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U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION

MARCH 4, 2005

The Honorable TED STEVENS,

President Pro Tempore of the U.S. Senate, Washington, D.C. 20510
The Honorable J. DENNIS HASTERT,

Speaker of the House of Representatives, Washington, D.C. 20515

DEAR SENATOR STEVENS AND SPEAKER HASTERT:

On behalf of the U.S.-China Economic and Security Review Commission, we are
pleased to transmit the record of our field hearing in Seattle, Washington on Janu-
ary 13, 2005. The hearing on “The Impact of U.S.-China Trade and Investment on
Pacific Northwest Industries” gave the Commission revealing insights into the chal-
lenges and pressures facing key U.S. producers in this region that are generated by
China’s trade and economic development policies.

The Commission heard testimony from U.S. Representative Jim McDermott, busi-
ness leaders, labor representatives, industry experts, and research policy analysts.
The hearing began with a consideration of the broad economic trends in the North-
west and then moved on to focus on specific industries. Individual panels addressed
the civilian aerospace industry, software and high technology, horticulture, forest
products, and maritime and shipping issues. Representatives from all these diverse
industries identified China’s policies and commercial practices as major challenges
for their industries and the regional economy.

Surprising Challenges Facing the Northwest

The Pacific Northwest region has numerous economic strengths. It is rich in nat-
ural resources and is home to several world-leading companies. These include Boe-
ing, Microsoft, and Weyerhauser. Boeing is one of the world’s two leading large civil
aircraft producers and a major contributor to U.S. exports. Microsoft is the world’s
largest software company, and Washington State has 10,000 companies in the tech-
nology sector employing 138,000 employees. The Port of Seattle is the U.S. mainland
port closest to Asia and it is a leading export and import terminal. This cluster of
economic assets has resulted in the region being a major exporter, and Washington
State has historically run a trade surplus.

With this rich and varied economic endowment, the Pacific Northwest region
should be a leading recipient of economic gains from international trade and greater
international economic integration. Yet, the Commission heard that despite this
strong position, the Northwest region faces many of the same challenges facing
other regions of the U.S. economy. In the Northwest these challenges are not as visi-
ble because the region starts from such an advantaged position, but there are dis-
turbing similarities of trend. If these trends are not confronted and reversed, the
region could find its economic advantages severely eroded a decade from now.

As has been the case in the rest of the country, Washington State has experienced
a deterioration in its trading position. Between 1999 and 2003, the state’s exports
fell 6.8 percent while its imports rose 28 percent. As a result, the state’s trade is
1218\6v barely in balance, while trade with China will likely show an overall deficit for
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Employment trends in Washington State also resemble the national picture.
Though the state had a milder-than-average recession and recovered its pre-reces-
sion employment level sooner than the nation as a whole, the recession in manufac-
turing employment was deeper. The loss of jobs has been concentrated in higher
paying jobs, while job creation has tilted toward lower paying jobs. These are fea-
tures that are shared with other regions.

Aerospace

The panel on aerospace highlighted the challenges facing the Boeing Company.
The sources of these challenges are multiple and include insufficient investment in
research and development and new products, and intense competition from Airbus.
However, China plays a role too. In particular, China unfairly exploits the competi-
tion between Boeing and Airbus to win concessions when it purchases aircraft. The
Chinese government coordinates aircraft purchases and requires production transfer
(“offsets”) to China as a condition of sale. In certain circumstances, these require-
ments may be WTO-illegal, and longer term they pose a danger to U.S. global lead-
ership in aircraft manufacture by helping to create what might become a foreign
rival. They also result in the displacement of high-paying aerospace jobs in the
United States.
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Software

The panel on software and high-technology products revealed similar concerns.
The industry is subject to strong incentives to outsource offshore, driven by cheaper
labor costs in China and India. Moreover, offshoring stands to expand in scale,
scope, and skill level as companies become more adept at it. Complicating the issue,
software companies have been known to abuse the H-1B and L-1 visa programs re-
sulting in underpaid foreign technology workers. Witnesses testified that some com-
panies hire highly qualified foreign workers for general positions at low wages, but
assign them high-level tasks. China’s failure to enforce intellectual property rights
is a continuing concern of business, as is the use of procurement restrictions that
limit government purchases of foreign company software. Longer-term, off-shoring
high-tech jobs and research and development capability may erode future U.S. tech-
nological innovation and leadership.

Ports

The ports of Seattle and Portland handle heavy traffic to and from Asia and, par-
ticularly, China. The Commission heard testimony on the continuing threats to na-
tional security that result from inadequate security at our nation’s ports. Indeed,
the Commission learned that, despite the fact that waterborne trade continues to
rise at dramatic rates, fewer inspections of certain categories of containers entering
through our nation’s ports occur now than prior to the terrorist attacks of 9/11.

Horticulture/Forest Products

China continues to use an array of non-tariff barriers to prevent imports in both
the horticulture and forest products industries. With regard to forest products, the
Chinese government is heavily subsidizing the development of domestic forest prod-
ucts capacity and this promises to reduce future U.S. exports. The Northwest’s large
and successful horticulture industry is threatened by growing imports from China
and lack of reciprocal access to the Chinese market.

Finally, witnesses expressed dismay at the U.S. Government’s failure to use effec-
tively trade law safeguard measures against Chinese imports that were negotiated as
part of China’s WTO accession agreement. These safeguards were intended to miti-
gate the damaging effect of near-term surges in imports from China. Bringing safe-
guard cases is difficult, expensive, and risky for small companies, and the current
Administration’s categorical rejection of several Section 421 safeguard cases approved
for relief by the International Trade Commission has undermined confidence in the
process. This, in turn, stands to deter companies from seeking relief that they deserve.

Based on these findings and the Commission’s other work on these issues to date,
we present the following preliminary recommendations to the Congress for consider-
ation.

Recommendations:

e Congress should establish and fund a federally mandated corporate reporting
system to gather sufficient data to provide a comprehensive understanding of
the trade and investment relationship with China. Within such a system, com-
panies should be required to report to the Commerce Department their initial
investments in China and the shift of production capacity and job relocations
resulting from these investments, both from within the United States to over-
seas and from one overseas location to another, and their contracting relation-
ships with Chinese firms.!

e As part of any mandated corporate reporting system, Congress should require
the Commerce Department to maintain an authoritative account of U.S. firms’
investment in R&D centers in China and a comprehensive assessment of their
activities, including any technology transfer, offset, or R&D cooperation agreed
to as part of the investment.2

e Congress should amend and tighten the legislation governing the H-1B and
L-1 visa programs. These programs were intended to make available foreign
workers to fill only those jobs for which there is a shortage of appropriately
qualified American workers. Under this program, foreign workers are supposed
to be paid the prevailing wage. In practice, companies have filled low-wage
generic positions with over-qualified foreign workers who then are assigned
high-level tasks. Companies should be required to show evidence of having first
attempted to fill positions with American workers, and the prevailing wage for
each position should be set by reference to the qualifications of each worker who
holds the position.3

1Commissioners Reinsch and Wortzel dissent from this recommendation.
2 Commissioners Reinsch and Wortzel dissent from this recommendation.
3 Commissioner Reinsch dissents from this recommendation.
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Congress should encourage the Administration to engage in a dialogue and
raise strong objections with the Chinese government concerning its new govern-
ment software procurement rules. These rules require Chinese government enti-
ties to purchase domestic software or “qualifying foreign software.” The criteria
for qualifying foreign software have yet to be defined. The absence of such cri-
teria has inhibited U.