially vast China market.

But as many would agree, the indigenous innovation policy is the
Chinese effort to gain access to foreign intellectual property which
will, in turn, improve China’s commercial competitiveness at home
and abroad. Via this policy and other means, China intends to pro-
pel China into the company of the world’s most technologically-ad-
vanced countries, including the United States.

China’s indigenous innovation policy is, in my view, an unfair
practice that disadvantages the foreign firms that are subjected to
it. It inhibits market access for foreign firms. It is also a threat to
our economic competitiveness globally. And if it remains in force or
is expanded, it may allow China to move from its place as a major
global manufacturer to a high-technology innovator. That, of
course, is China’s goal.

Finally, while there are U.S. policies and measures in place, we
must also be wary of how any technology transfer, foreign or do-
mestic, might affect our national security in light of China’s mili-
tary modernization which is a growing concern. The bottom line,
while indigenous innovation is one way for China to gain access to
desirable foreign technology, the fact is that protecting high-tech-
nology, intellectual property in China has been, is, and will be a
significant challenge for foreign firms.

Beijing is bent on China becoming an advanced technology econ-
omy as quickly as possible. As such, we should not expect the
multi-vectored Chinese threat to American technology which is not
limited to the indigenous innovation policy to abate any time soon.
The question, of course, is what can be done.

First, and quickly, it is my belief that firms could choose not to
do business in the China market. This is, of course, a private sector
corporate decision that the government should not interfere with.
U.S. firms should be aware of the threats of intellectual property
while doing government in China.

Second, it should be a priority for the U.S. Government to get the
Chinese Government or any other government to walk back policies
to make technology transfer a condition for access to its market.

Third, when appropriate, an available remedy, the U.S. in con-
cert with others, if possible, should bring Chinese trade practices
and policies before the World Trade Organization for remediation.
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Mr. Chairman, thank you for the opportunity to present my
views on this vexing matter that faces foreign firms, especially
those of the United States doing business in China.

I'm happy to take your questions.

[The prepared statement of Mr. Brookes follows:]
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Mr. Chairman, Members of the Commitiee:
Good afternoon. My name is Peter Brookes. T am a Senior Fellow at The Heritage Foundation.

The views [ express in this testimony are my own, and should not be construed as representing
any official position of The Heritage Foundation or any other organization I am associated with.

1t is a pleasure to appear before you today to discuss China’s policy of Indigenous Innovation as
a foreign affairs specialist and observer of, and participant in, U.S.-China relations for some 15
years now.

There is no question that China today poses a significant set of challenges for the United States
and the international community. While its regional and global aspirations appear to be quite
extensive, it has been reticent in publicly stating its grand ambitions.

Nevertheless, we can observe a number of behaviors on the part of the Chinese that indicate that
Beijing expects to see itself at, or near, the top of the international pecking order at some point in
the not too distant future.

As a result, we are faced with a number of current and potential problems posed by the Chinese
that arise from their seeming ambitions to be a major power politically, economically, and
militarily,

For instance, there is good reason to be concerned about China’s military buildup, the political
and social freedoms for its 1.3 billion people, and its role in environmental degradation, to name
afew.

But China’s role in intemational economics and trade are also a concern, especially issues
revolving around its export-driven economy, trade imbalances, market access for foreign firms
and the convertibility and value of its currency, the yuan.

These issues are all well known to the Members of the Committee.
Today, the question is specifically on China’s controversial policy of lndigenous Innovation.

While there are differing definitions of the policy, generally it might be considered the giving of
preferential treatment to locally developed technology in Chinese government procurement.
{Chinese government procurement is estimated at some $105 billion annually—and may be
significantly higher due to the influx of additional central government stimulus money.)

In order to be considered “locally developed,” the Chinese government has to certify that the
technology involved in the product was developed, re-innovated, or co-innovated in China,
potentially blocking vut the participation of foreign competitors.
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In exchange for participating in sharing or co-developing their technology, often with State-
Owned Enterprises, foreign firms are given access to current and future business opportunities in
China’s market.

For all practical purposes, the Indigenous Tnnovation policy is an effort on the part of Beijing to
gain access to foreign intellectual property to improve China’s commercial competitiveness at
home and abroad.

Seme would suggest that the Indigenous Innovation policy is a blatant Chinese attempt to
quickly catch up with, and surpass, countries with more advanced technology. I de not think
there is any doubt about this.

Indeed, while some date the formal policy to 2006, in fact, Chinese efforts to gain access to
advanced technology from foreign firms goes back quite some time, whether the transfer of the
targeted technology was “voluntary,” coerced, copied, reverse-engineered, bought, or simply
stolen.

China’s Indigenous Innovation policy, in its many variations and guises, is in my view an unfair
practice that disadvantages the foreign firms that are subjected to it. It inhibits market access of
foreign firms and it is also a threat to our economic competitiveness.

Even if companies decline to send their best technology to China for fear of losing it through any
number of means, technology that falls into Chinese hands may lead to competition in low-cost,
mid-level technology markets that exist in many parts of the world.

And while there are competing views on the matter, it is unclear whether the transfer of low and
mid-levels of technology from foreign firms will allow China to ultimately move from its place
as a dominant manufacturer to a high-technology innovator.

That, of course, is China’s goal.

Finally, while there are U.S. policies and measures in place, we must also be wary of how any
technology transfer-—domestic or foreign—might affect our national security in light of China’s
military modernization.

The bottom line: While Indigenous Tnnovation is one way for China to gain access to desirable
foreign technology, the fact is that protecting high-technology intellectual property in China has
been, is, and will be a significant challenge for foreign firms.

Beijing is bent on China becoming an advanced technology economy as quickly as possible, and
is putting a significant amount of resources into the effort, from spending on research and
development to industrial espionage, using human assets or cyber operations.

As such, we should sof expect the Chinese threat to American technology—including sensitive
defense sector technology-—-to abate anytime soon.

w
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The question, of course, is what can be done?

First, it is my belief that firms could choose not to do business in the Chinese market—this, of
course, is a private-sector, corporate decision that government should not interfere with,

It is clear that business engenders a certain bit of risk wherever it is conducted and firms should
be aware of the threat to their intellectual property while doing business in China.

Second, it should be a priority for the U.S. government to get the Chinese government—or any
other government—to walk back policies that make technology transfer a condition for access to
its market.

But even if we were to see some backtracking on China’s Indigenous lnnovation policy, we
would certainly continue to see the Chinese develop new ways, in addition to other means
currently in use, to get access to foreign technology.

Third, when appropriate and an available remedy, the United States, in concert with others,
should bring Chinese trade policies and practices before the World Trade Organization (WTO)
for remediation.

In the case of Indigenous Innovation, there are questions as to whether China could be righttully
brought before the WTO due to its ongoing failure to negotiate an agreement regarding
government procurement.

Mr. Chairman, thank you for the opportunity to present my views on this vexing matter that faces
foreign firms, especially those of the United States, doing business in China. Tam happy to
answer your questions.
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The Heritage Foundation is a public policy, research, and educational organization recognized as
exempt under section 501(c)(3) of the Internal Revenue Code. It is privately supported and
receives no funds from any government at any level, nor does it perform any government or
other contract work.

The Heritage Foundation is the most broadly supported think tank in the United States. During
2010, it had 710,000 individual, foundation, and corporate supporters representing every state in
the U.S. Tts 2010 income came from the following sources:

Individuals 78%
Foundations 17%
Corporations 5%

The top five corporate givers provided The Heritage Foundation with 2% of its 2010 income.
The Heritage Foundation's books are audited annually by the national accounting firm of
McGladrey & Pullen. A list of major donors is available from The Heritage Foundation upon
request.

Members of The Heritage Foundation staff testify as individuals discussing their own
independent research. The views expressed are their own and do not reflect an institutional
position for The Heritage Foundation or its board of trustees.
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Ms. BUERKLE [presiding]. Thank you, Mr. Brookes.
We'll now go to Dr. Levy.

STATEMENT OF MR. PHILIP 1. LEVY, RESIDENT SCHOLAR, THE
AMERICAN ENTERPRISE INSTITUTE FOR PUBLIC POLICY
RESEARCH

Mr. LEvY. Thank you, Madam Vice Chairman, Ranking Member
Sherman, members of the committee. I appreciate the opportunity
to testify today on the challenges posed by China’s indigenous inno-
vation policies. With your permission, I'd like to offer a brief sum-
mary of my testimony and submit the extended version for the
record.

China’s approach to intellectual property and government pro-
curement is and should be a real source of concern for the United
States. It may well prove costly to American firms, but there are
limits to how costly these policies can be.

Indigenous innovation policies are unlikely to achieve their objec-
tive of vaulting China to the forefront of global innovation, a spot
that the United States has traditionally enjoyed. The costs, instead,
will be extracted from the gains that American firms would other-
wise enjoy in the Chinese market.

Contesting this policy should be a principal focus of U.S. com-
mercial diplomacy with China.

China’s indigenous innovation policies are part of a deep-seated
effort by the Chinese leadership to advance the country from its
status as a prolific low-end producer of manufactured goods to a po-
sition of technological leadership. China is pursuing these policies
out of a sense of economic weakness, not strength. This may seem
somewhat baffling to an American audience. China often appears
to be a paragon of economic accomplishment, yet the country faces
enormous challenges. It remains a relatively poor country with a
per capita income in 2009 under $4,000, less than one tenth that
of the United States.

China’s recent dominance of the global manufacturing scene is
neither as secure, nor as lucrative, as it may seem. Prices and
wages are rising in China and the supply of young workers has
begun to dry up. There are new comers such as Vietnam and Ban-
gladesh eager to take China’s place. Further, China’s impressive
exports statistics and participation in production of advanced prod-
ucts often conceal a much smaller role when carefully assessed.
One recent study of Apple iPods highlighted this and found an iPod
with $194 of captured value, $80 went to Apple, and $4 went to the
manufacturers in China.

The indigenous innovation policies themselves are an attempt to
spur Chinese innovation by giving Chinese companies privileged
access to the substantial Chinese Government procurement mar-
ket. A central and troubling feature of the policies is that they
seem intent on extracting foreign technology as the price of access
to the Chinese market.

There are two broad points I think worth particularly noting
about the indigenous innovation policies. One, they’re malleable
and in a state of flux. And two, the specific measures describing
government purchase and preferences are just one aspect of the
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broader push to stimulate Chinese innovation, largely at foreign
expense.

The malleability of the policies suggest that this is an area in
which diplomatic pressure could have an effect. China, as we've
discussed, as others have discussed today, has been steadily revis-
ing its policies since these were first laid out in 2009. And in Janu-
ary of this year, as Chairman Royce described, China made com-
mitments delinking government procurement and intellectual prop-
erty protection. If those commitments were to be taken at face
value, they would sound enormously promising. Their true value,
of course, is going to depend on the way that they’re implemented.

One implication of the rapid pace at which the policies are evolv-
ing is that the economic impact is particularly difficult to analyze.
A central important point to establish, however, is the Chinese ap-
proach to indigenous innovation is unlikely to succeed. There is lit-
tle history to indicate that cutting edge technology can emerge from
a stultifying, government-dominated approach. Appropriation of
other countries’ technological advances can facilitate catch up, but
it is distinctly different from crafting a set of policies that will turn
a country into a world leader. This means, in turn, that the eco-
nomic impact on U.S. firms investing in China can be realized in
a more conventional way. For such firms, China’s as yet ill-defined
policies can be thought of as a means of extracting a higher price
for participating in the Chinese market.

The inadvisability of China’s approach to the promotion of inno-
vation provides an opening for diplomatic dialogue. An alternative
approach that shunned intellectual property theft, protected
innovators of all nationalities, and supported basic research would
be beneficial for both China and the West.

China’s recent concessions may reflect the fruits of a reorienta-
tion of U.S. diplomacy away from a fixation on China’s undervalued
exchange rate toward a set of policies that are arguably both more
amenable to negotiation and more important to U.S. economic in-
terests. At summit meetings, countries can only have a single top
priority. There is an opportunity cost to pursuing one policy rather
than another.

To conclude, China is approaching the issue of technological lead-
ership from a position of weakness, not strength. It faces a broad
range of concerns about its economic future and is concerned about
the economic effects of being relegated to a position of eternal,
cheap, low-end manufacturing. The United States and China share
an interest in seeing China emerge as a prosperous technological
innovator, but this emergence should not come about through the
expropriation of foreign technology or through skewed market ac-
cess.

China’s indigenous innovation policies represent a serious
misstep along this path. The policies do not threaten U.S. techno-
logical leadership in the long run, but they do threaten to impose
substantial costs on U.S. businesses. The willingness of China’s
leaders to rethink some aspects of this policy is welcome, but a full
reorientation is likely to require a sustained and focused
prioritization of the issue in U.S. commercial diplomacy.

Thank you.

[The prepared statement of Mr. Levy follows:]
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Chairman Royce, Ranking Member Sherman, and members of the committee,
thank you for the opportunity to testify today on the “indigenous innovation” policies of
the People’s Republic of China.

1 will argue that these policies ought to be a real source of concern for the United
States. They may well prove costly to American firms, but there are limits to how costly
they can be. Indigenous innovation policies are unlikely to achieve their objective of
vaulting China to the forefront of global innovation, a spot that the United States has
traditionally enjoyed. The costs, instead, will be extracted from the gains that American
firms would otherwise enjoy in the Chinese market. Contesting this policy should be a
principal focus of U.S. commercial diplomacy with China.

China’s metivation

China’s indigenous innovation policies are part of a deep-seated effort by the
Chinese leadership to advance the country from its status as a prolific, but low-end,
producer of manufactures to a position of technological leadership.' In 2006, China
released “The National Medium- and Long-Term Plan for the Development of Science
and Technology (2006-2020)” which included the call for scientific advancement because
“despite the size of our economy, our country is not an economic power, primarily
because of weak innovative capacity.”™

This may seem baffling to an American audience. After decades of double-digit
economic growth, a relatively smooth ride through the recent global financial crisis, and
sitting astride a growing mountain of foreign exchange reserves, China often appears to
be a paragon of economic accomplishment. Yet China faces enormous challenges. For all
its advances, it remains a relatively poor country. According to the World Bank, China’s
per capita income in 2009 was under $4,000, less than 1/10 that of the United States.”
One common description of the problem facing China is that it is racing to get rich before
it gets old. The race is a daunting one because China is aging at an extraordinary rate.’ It

! There are two excellent and comprehensive recent analyses of China’s indigenous
innovation policies: McGregor, James “China’s Drive for Indigenous Innovation: A Web
of Industrial Policies,” July 2010,

http:/fwww apcoworldwide. com/content/PDEs/Chinas Drive for Indigencus Inmovation
pdf; and United States International Trade Commission, “China: Intellectual Property
Infringement, Indigenous Innovation Policies, and Frameworks for Measuring the Effects
on the U.S. Economy,” Publication 4199, November 2010,

hitp /fwww.usite. gov/publications/332/oub4199.pdf

*McGregor 2010, p. 4.

* World Bank, GNI Per Capita, Atlas Method (Current US$),

http /data worldbank org/indicator/NY GNP PCAP CD. China’s 2009 figure — the latest
data available — was $3,650; the comparable United States figure was $46,360.

* See Nicholas Eberstadt, “The Demographic Future,” Foreign Affirs,
November/December 2010. http //www foreignaffairs.comyarticles/60805/nicholas-
eberstadt/the-demographic-future
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is careening toward a future in which a shrinking population of workers will have to
support a growing population of dependents.

China’s recent dominance of the global manufacturing scene is neither as secure
nor as lucrative as it may seem. Prices and wages are rising in China and the supply of
young, pliable workers who streamed from the interior of the country to work in the
coastal factories has begun to dry up. There are newcomers such as Vietnam and
Bangladesh eager to take China’s place. Further, China’s impressive export statistics and
participation in production of advanced products often concealed a much smaller role
when carefully assessed.

One such recent, striking illustration of the source of China’s concem came in a
U.S. study of Apple iPods. The researchers attempted to disentangle the value chain used
to produce a 30GB Video iPod, with inspiration from Apple Computer in the United
States, parts from suppliers around the world, and assembly in China. They found that for
an iPod with $194 in “captured value” $80 went to Apple and $4 went to the
manufacturers in China.’

Adam Segal of the Council on Foreign Relations provides a complementary
example: “(F)or every Chinese-made DVD player sold, the Chinese manufacturer must
pay a large royalty fee to the European or Japanese companies that patented various
compenents of the unit, such as its optical reader. These foreign firms reap substantial
profits, but the Chinese take is extremely small — and is shrinking further as energy,
labor, and commodity prices rise.”

These examples provide a telling illustration of the disconnect in perceptions
between the United States and China. Each side points to a different facet of the
economic relationship. U.S. political discourse can focus heavily on the bilateral trade
imbalance with China, which is dominated by the gross figures that make up China’s
high and growing level of exports to the United States. The Chinese, in contrast, focus on
the much less impressive net figures, after one subtracts out the costs of imported inputs
and payments for the use of other nations’ intellectual property.

The purpose of exploring the motivations behind China’s indigenous innovation
policies is not to eveke sympathy for China’s plight but to understand the forces behind
the drive to improve China’s status as an innovator. A policy such as this, based on
fundamental Chinese concerns about the plight of their nation, will not be easily
redirected. A diplomatic strategy to tackle these problematic policies will need to
simultaneously address these Chinese concerns,

* Dedrick, Jason, Kenneth L. Kraemer, and Greg Linden, 2008, “Who Profits from
Innovation in Global Value Chains? A Study of the iPod and notebook PCs,” Alfred P.
Sloan Foundation Industry Studies,

http:/fweb it edu/is08/pdf/Dedrick Kraemer Linden.pdf Table 4, p. 21.

® Segal, Adam, “China’s Innovation Wall: Beijing’s Push for Homegrown Technology,”
Foreign Affairs online, September 28, 2010.

hutp.Awww foreignaffairs conp/articles/60733/adam-segal/chings-innovation-wall
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The evolution of indigenous innovation policies

The indigenous innovation policies themselves are an attempt to spur Chinese
innovation by giving it privileged access to the Chinese government procurement market.
Estimates of the size of that market vary trom roughly $90 billion to substantially
higher.” The uncertainty over the size comes from questions about whether and how to
include sub-federal procurement and purchases by China’s vast number of state-owned
enterprises. To leverage this market and spur Chinese innovation, in November 2009, the
relevant Chinese ministries announced that there would be a national catalogue of
products that met the criteria of “indigenous innovation.” The criteria dealt with the
source and status of the intellectual property contained in the product, such as whether it
was registered and owned in China. The effect was to favor home-grown firms over
foreign ones. The Shanghai version of the catalogue listed 258 products, for example, of
which only two were from manufacturers with foreign investment.®

A central and troubling feature of the policies is that they seem intent on
extracting foreign technology as the price of access to the Chinese market. By prompting
firms to reveal their technological secrets through either official disclosure or joint
venture arrangements, foreign investors may lose valuable intellectual property
advantages. Arguing for the centrality of this approach to the broader policy, McGregor
cites the aforementioned Chinese Medium- and Long-Term Plan from 2006: “One should
be clearly aware that the importation of technologies without emphasizing the
assimilation, absorption and re-innovation is bound to weaken the nation’s indigenous
research and development capacity” The USITC notes the “concern that foreign
companies will need to share sensitive and proprietary technology with Chinese firms or
government agencies in order to reap the full benefits of their investments in China.”*

There are two broader points worth noting about the indigenous innovation
pelicies: 1. The policies are malleable and in a state of flux. 2. The catalogues and
circulars describing government purchasing preferences are just one aspect of the broader
push to stimulate Chinese innovation, largely at foreign expense.

The malleability of the policies suggests that this is an area in which diplomatic
pressure could have an effect. The Chinese Ministry of Science and Technology
requested comments on its initial and subsequent indigenous innovation regulations. In
April 2010, the rules of 2009 were revised, partially responding to criticisms that had
been lodged against the initial policy.” Chinese leaders promised further revisions at the

7 Matechak, Jason and Brett Gerson, “Can China’s Government Procurement Market be
Cracked?” China Business Review Online, 2010.

htip:iwww chinabusinessreview com/public/ 1005 /matechalk html

¥ McGregor, 2010, p. 19.

? McGregar, 2010, p. 4.

19 USITC, 2020, p. 5-5.

1 U.8.-China Business Council, “China Proposes Partial Solution to Indigenous
innovation Issues,” April 12, 2010.

htip/fwww usching org/public/documents/2010/04/indi genous-innovation-memo himi

(98]
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December 2010 meeting of the U.S.-China Joint Commission on Commerce and Trade
Jcen.Pin January 2011, as an outcome of the summit meeting between Presidents
Obama and Hu:

“ The United States and China committed that 1) government
procurement decisions will not be made based on where the goods’ or
services’ intellectual property is developed or maintained, 2) that there will
be no discrimination against innovative products made by foreign suppliers
operating in China, and 3) China will delink its innovation policies from its
government procurement preferences.

China agreed to eliminate discriminatory “indigenous innovation”
criteria used to select industrial equipment for an important government
catalogue prepared by the Ministry of Industry and Information
Technology, to ensure that it will not be used for import substitution, the
provision of export subsidies, or to discriminate against American
equipment manufacturers in Chinese government programs targeting these
products.”"?

If they were to be taken at face value, these commitments would sound
enormously promising. But their true value will depend heavily on the way they are
implemented. This highlights the importance of the second point— the interconnected set
of Chinese policies that are directed at the broader goal of advancing Chinese innovation
and disadvantaging foreign firms with leading-edge technology. Other related policies
include weak enforcement of intellectual property rights protections for firms operating
in China, biased standard-setting, support for Chinese state-owned enterprises to serve as
“national champions,” and the potential interplay between China’s anti-monopoly law
and the intellectual property regime.** Thus, the implementation question concerns not
only revisions to indigenous innovation catalogues but a much broader set of governance
tools that can be used to achieve similar ends.

The impact on the United States

One implication of the rapid pace at which the policies are evolving is that the
economic impact is particularly difficult to analyze.

“Many policies remain in draft form, many of the implementing
regulations for major laws are still not in place, and enforcement of most
indigenous innovation policies has not yet begun. Much of the concern thus
reflects fear of future Chinese policies and of the way new laws may be

2ys. Department of Commerce, “2 1" U.S.-China Joint Commission on Commerce and
Trade Fact Sheet,” December 2010. http:/www_ commerce gov/node/12467

* White House Office of the Press Secretary, “Fact Sheet: U.S -China Economic Issues,”
January 19, 2011, http://werw whiteliouse gov/the-press-office/201 1/01/19/fact-sheet-us-
china-economic-issues

Y USITC, 2010, pp. xx and 5-6 and McGregor, 2010, p. 23.
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implemented, and not simply objections to policy actions that the Chinese
government has already taken. It remains unclear how the effects of the
new policies will play out.”

A first, important point to establish, however, is that the Chinese approach to
indigenous innovation is unlikely to succeed. The vibrant and innovative U.S. technology
industry has benefited from federal support for basic research, from independent and
successful research universities, from a community of scholars and researchers drawn
from around the world, from strong intellectual property protections, and from a
competitive market environment that allows entrepreneurs to emerge and thrive. This is
the antithesis of an approach that stitles the competitive environment, names national
champions, and at least tacitly condones intellectual property theft. The environment that
China is creating is unlikely to attract top research talent from around the world, for
example, since such innovators generally value their intellectual freedom and
independence. The weak protections for intellectual property will offer few incentives
even for Chinese firms to invest heavily in risky new ventures.

One recent report described the fascination in China with Apple Computer and its
new iPad. “Some members of China's top legislative bodies have expressed worries as to
whether China will be able to match companies like Apple, as the country — like the rest
of the world — has been enthralled by the succession of innovative products from the
California-based company.”® It is worth noting that a decade ago, on the eve of the
introduction of the iPod, Apple hardly looked like a likely candidate to be a market
leader. Tt was struggling. It produced a computer with an elegant operating system but a
declining share of the personal computer market. Having apparently lost the desktop
batile to Microsoft Windows, Apple was more often cited as a case study for how not to
approach a technology market. And yet, through the introduction of the iPod, iPhone, and
iPad, Apple revived its fortunes and prospered. Had one been looking for a technelogy
champion to support in 2001, one would have looked elsewhere. In corresponding
fashion, some of the technology giants of decades past have faded into obsolescence.
There is a fundamental unpredictability about which firms are going to come up with new
and market-leading technologies. This puts a centrally-planned approach at a distinct
disadvantage.

There is little history to indicate that cutting-edge technology can emerge from a
stultifying government-dominated approach. This would be true if China were already a
market leader, trving to protect its advantage. It is even more true when China is a
technological laggard trying to catch up. Appropriation of other countries’ technological
advances can facilitate catch-up, but it is distinctly different from crafting a set of policies
that will turn a country into a world leader.

S USITC, 2010, p. 5-2.

16 Su, Andre, “Where is China’s Apple?” Want China Times,” March 5, 2011,
http /fwww wantchinatimes com/news-subelass-
cntaspx?eid=1101&MainCatliD=11&id=20110305000082
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The inadvisability of China’s approach to the promotion of innovation provides
an opening for diplomatic dialogue. An alternative approach that shunned intellectual
property theft, protected innovators of all nationalities, and supported basic research
would be beneficial for both China and the West. It also means that the economic impact
on U.S. firms investing in China can be analyzed in a more conventional way. For such
firms, China’s as-yet-ill-defined policies can be thought of as a means of extracting a
higher price for participating in the Chinese market.

Imagine a firm that estimated the net present value of future profits in the Chinese
market at $2 billion. Suppose China’s indigenous innovation policies effectively
compelled that firm to turn over intellectual property worth $1 billion. This would leave
the firm distinctly worse off than without the policies, but still distinctly better off than if
it were to abandon the Chinese market. If the price of participation were a technology
worth $3 billion, however, the firm would be better off leaving the Chinese market. This
suggests that the present value of expected profits of U.S. high technology firms in the
Chinese market provides an upper bound to the economic cost of Chinese policies. This
could be very substantial, but it is much more modest than the costs of a world in which
the United States hands over technological leadership to China.

There are a number of objections to this reasoning that can be grouped into
‘reasons that firms cannot walk away from China.” They are described by the USITC
report:

“First, China is the world’s largest and fastest-growing market, making
it critical for global companies to remain active there. Second, U.S.
industry representatives believe that even if they were to refrain from
operating in China, their global competitors would fill the gap, leading to
both large revenue losses and the likelihood that Chinese companies would
be able to access similar TP elsewhere. Finally, in some industries,
technology advances so quickly that by the time foreign companies in
China are competing against technology stolen from them, they expect to
be ready with a new generation of technology, so the stolen TP ig no longer
a critical competitive factor. In any event, because U.S. and other foreign
firms are certainly profiting from their ongoing participation in the Chinese
market, their shorter-term interest in maximizing current profits may
encourage them to set aside their longer-term concerns regarding IP
infringement and market access.”'”

Taking each of these points in turn: First, the argument that China is a large
market recalls the old joke about a businessman who acknowledged that he would lose
money on each sale, but planned to make it up on the volume. It is profitability that
matters. It is entirely possible to have a large, growing, competitive market that delivers
little profit to participants.

7 USITC, 2010, p. 5-23.
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Second, if an industry has close competitors whose technology serves as a close
substitute, then it matters little whether that technology 1s in the hands of China or the
original competitors; the U.S. firm would not seem to have much of an edge.

Third, the argument that technology rapidly becomes obsolete simply implies that
there are limits to the costs China can impose by compelling technology transfer. This
argument, in fact, explains why firms would not need to walk away from China.

The final argument is an intriguing one. It suggests that technology firms will be
myopic and overemphasize short-term gains relative to long-term costs. This is odd on at
least two counts. Technology firms are generally in the business of balancing the short
and the long term, since they must make large up-front investments (e.g. billions of
dollars in developing a new semiconductor chip technology and fabrication plant) that
will only pay off over time. If the firms are bad at such calculations, they have much
deeper problems than China’s intellectual property environment. Further, what matters is
the relative myopia of the private sector relative to governments. One way to interpret
China’s pursuit of indigenous innovation is as a myopic mistake, an impatient effort to
jump to the head of the world technology standings rather than developing an
environment that is truly conducive to innovation and scientific development.

Implications for U.S. pelicy

The magnitude of the potential losses of U.S. firms operating in China, the
pervasiveness of the policy challenge within China, and the potential flexibility of the
Chinese government on the nature of indigenous innovation policies all argue for it to be
a leading target of U.8. commercial diplomacy with China.

In attempting to reorient China toward a more constructive approach, the United
States can and should take advantage of the similar plight faced by foreign investing
firms in China from all technologically advanced countries. Multilateral pressure on
China, e.g., through the World Trade Organization, has proven to be relatively effective
and it avoids the problematic undertones of superpower competition that can plague
bilateral efforts.

While WTO strictures governing Chinese intellectual property practices might be
the ideal solution, there are some serious obstacles. While the Uruguay Round agreement
creating the WTO include rules on intellectual property rights, there are limits to the
extent to which they compel extraordinary enforcement efforts on the part of developing
nations. Further, China’s indigenous innovation policies seek to leverage the economic
power of China’s vast government procurement market. The WTO regulates such
approaches not through its conventional restrictions on tariffs and quotas but through a
separate Agreement on Government Procurement ('GPA).18 Unlike much of the WTO,
members faced a choice whether to join the GPA; China has vet to do so. It said it would
as part of its 2001 WTO accession and tabled an offer in 2007 which was deemed

"® World Trade Organization, “The plurilateral Agreement on Government Procurement
(GPA)”, hitp/rwww wio.org/englishfratop_e/eproc_efep upa e htm.
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unsatisfactory. One sticking point is the treatment of Chinese provincial and local
governments. The January U.S.-China presidential summit yielded promises of progress
on this front: “The United States welcomed China’s agreement to submit a robust, second
revised offer to the WTO Government Procurement Committee before the Committee’s
final meeting in 2011, which will include sub-central entities”"” Tf China were to table a
substantial offer for joining the WTO GPA, this would mark a significant step toward
multilateral governance over objectionable procurement policies. Tt would not necessarily
be a panacea, given the breadth of relevant policies and the depth of Chinese commitment
to reducing dependence on foreign technology, but it would be a major achievement.

Although it is too soon to judge the value of the concessions on intellectual
property that China made in the December 2010 JCCT meeting and at January’s
presidential summit, they may reflect the fruits of a recrientation of U.S. diplomacy away
from a fixation on China’s undervalued exchange rate toward a set of policies that are
arguably both more amenable to negotiation and more important to U.S. economic
interests. At such meetings, countries can only have a single “top” priority. There is an
opportunity cost to pursuing one policy rather than another.

There are some commonalities between China’s currency policy and its
indigenous innovation policy: each touches on core Chinese aspirations and eachis a
nmisguided attempt to achieve those aspirations. But from a diplomatic standpoint the
difference is stark: China has made clear that it is unwilling 10 make its exchange rate the
subject of negotiation with the United States while it has signaled openness to discussing
and modifying its approach to intellectual property policy.

Through the existing array of policy dialogues and trade reviews, the Executive
Branch has the tools it needs to maintain sustained pressure on the Chinese to remedy the
objectionable aspects of indigencus innovation and the broad range of policies aimed at
disadvantaging U.S. investors. What is needed is a sustained commitment to prioritize
this issue above other less propitious ones.

Conclusion

China is approaching the issue of technological leadership from a position of
weakness, not strength. It faces a broad range of concerns about its economic future and
is concerned about the economic effects of being relegated to a position of eternal, cheap,
low-end manufacture.

The United States and China share an interest in seeing China emerge as a
prosperous technological innovator. This emergence should come about through creation
of an environment that supports basic research and international collaboration, provides
for intellectual freedom, and facilitates entreprencurial competition. It should not come
about through the expropriation of foreign technology. China’s indigenous innovation

12 White House Office of the Press Secretary, “U.S.-China Joint Statement,” January 19,
2011, point 27. http //www whitehouse gov/the-press-office/201 1/01/19/us-china-joint-
statement
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policies represent a serious misstep along this path. The policies do not threaten U.S.
technological leadership in the long run, but they do threaten to impose substantial costs
on U.S. businesses.

The willingness of China’s leaders to rethink some aspects of this policy is
welcome, but it remains to be seen whether it represents a sufficiently thorough
reorientation. Such a reorientation is likely to require a sustained and focused
prioritization of the issue in U.S. commercial diplomacy.
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Ms. BUERKLE. Thank you, Dr. Levy.
Ms. Lee?

STATEMENT OF MS. THEA M. LEE, CHIEF OF STAFF, AFL-CIO

Ms. LEE. Thank you very much, Chair Buerkle, Ranking Member
Sherman, members of the subcommittee. I appreciate the oppor-
tunity to testify this afternoon on behalf of the 12.5 million mem-
bers of the AFL—CIO on this important topic of China’s indigenous
innovation policies.

In our view, these policies do pose a threat to the United States
of America. Even as the U.S. Government has successfully chal-
lenged some of these policies, many of the damage and elements of
indigenous innovation predated the official launch of the policy,
just as some elements will survive the government’s decision to
step back somewhat in response to the challenge. I think Ms.
Laney said before that this is like a game of Whac-A-Mole, that
there are many different ways of achieving some of the goals that
have been laid out.

And one of the points I wanted to make in general is that the
AFL-CIO has been raising the issues about job loss with respect
to our unfair and imbalanced trade relationship with China for
many years and what we said many, many years ago was that the
manufacturing jobs move first, but the engineering and the know-
how would surely follow. And I believe we are certainly at that
place where we need to pay attention to this, as Ms. Laney said,
for the future of American industry and the cutting edge tech-
nology that the United States has always enjoyed an advantage in.

Our trade relationship with China remains enormously imbal-
anced and problematic. The Chinese Government has violated its
international obligations with respect to workers’ rights, human
rights, currency manipulation, export subsidies and intellectual
property rights. Last year’s implementation of indigenous innova-
tion policy simply extended and deepened this pattern of violation.
Each one of these trade violations contribute to the erosion of our
industrial base, costing us both our economic and national security.

I want to make three big points today. First, indigenous innova-
tion is a serious problem, but it does not exist in isolation. I think
this is consistent with my fellow panelists. It is part of a much
broader strategic pattern of behavior by the Chinese Government
in violation of both U.S. and international trade law. And I would
agree with the point that Mr. Rohrabacher made earlier, that it is
the responsibility of the U.S. Government to enforce our laws more
effectively and more aggressively than we have done in the past.

The actions by the Chinese Government have led to the erosion
of the U.S. industrial base, and this poses a direct threat to the na-
tion’s economic and national security. And third, the U.S. Govern-
ment needs to take action on trade law violation at the same time
as we establish appropriate domestic policies, priorities, and strate-
gies to restore America’s industrial leadership.

The Chinese Government’s economic growth strategy relies heav-
ily on export growth, primarily to the U.S. market. The elements
in the strategy include maintaining the undervalued currency, the
industrial policy of targeting favored sectors in technologies
through the low market rate loans and subsidies, and protecting
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domestic markets through overt and covert trade barriers such as
indigenous innovation.

The indigenous innovation procurement policy sets a specific goal
of reducing the degree of dependence on technology from other
countries from 50 percent to 30 percent or less by 2020. The timing
coincided with massive public investments at the height of the eco-
nomic crisis. This action made transparent what other government
practices on technology transfer that been achieved by other means
and some of the businesses that had been formerly reticent and I
think we’ve heard about some of those today, have publicly de-
clared they're gradually being squeezed out of the Chinese market
by government policies that first demand technology transfer in ex-
change for market access and then favor domestic companies.

I think Congressman Sherman mentioned before the enormously
imbalanced trade relationship that the United States has with
China with our trade deficit hitting $273 billion in 2010, up 20 per-
cent from the previous year. I think it’s worth noting that fully one
third of our trade imbalance with China is an advanced technology
product, so $94 billion—we had a $94 billion trade deficit with
China in advanced technology products that exceeds our ATP def-
icit with the world, with the rest of the world taking outshine that
we had a $12 billion surplus in advanced technology products but
with China, we had a $94 billion deficit.

I think it is worth focusing in on that one number because what
it tells us is is that this is not a future problem for us that one
day China may overtake us in advanced technology products. That
day is here and we need to have policy that recognize the urgency
of the immediate situation today.

Let me conclude by reiterating the point that we have two re-
sponsibilities here. One is for the U.S. Government to aggressively
address the Chinese Government’s trade violations and the second,
for us to establish our own strategic priorities and policies. In par-
ticular, a recommitment to investing in our infrastructure which
we have seriously under-invested in, changing our tax policies to
eliminate incentives to outsource production, to invest in renewable
energy and clean energy so that we can be a leader in that impor-
tant and growing field, to make sure that we are investing in inno-
vation and in education and workforce policies so that our workers
have the skills that they need to compete in the global economy.

I thank you for your time and I look forward to your questions.

[The prepared statement of Ms. Lee follows:]
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Chairman Royce and Ranking Member Sherman, Members of the Subcommittee, thank you for
inviting me to testify today on behalf of the twelve and a half million working men and women of
the AFL-CIO on China’s indigenous innovation policies.

I want to start by commending the Subcommittee for taking up today’s timely subject. Much is at
stake in improving our economic relationship with China, particularly with respect to technology
and innovation. In today's hearing, you ask whether China's indigenous innovation trade and
investment policies present a threat to the United States.

The straightforward answer is, ves, indigenous innovation is a threat. But it is also true that
indigenous innovation must be seen in the broader context of overall Chinese government policies,
which have created significant competitive disadvantages for American workers and producers.

The U.S. trade relationship with China remains enormously imbalanced and problematic. The
Chinese government has violated its intermational obligations with respect to workers’ rights,
human rights, currency manipulation, export subsidies, and intellectual property rights. Last year’s
implementation of indigenous innovation policies simply extended and deepened this pattern of
violations.

Each of these trade violations contribute to the erosion of America’s industrial base. Our technical
and innovative capacities — today and in the future -- are essential to our economic and national
security. Dr. Joel Yudken prepared a report in 2010 for the AFL-CIQ Industrial Union Couneil,
entitled Mamifacturing Insecurity: America’s Mamifacturing Crisis and the Iirosion of the U.S.
Defense Industrial Base. This report has been submitted in support of this testimony, and it
documents these concerns in detail

My testimony today makes three essential points:
e Indigenous innovation is a serious problem, but it does not exist in isolation. It is part of a
much broader strategic pattern of behavior by the Chinese government in violation of U.S.

and international trade law,

e The actions by the Chinese govemment have led to the erosion of the U.S. industrial base,
and this poses a direct threat to the nation's economic and national security.
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e TheU.S. government needs to take action on trade law violations and at the same time
establish appropriate domestic policies, priorities and strategies to restore America's
industrial leadership.

China’s Export Platforms Target Technology and U.S. Industrial Sectors

The Chinese government has charted out an economic growth strategy that relies heavily on
export-led growth, primarily to the U.S. market. The elements of the strategy include maintaining
an undervalued currency through massive intervention in the foreign exchange market; an
industrial policy of targeting favored sectors and technologies through below-market-rate loans
and subsidies; and protection of domestic markets through overt and covert trade barriers, such as
indigenous innovation. This is well-documented in the bipartisan U.S. China Economic and
Security Review Commission (USCC) annual reports, as well as elsewhere.

The Chinese government has broad industrial and technology strategies aimed at building up its
capacity in cutting-edge technclogy areas across the manufacturing sector. Many of the Chinese
government policies include strong incentives designed to attract foreign investment in R&D and
production in advanced technology areas, which encourages transfers of U.S. technology and
production capacity offshore, including some of the design for civilian technologies with defense
applications.! For example, years ago the Chinese government made development of the
semiconductor sector a national priority, and has fostered its development with government
support for research and development, preferential tax treatment, and the use of the technology
standard-setting process to favor its domestic firms." They have taken the same approach to the
clean energy sector

The application of an indigenous innovation procurement policy, with a specific goal of reducing
the degree of dependence on technology from other countries from 50 percent to 30 percent or less
by 2020, tock it a step further. The timing coincided with massive public investments at the
height of the economic crisis, Their action made transparent what other government practices on
technology transfer had been doing by other means. The result is apparent to some formerly
reticent businesses that “have publicly declared that they gradually are being squeezed out of the
Chinese market by government policies that first demand technology transfer in exchange for
market access and then favor domestic companies.”"

China is no longer just playing catch-up with the United States and the other developed nations
regarding basic manufacturing production and technologies. The USCC warned in its 2005 report
to Congress that China is developing and producing technology that “is increasing in
sophistication at an unexpectedly fast pace. China has been able to leap frog in its technology
development using technology and know-how obtained from foreign enterprises in ways other
developing nations have not been able to replicate.”™ That 2005 admonition has become a 2011
reality.

Since it has become central to the global supply for technology gooeds of increasing sophistication,
China has gained increased leverage in global systems of production.” The AFL-CIQ shares the
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USCC’s concern that this central role raises “the prospect of future U.S. dependency on China for
certain items critical to the U.S. defense industry as well as vital to continued economic
leadership.”™ The spiraling U.S. trade deficit with China paints a troubling picture of debt and loss
of technical and productive capacity.

Trading Away Jobs and Innovation

Qur trade deficit, especially with China, is symptomatic of the challenges we face in maintaining
our industrial base. Although the overall trade deficit is down by a quarter from the record levels
of 2008, the 2010 U S. goods trade deficit with China broke all previous records. Through the
decade our goods trade deficit with China soared, tripling since WTO accession - from $84
billion in 2001 to a record $273 billion in 2010. China’s share of the U.S. trade deficit in
manufactured goods rose continually from 28.5 percent in 2002 to 75.2 percent in 2009. in 2010,
we ran a trade deficit with China in advanced technology products of $94 billion, while with the
rest of the world, we ran an ATP surplus of $10 billion. The enormous and growing U.S. trade
imbalance with China in ATP should be a clear warning signal that our overall trade relationship
is severely imbalanced in ways that are detrimental to our economic potential and future.

U.S. foreign direct investment (FD1) in China has jumped, especially in manufacturing. FDIl in
China is all about new production and job creation, unlike in the United States where new FDI1
tends to signal a change of ownership, not new production. The Economic Policy Institute has
estimated that the growth in the U S. trade deficit with China between 2001-2008 has displaced
about 2.4 million American jobs.

Perhaps even more disturbing than the aggregate growth in the U.S. trade imbalance with China is
the composition of our imports and exports. Our top fifteen exports to China (by 4-digit HTS
code) include five categories of waste products (ferrous scrap, paper scrap, copper scrap,
aluminum scrap, and offal); two categories of raw materials (soy and polymers), and at least three
categories of parts. In contrast, all of China’s top fifteen exports to the United States are
manufactured products or parts.

This is clearly not the trade profile that the U.S. government predicted as the likely outcome of
China’s WTO accession. But it is the result of concerted strategic interventions, starting with
currency intervention, by the Chinese government over many years — and inaction by our own.
With an explicit export strategy targeting key industries, sectors, and technologies, China has
captured a growing share of U.S. and world markets. It has used a wide array of unfair trade
practices, including currency manipulation, export subsidies, widespread suppression of worker
rights and wages, and tariff and non-tarifTf barriers to exports, to support this strategy.

The financial crisis has proved to be another opportunity for the Chinese government. By
controlling access to its market in crucial sectors with indigenous innovation, the Chinese
government buys time to build dominant industries and technology powerhouses that will have a
clear competitive advantage over their lagging counterparts in other countries. This is already
underway in the clean energy sector, where these export polices work in concert to ensure market
control. The 301 clean energy trade case filed by the United Steelworkers union and the currency
legislation passed by the House last fall are aimed at stemming these practices.

(8]
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China’s Green Technology Practices Violate WTO Rules

The Chinese government employs a number of policies to stimulate and protect its domestic
producers of green technology, ranging from wind and solar energy products to advanced batteries
and energy-efficient vehicles. These policies have permitted China to become a dominant supplier
of a number of green technologies, draining manufacturing and R&D investment from the U.S. to
China, costing American workers the high-skilled green jobs of the future, and increasing the U.S.
trade deficit.

A number of these practices are direct violations of the obligations China undertook
when it joined the World Trade Organization (WTQ). Other policies are subject to
challenge at the WTO if they cause serious prejudice to U.S. industries and workers.

The United Steelworkers union — which represents workers in a number of the sectors

being harmed by the Chinese government’s policies — filed a petition under Section 301 of U.S.
trade law to give the Administration the ammunition it needs to bring a successful WTO case
against these unfair trade practices. The petition covers five areas.

1) Restrictions on Access te Critical Materials. Dozens of vital green technologies — solar
panels, wind turbines, advanced batteries, energy efficient lighting, and more — depend on critical
raw materials derived from rare earth elements and other minerals. China produces more than 90
percent of the world’s supply of these minerals, and it uses a variety of means to restrict exports of
these minerals to users in the U.S. and other countries. These restrictions raise prices for
manufacturers outside of China, lower prices for those within the country, and create a powerful
incentive to shift production to China in order to secure necessary supplies. These export
restrictions are a clear violation of China’s WTO commitments.

2) Performance Requirements for Investors. When China joined the WTO, it

committed not to require that foreign companies use domestic suppliers or transfer technology as a
condition of investment approvals. China’s laws state that transfer of advanced technology should
be included in foreign joint venture agreements, and gives the government the right to approve or
reject such agreements. In practice, it appears that foreign investors face hurdles setting up wholly-
owned ventures in China. Once they partner with a state-owned joint venture partner or a state
financier, their investment contracts invariably contain technology transfer requirements. For
example, in 2009, Evergreen Solar had difficulty raising funds to open a plant in China, and so it
entered into a joint venture agreement (backed by provincial authorities) that required Evergreen
to license solar wafer technology to the new venture. As a result, Evergreen is now

shifting panel production from its Massachusetts facility to China.

3) Discrimination Against Foreign Firms and Goods — Indigenous Innovation The Chinese
government bids out the construction of wind farms and solar power plants to competing firms,
and grants the winners concessions and the right to guaranteed power purchases by government-
owned utilities. In the wind sector, no foreign firms have ever won a major wind farm concession,
despite highly competitive offers. In addition, the Chinese government prohibits foreign firms
from getting international emissions credits for such projects (which are often key to their
financial viability), unless the foreign company allows a Chinese partner to own a majority of the
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venture. In the solar sector, those foreign firms that have been granted the right to build solar
power plants have been subject to conditions that they produce the needed solar panels
domestically and license valuable technology. This discrimination violates China’s WTQO
obligations, including specific commitments made in its protocol of accession.

4) Prohibited Subsidies for Advanced Technologies. WTO rules prohibit China from granting
subsidies that are contingent on export performance or on the use of domestic over imported
goods. The petition points to subsidies for wind turbine manufacturing and the development of
other advanced green technology products that violate these rules. In addition, the petition
demonstrates that China’s export credits and export credit insurance programs for green
technology are prohibited export subsidies. China’s exporters benefit

from concessional loans and guarantees that dwarf those provided by other countries — in fact, in
2008 China’s Export-lmport Bank granted more loans than the export credit agencies of all G7
countries combined. Because the Chinese government refuses to play by the rules that prevent
other countries from engaging in a race to the bottom in the export credit arena, it can freely
undercut and outbid U.S. exporters of green technology products around the world.

5) Trade-Distorting Domestic Subsidies, The Chinese government offers a broad range of
subsidies to producers of green technologies, including in the solar, wind, biomass, geothermal,
hydropower, nuclear, advanced battery, altemative vehicle, and energy-efficient consumer
products sectors. China’s subsidies in these areas are so enormous that they are distorting trade
and harming producers in other countries. In its economic stimulus package, for example, the
Chinese government gave more than $216 billion to subsidize green technologies — more than
twice as much as the U.S. spent in the sector and nearly half of the total “green” stimulus spent
worldwide. These massive government subsidies are helping Chinese producers ramp up
production, seize market share, drive down prices, and put global competitors out of business.
WTQ rules give the U.S. the right to challenge such subsidies to mitigate the severe competitive
harm they are causing.

The Green Technology 301 trade case shows how a combination of policies are being used by the
Chinese government to propel its nation to the forefront of the global green economy, while U.S.
firms and workers still struggle to develop a robust green technology supply chain here at home.
These policies have helped China acquire foreign investment, technology, and expertise, while
restricting foreign access to its raw materials and its market. Nor do these exist in isolation. The
export platform strategy relies upon foundational subsidies, including the prolonged
undervaluation of the renminbi that has distorted trade, investment flows, and currency markets
across the globe.

Undervalued Currency Subsidizes Exports and Investment

Through systematic and one-sided intervention in currency markets, the Chinese government has
kept the renminbi approximately 40 percent undervalued with respect to the U.S. dollar for many
years in support of its export strategy. The undervalued Chinese currency serves the government’s
strategy of building powerful export markets rather than boosting its own domestic consumer
market. Undervaluation takes market share and jobs from the United States by penalizing our
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exports. It subsidizes imports into this country while encouraging outward investments into the
Chinese economy.

This is not free trade, nor is it the way the major economies of the world have agreed to behave.
And the Chinese government’s actions influence the monetary policies of other countries
compounding our trade problems. The U.S. Treasury bi-annual currency reports acknowledge the
fact that other nations mirror the Chinese government’s behavior,

While addressing the Chinese government’s currency manipulation is one of the highest priorities
for workers and employers in the manufacturing sector, it is time to recognize the broader impact
of China’s practices. Lost manufacturing jobs lead to lost tax revenue and higher budget deficits
that limit our ability to invest in our future. This puts substantial pressure on federal, state and
tocal budgets, resulting in lavofts of teachers, police and other emergency responders. And it has
undermined our future by undercutting the array of career choices and educational opportunities,
especially in science, engineering and the technical occupations needed for a vibrant innovative
manufacturing economy.

Taking action to end currency manipulation will generate jobs and investment in the U.S.
economy. Nobel laureate Paul Krugman estimates an end to the manipulation would produce a net
export gain to the United States, Europe and Japan amounting to about 1.5 percent of GDP,
increasing growth in the U.S. economy by about $220 billion. The Peterson Institute and the
Economic Policy Institute agree that a 25 percent to 40 percent revaluation in the renminbi would
reduce the U.S. trade deficit between $100 billion and $150 billion per year, adding between
750,000 and 1 million jobs to American payrolls.

It is time for Congress and the Administration to act decisively to end currency manipulation and
other illegal trade practices.

Taking Action: A Strategy for the Future

The juxtaposition of the world's two largest manufacturing economies could not be clearer. Our
manufacturing economy has been in a decade long crisis, with the loss of more than 5.5 million
jobs and the closure of more than 50,000 manufacturing facilities, a stunning loss of technical and
industrial capacity. At the same time, China's manufacturing economy, fueled by massively
subsidized domestic production and exports and policies discriminating against imports and
foreign companies, experienced explosive growth.

While the economic crisis that began in 2007 has done massive damage to our country, the truth is
that many of our economic problems have long-term roots in a generation of mistaken economic
strategies. The Chinese government has a manufacturing strategy, and we do not. This is our
problem, as well as that of the Chinese government. When the Chinese government engages in
illegal actions in support of its manufacturing strategy and vision, we have done too little to
challenge those actions. The Chinese government's indigenous innovation policy is a real concern,
but it does not exist in a vacuum.

6
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The AFL-CIO calls on our government to aggressively address the Chinese government’s trade
violations, as well as to establish our own strategic priorities and policies. We believe a healthy
and robust manufacturing sector is central to a sustained economic recovery and to our national
security.

In addition to the trade reform elements outlined above, the following elements are essential to a
comprehensive program to restore domestic manufacturing:

e A re-commitment to investment in infrastructure: America’s infrastructure needs—
energy, roads, transit, bridges, rail, water, etc—are huge. We have a $2.2 trillion
infrastructure deficit, according to the American Society of Civil Engineers. Not only
will spending here employ people right away, it will lay the foundation for economic
growth in the future. And there is no contlict between more spending now and efforts
to address fiscal imbalances down the road. Indeed, an improved America is the legacy
we should leave to our children and grandchildren.

e Tax policy: Eliminate tax incentives and loopholes that encourage financial
speculation rather than investment, outsourcing and off shoring production, and enact
tax incentives for companies that produce domestically.

¢ TEmnergy: Enact measures to encourage the deployment of renewable energy, advanced
automotive technology and other clean energy technologies. This can be accomplished
by expanding funding for 48(c), industrial efficiency projects, other policies to
encourage development of renewable sources of electricity and by providing higher
loan authority and additional funding for section 136, the Advanced Technology
Vehicles Manufacturing Incentive Program. These efforts must be coupled with
expanded utilization of domestic supply chains. We cannot simply trade dependence
on foreign oil for a dependence on foreign sources of clean energy production
equipment. Clean and green jobs must become a reality: America must not cede
leadership of this industry to other nations. We must invest in these 21st century
infrastructure technologies on a similar scale to our investment in replacing the failing
infrastructure of the last century.

e Innovatien: The United States continues to be the world’s engine of innovation, but
that lead is declining. More and more U.S. companies are moving their research and
development laboratories overseas—especially to China. There is a direct correlation
between R&D and production and we must protect our nation’s innovative leadership.
Doing s0 requires that we maintain strong intellectual property protections to ensure
that companies have the incentive to make investments in plant and equipment here at
home. We must also increase efforts to fight the intellectual property right violations
of competitors that seek to profit from the creativity of our people. Increased support
for research and development in the United States, coupled with support for testing and
deployment of those new technologies in our factories, will ensure that our
manufacturing capabilities expand. More than 3/5ths percent of all U.S. patents are
generated by our manufacturing sector and we must recognize that innovation and
manufacturing capacity go hand in hand.
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e  Workforee development policies: America continues to have the best and most
innovative workers To stay ahead of the competition, however, we must constantly
upgrade our skills and training Revitalizing our manufacturing sector requires that we
make investments in our people to ensure they are equipped to meet the needs of
industry We cannot afford to have a skills deficit, which would only fuel a trade deficit
Now is the time to renew and expand investments in our people Congress must
increase access to training funds for people who are out of work as well as those
secking to enhance their skills Ultimately, a high-skills workforce must be one whose
rights on the job and ability to speak up are protected and thus made real through
strong labor laws and strong unions.

Economic security and national security are inextricably intertwined, and a strong manufacturing
base is key to both. This Congress and the Administration have the opportunity to take steps to
restore our nation’s manufacturing capabilities.

The AFL-CIOQ, like the rest of the global labor movement, would like to see China become more
prosperous, stable, and fair — but that can’t happen if it continues on its current path of repression,
dictatorship, and unfair trade practices. We need our own government to get its priorities straight
with respect to China and our own economy, and we look forward to working with this Congress
and the Administration to develop and implement appropriate policies.

"USCC (2005), op.cit.. p.97.

1 USCC (2005), op.cit, p.32.
HUSCC (2010), p.20

¥ USCC (2005), op.cit., p.86.

Y USCC (2005), ibid.

FUSCC (20035), ibid., p.85, 88.
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Ms. BUERKLE. Thank you, Ms. Lee, and thank you to all of our
panelists today. I yield myself 5 minutes.

I know that you all differ with respect to the impact of China’s
implementation of its medium to long-term plan for the develop-
ment of science and technology. And I also understand the dis-
agreement regarding what the solutions to the issues raised by
China’s determination to transition from an economy on manufac-
turing to an economy determined to expand its technological devel-
opment.

My question to all three of you, what would a transition from
this quiet diplomacy to a more intensified, active, commercial diplo-
macy entail? And do you anticipate that the Chinese Government
would be more receptive to robust diplomatic overtures?

I'll start with Dr. Levy.

Mr. LEvY. Thank you, Madam Chairman. I think we have been
making a bit of this transition. I think it’s a question of emphasis,
when we are having summit meetings, we have a whole range of
dialogues. There’s the JCCT, the Strategic and Economic Dialogue,
and we just had a Presidential Summit, the question is what to put
forward as a top priority and what we’ve seen is when we make
this issue a top priority, we at least see some movement. It is suffi-
cient movement? Do we declare that we’ve achieved success and it’s
done? No. It hasn’t gone that far. But we did see some movement.

So I guess the early indications are that at that level, there
seems to be some progress. And I think it’s not entirely clear—peo-
ple have different things in mind for more vigorous policy if it were
something like withdrawing MFN status, I think that would have
an entirely counterproductive effect.

Ms. BUERKLE. Mr. Brookes?

Mr. BROOKES. I think there’s some value in turning up the heat
on China. I think over the years, my experience with China that
strong public messages can have an effect, whether you're talking
about human rights or other issues.

The challenge is that everything is important, then nothing is
important in a certain sort of way. So I agree with Mr. Levy that
you do have to choose what you find to be most important. And
there are many, many issues on the table with regards to China.
But I don’t see any problem at all with raising the visibility of this
issue in public discourse by the U.S. Government which has all the
authority and instruments and responsibility for dealing with this,
whether you're talking about indigenous innovation or any of the
other things.

So I think a more vigorous public sentiment expressed by the
U.S. Government might be helpful, even though private diplomacy
certain does have its place.

Ms. BUERKLE. Thank you, Mr. Brookes. Ms. Lee?

Ms. LEE. I'd like to be a little more blunt. And I would say that
our current diplomacy with respect to China is muddled, excru-
ciating slow, and ineffective by design. And part of that is because
it’s not just that we have many priorities and none of them get
achieved. I think part of it is that there is a serious disconnect be-
tween—within the business community in the United States of
America. That you have two different groups, two very distinct
groups. One is multinational corporations that may be operating
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both in the United States and in China. Some of those companies,
let’s be honest, are actually profiting from the Chinese Govern-
ment’s policies whether it’s subsidies or violations of workers’
rights and human rights, lack of democracy, not so much by indige-
nous innovation. And that’s why for the first time we actually have
the business community rising up in outrage that there are unfair
trade practices going on with the country of China. They just no-
ticed it and they’re just getting active.

But I think what’s really important for the U.S. Government is
to make sure that we are standing up for domestic producers, those
companies, whether they’re small and medium-size companies or
large companies that are actually producing in the United States
on American soil, certainly that’s where my members live. My
members can’t outsource themselves. They need to find a good job
here in the United States of America and they need their own Gov-
ernment to stand up for them in a much more consistent and co-
herent way than we’ve seen from our own Government so far with
res}rl)ect to currency, subsidies, intellectual property, and workers’
rights.

Ms. BUERKLE. Thank you, Ms. Lee.

Mr. Brookes, you mentioned and just in the short period of time
we have left, turning up the heat, what would that entail?

Mr. BROOKES. Well, certainly, the President of the United States
has a bully pulpit to talk about these issues, whether he’s traveling
in the region and he’s in Washington or even in China. So there
are opportunities because people do listen to the President and I
think that’s one of the ways to do it. Also with the Cabinet Secre-
taries. If they’re going to go over there, they have an opportunity
for blunt talk and they can talk about these issues here as well and
will be certainly picked up in the region and also try to get others
to speak out. We’re not the only ones having this problem in trying
to work in coalition with them to get them to make it clear to the
Chinese that these policies aren’t acceptable.

Ms. BUERKLE. Thank you all very much. I now yield 5 minutes
to the gentleman from Rhode Island, Mr. Cicilline.

Mr. CiciLLINE. Thank you, Madam Chair. It strikes me from the
testimony from all of the witnesses today that it appears as if the
principal way that you are recommending we deal with this chal-
lenge of indigenous innovation is diplomacy and then commercial
diplomacy which from my perspective seems to have not been very
effective. And so I'd like each of the panelists to tell me are there
other strategies that we can engage in that are likely to produce
better results than simply raising the public discourse? I think we
can do that, but it strikes me we are doing that to some degree and
is it, in fact, are we in fact, limited simply to engaging in conversa-
tion and commercial diplomacy? And coupled with that question is
do we have the ability under the current system and the resources
devoted to it to actually know the scope of the problem and to have
the information we need to be aggressive in this commercial diplo-
macy? I ask each of the panelists to respond to that.

Mr. LEvy. Thank you, Congressman. I think there are a number
of avenues through which we can pursue this. Diplomacy and sort
of conversation about this—I think that’s what we’re putting—is
one of them. There are other things that we can do and that we
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are doing. I think when there are clear-cut violations of the rules
under the world trading system, the WTO and the GATT, we can
and should and do pursue those.

Sometimes those rules are not as comprehensive as we would
like. We've already discussed how China is not a signatory to the
agreement of government procurement. They are bound by some of
the intellectual property restrictions, but we’ve already had fights
with the WTO about just how extensive those obligations are. So
I would put forward that one neat thing is to strengthen that glob-
al trading system because as Mr. Brookes said, we do have other
nations which are facing similar problems and we strengthen our
stance if we're commonly pursuing this. But a stronger WTO sys-
tem and a successful conclusion to the Doha talks would address
this. That would be one element. And we also have aspects of U.S.
law such as Section 337 for intellectual property violations that
were raised earlier.

So there’s a range of these, I think, but trying to influence Chi-
na’s behavior domestically, it is going to be diplomacy which is our
major tool.

Mr. BROOKES. Beyond what Mr. Levy said and others on the
panel talking about diplomacy and the WTO issue here, I think
that one of the important things is to get our own economic house
in order. I think that’s critically important. Our economic competi-
tiveness which China is undermining through these policies is criti-
cally important. While we’re not economically competitive, economi-
cally powerful, it affects us in many ways besides the well being
of the American people which is obviously a primary concern and
it undermines our international influence. It also affects our mili-
tary, our hard power, our ability to express, to do that as well.

But I also think we also need to look forward to expanding free
trade beyond China. I'm not necessarily calling it free trade with
China, but free trade, in general. There are free trade agreements
before the Congress that should be looked at. I think that’s criti-
cally important providing opportunities for American business to do
commerce elsewhere.

I also think that we need, and I'm not an expert in this field, but
just as a generalist, is that we need to continue to provide robust
opportunities for research and development in this country. What
has made America great in an economic power that it is, is our
ability to innovate and that’s why China wants to do exactly that
because they saw what the United States did as opposed to what
the Soviet Union did in becoming a world superpower, besides mili-
tary power.

So I think it’s critically important and I don’t know how you get
to that, but that’s something outside of my lane, something beyond
my expertise, but the ability for us to be a great innovator to create
the great new products I think is critically important, so those are
a couple of other things beyond commerce and WTO.

Mr. CiCILLINE. Thank you. Ms. Lee.

Ms. LEE. Thank you. The first thing I would say is that we are
talking ourselves into our own economic grave and time is not on
our side in this discourse that there has been too much talk, there
has been too much slowing—what we need is more remedies. We
need concrete remedies. We need to take our cases to the WTO. We
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need to take them to a conclusion where we end up actually impos-
ing trade sanctions where we win, and we win most of the cases
because China is egregiously in flagrant violation of its WTO obli-
gations on subsidies, on currency, on a whole number of things. I
would, for one thing, certainly urge the Congress to go ahead, to
move forward with the currency legislation, the Ryan-Hunter bill
that has been put forward. I think that is a really important step.
It’s one big chunk of the economic disadvantage that the United
States producers have in the Chinese trade.

But I would respectfully disagree with Mr. Brookes about the
need to do more free trade agreements. I think that’s part of the
mindset around the free trade agreements is part of what got us
into this problem. And I also don’t agree that we need to just inno-
vate more. We innovate plenty. We have the technology. We have
the education. We have the skills. We're just losing the economic
advantage that goes along with that innovation. It’s not a question
of the United States not being smart enough or technologically ad-
vanced enough. Thank you.

Mr. CIiCILLINE. Thank you.

Ms. BUERKLE. Thank you. I yield 5 minutes to the gentleman
from California, Mr. Rohrabacher.

Mr. ROHRABACHER. Thank you very much. Let me just ask a
question of the panel very quickly. We have to go into discussion.
There are two items, legislative items that might touch on what
we're talking about today. Brad Sherman, who is a member of this
subcommittee, has suggested that we pull most favored nation sta-
tus from China if it continues in its unfair trade practices with the
United States.

Would you favor that, Mr. Levy?

Mr. LEvVY. No, I would not.

Mr. ROHRABACHER. Mr. Brookes?

Mr. BROOKES. I've not seen the proposal.

Mr. ROHRABACHER. Ms. Lee?

Ms. LEE. I think it’s certainly something we should look into.

Mr. ROHRABACHER. There is a patent bill. For 20 years, there’s
been a group of us fighting what’s been called patent reform. And
in reality, it’s a dramatic, how do you say, depletion of our patent
protection for the American people. We've had these multinational
corporations about 12 of them. We call them the dirty dozen, who
are basically interested in manufacturing overseas and manufac-
turing in China in particular, but they have been trying to weaken
the patent system in our country, saying that we need to har-
monize it with the rest of the world, while the rest of the world,
of course, has very weak patent protection. The United States has
very strong patent protection.

There is a new bill working its way through Congress. Those of
us who are very strong for intellectual property protection are
against this bill. Mr. Levy, is your organization for—have they
taken a stand? Are you for or against this patent, so called reform?

Mr. LEvy. AEI doesn’t take stands as an institution and I'm
afraid I don’t know enough about that particular bill to give an in-
telligent comment.

Mr. ROHRABACHER. Mr. Brookes?

Mr. BROOKES. I'm in the same situation.
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Mr. ROHRABACHER. Okay, I would suggest that the two of you
have your organizations look at this legislation. It is put out by the
same people who have been trying to destroy the patent system for
20 years and we could use your opinion on it.

Ms. Lee, what about the AFL—-CIO?

Ms. LEE. I haven’t been following that bill closely. I can get you
an answer.

Mr. ROHRABACHER. Let me suggest that you do so. It’s very im-
portant. We have spent a lot of money. We spend lots of money in
innovation. We spend lots of money on research, and a lot of it ends
up in the hands of our competitor. It’s a travesty. It’s a travesty.
We give a lot of these companies who end up going over to China
to do manufacturing, a lot of them have been the recipient of major
R&D grants by the United States Government. This is ridiculous.
This is us paying to work against the well being of our own work-
ing people. I would suggest that we’ve got some really major issues
at hand here.

Let me ask about the market. You mentioned, Mr. Brookes, free
trade. Now I believe I'm a free trader, just to let you know, and
Ms. Lee, I tell you that. I'm a free trader, but I don’t see how you
can have free trade unless the people who are trading are both
free. I say I'm for free trade between free people.

How can you have free trade, Mr. Brookes, if the other side of
the equation is controlled trade? So it’s only one free trade system
and then it leaves it up to being manipulated by the gangsters and
the thugs who run these other countries. It’s not really free trade,
is it, if you don’t have freedom on both sides of the equation.

Mr. BROOKES. I don’t dispute that.

Mr. ROHRABACHER. Well, that’s what’s been happening to our re-
lationship with Communist China for the last 40 years. They have
used market access and subsidies and intellectual property theft
and currency manipulation in order to control what’s going on over
there, while we have given them access to our markets, tried to
make sure that we’re even handed in terms of our currencies and
our subsidies, and our own regulation of our own businesses here.
So that type of—let me just note, this type of sincerity, I'm sure
is deeply appreciated by the goons who control the power in Bei-
jing. Those people look at us like we’re fools. And our people are
paying a big price and there’s a lot of CEOs in this country who
are going along with it because they can make a quick profit, a
quick profit in China and put a big bonus in their pocket and then
leave the scene by the time the real economic repercussions are felt
from transferring all over the R&D and transferring over the in-
vestment and the machinery and the technology that we’ve devel-
oped in the United States.

This is an issue that really needs a close look. I understand
where Ms. Lee is coming from. I would hope that my friends on the
conservative side of the spectrum start looking and realizing that
we have to represent the interests of the people of the United
States of America and just starting off, free trade, when you're al-
lowing it to be manipulated on the other side by gangsters is a
great disservice to our country. So with that, thank you very much,
Madam Chair.
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Ms. BUERKLE. Thank you, Mr. Rohrabacher. I now yield 5 min-
utes to the gentleman from California, the ranking member, Mr.
Sherman.

Mr. SHERMAN. Thank you, Madam Chair. I do want to mention
a word or two about the bill I'll be re-introducing.

Mr. ROHRABACHER. Which I mentioned before you came in and
I support, Mr. Sherman.

Mr. SHERMAN. Thank you, because, Madam Chair, I've been here
for a while. This is not the first gripe session I've been to about
China. I've been to these for 15 years and one option you’ll have
and the other new Members of Congress will have is to join for an-
other 15 years of gripe sessions. You’ll also have the joy of the sign-
on letters, where you send letters to the Chinese Embassy and sign
your name and if you think that accomplishes something, more
power to you.

But the other approach is for us to force a crisis in this relation-
ship because I think we already have a crisis for the United States.
For 6 months end MFN for China and tell the Chinese that if they
want to export $400 billion worth of goods to the United States,
they’re going to have to import $400 billion of goods from the
United States. A balanced trade agreement with China will hope-
fully be the result, but we’re certainly not going to get such an
agreement from them, as long as they have free access to the U.S.
market under the conditions partially described by today’s hear-
ings.

Now it’s unfortunate that our witness from the ITC has left. Not
seeing any senior staff from ITC here, unless they identify them-
selves for the record, so I will make sure that our first witness gets
the transcript of the second half of the hearing and I would hope
that the Executive Branch would view congressional hearings not
as a burden, but as an opportunity for learning.

One of the things we learned from the ITC was that they do sur-
veys of employers to see if we have any problems.

l\gs. Lee, did they ever survey organizations that represent work-
ers’

Ms. LEE. Not that I know of.

Mr. SHERMAN. Wouldn’t you be among the organizations that
represent workers that they would typically—can you think of a
larger organization than the one you represent that represents
workers?

Ms. LEE. No.

Mr. SHERMAN. And as we’ve seen, there are at least some busi-
nesses who think that they can enjoy a profit by offshoring maybe
just a short-term profit, so we ought to have an ITC that is worker-
oriented, not just company-oriented.

Ms. Lee, what would you think of the ITC no longer being an
independent organization, but instead being part of the Depart-
ment of Labor?

Ms. LEE. I think it would certainly be a huge improvement if the
ITC did take its job seriously as looking at the impact on workers,
not just on businesses and the profitability of businesses, but they
took seriously how working people might be impacted by different
changes in trade policy. And course, you mentioned earlier that
their economic modeling with respect to the job impact of trade
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agreements has been notoriously inaccurate over many years and
yet it is still used as though those numbers are gospel.

Mr. SHERMAN. They weren’t within a couple trillion dollars over
the last decade. And you criticize them. Are you always that tough?

Let me move on to another question, Ms. Lee. One does not regu-
larly associate organized labor with intellectual property concerns,
perhaps because the creators of intellectual property are for the
most part not unionized.

Can you explain why IP protection, especially combating theft
and compelled transfer of American IP by the Chinese is a signifi-
cant concern for the AFL-CIO?

Ms. LEE. I'd be delighted to. And first of all, we do represent a
lot of both performers and writers and other people who make a
living from intellectual property rights, musicians, and actors and
so on, and we often hear from those unions that they are very
much in favor of strengthening the intellectual property rights pro-
tections that we have overseas. They lose billions and billions of
dollars worth of revenue, some of that is revenue to the performers
themselves through the violations of intellectual property rights.

In the music industry, for example, the Chinese music market is
worth around $100 million, but it should be more than $1 billion.
So that’s $900 million worth of revenues that is lost to both Amer-
ican musicians and also companies because of Internet theft and
because of other physical theft of intellectual property rights. So
there certainly are a lot of jobs and there is income associated with
the violation of intellectual property rights. That’s also true, I
think. Mr. Rohrabacher used the example of the carts, you know
when the design of the carts is stolen and moved to China. Those
hundred workers lost their jobs immediately. His friend, at least,
was able to keep the ownership and do a joint venture for several
years before he was edged out of the company, but those 150 work-
ers or so lost their jobs immediately.

Mr. SHERMAN. I'm going to ask unanimous consent to be able to
ask one more question?

Ms. BUERKLE. Without objection.

Mr. SHERMAN. This Korea free trade agreement, it allows goods
to be 65 percent made in China. For certain classes of goods that
percentage is different, but 65 percent is what applies to auto,
ships, electronics, boilers, aluminum, iron, steel. And then those
goods can go to South Korea where Chinese guest workers living
in barracks can do the other 35 percent of the work.

Do you think that American workers will be at a disadvantage
if they have to compete against goods that are made exclusively
with Chinese labor and instead of most favored nation status, we
have free trade agreement treatment of those goods? And do you
think it’s fair that goods that 100 percent Chinese labor can come
into the United States with a free trade agreement totally duty free
while China will have duties on all our goods, in other words, we’'d
have a one-way free trade agreement with China?

Ms. LEE. We are always in favor of stronger rules of origin be-
cause we think that if we’re going to negotiate a trade agreement
with a country, the benefits should go to the country that makes
the concessions, whether it’s on intellectual property rights or mar-
ket access or workers’ rights or environmental protections. And so
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we were very concerned about the Korea FTA and the relatively
weak rule of origin there that allows quite a large quantity of the
final product to be assembled outside of South Korea, could be in
China, could be in North Korea, it could be other places. And that
is very troubling to us.

It’s also not good for Korean workers. It’s not good for U.S. work-
ers. We have been in contact with our Korean counterparts and
they were also very concerned that the benefits of the agreement
will not necessarily go to the two countries that have signed.

Mr. SHERMAN. Thank you for mentioning the tremendous bene-
fits that North Korea will get under this agreement, which I
haven’t mentioned up until now because those are the subject in
part of our hearing tomorrow.

Ms. BUERKLE. Thank you, Mr. Sherman. Let me begin by saying
thank you to our panelists and for taking time out of your busy
sche}c}ules to come here today and testify. We appreciate that very
much.

Without objection, your full testimonies will be entered into and
made part of the record. And members will have 5 days to add any
questions or opening statements to the record.

This subcommittee hearing is adjourned.

[Whereupon, at 4:37 p.m., the hearing was concluded.]
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The Honorable Gerald E. Connolly (VA-11)

TNT Subcommittee Hearing
China's Indigenous Innovation Trade and investment Policies: How Great a Threat?
Wednesday, March 9%, 2pm

The Chinese economic juggernaut is steered by official government policies that are carefully crafted by
the ruling party’s leaders. Countless articles have been devoted to China’s rising “tiger economy,” and
the media attention reached a veritable crescendo when China recently surpassed Japan to become the
world’s second largest ecanomy. Though China has been praised for its economic growth, critics
contend that China is growing and expanding at the expense of other nations, stifling innovation, and
picking winners and losers in a marketplace that has no borders. China policy experts have said,
“China’s government consistently favors palicies, such as currency undervaluation and favoritism toward
indigenous innovation and production, that promote its exporting industries to the detriment of its
trading partners.“*

In 2006 China began instituting its Medium and Long-Term Science and Technology Development Plan,
which aims to invest 2.5 percent of China’s Gross Domestic Preduct toward research and development
expenditures in the country.” According to the Chinese Government, by the end of the implementation
of this 15 year program, “The progress of science and technology will contribute 60 percent or above to
the country's development;” ancther key goal of the program is to significantly decrease “the country's
reliance on foreign technology.”® These and related policies have garnered negative attention
throughout the international business community.

After an outcry from international business leaders, China decided to redraft its 2009 Indigenous
Innovation Product Accreditation Program, which had originally “stipulated that approved products
must have ‘locally owned’ intellectual property and a brand-name that first appeared in China.” “ The
policy was widely panned by dozens of business and technology leaders who said that the program
would “restrict China’s capacity for innovation, impose onerous and discriminatory requirements on
companies seeking to sell into the Chinese government procurement market, and contravene multiple
commitments of China’s leadership to resist trade and investment protectionism.”® These business
leaders represented groups such as the Semiconductor Industry Association, TechAmerica, the
Consumer Electronics Association, the Business Software Alliance, the National Association of
Manufacturers, and the Telecommunications Industry Association, among others.® China decided to
publish a new discussion draft of the policy, but itis unclear how any final policy will be implemented.

American companies have continued to express dissatisfaction with China’s indigenous innovation
policies. According to a the American Chamber of Commerce in China’s {(AmCham China) 2010 annual
survey, 31 percent of mare than 300 member companies polled said “their ability to participate and
compete in China’s market was impeded by discriminatory government policies and inconsistent legal

* US China Commission 2010 Annual Report, p. 18.

2 China Government website: http://www.gov.cn/english/2006-02/09/content_184426.htm.

® China Government website: hitp://www.gov.cn/english/2006-02/09/content_184426 htm.

* john C. Chiang, “innovatian With Chinese Characteristics” AmCham Ching, January 31, 2011,
http://www.amchamchina.org/article/7532.

® Letter from business leaders to The Honorable Wan Gang, The Honorable Xie Xuren, & The Honorable Zhang
Ping, December 10, 2009,

® Some non American signatories to the letter include: the Federation of Korean Industries, the Japan Electrical
Manufacturers’ Association, the European-American Business Council.
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treatment.”” In their 15 year Medium and Long Term Plan, Chinese officials indicated that one goal was
stronger intellectual property rights (IPR) enforcement. Given China’s history of lax enforcement with
regard to IPR, only concrete action will change that country’s infamous and well documented
reputation. According to the U.S. Trade Representative’s Special 301 Report for 2010, “China’s IPR
enforcement regime remains largely ineffective and non-deterrent.” The same report states, “The share
of IPR-infringing product seizures at the U.S. border that were of Chinese origin was 79 percent in 2009,
a small decrease from 81 percent in 2008.”°

Given China’s procurement policy, it seems that China is on the wrong track. in a letter to several
cabinet level U.S. officials, U.S. business leaders said that China’s policy “represents an unprecedented
use of domestic intellectual property as a market-access condition and makes it nearly impossible far
[American products] to qualify unless they are prepared to establish Chinese brands and transfer their
research and development to China.” This is not innovation—it is theft.

If China truly wants to he a legitimate global player, it ought to be innovative on a level playing field. 1
look forward to today’s hearing and discussing these issues in more depth.

7 Cited in the US China Commission 2010 Annual report, p. 20.
® Both quotes can be found on p. 19 of the report.
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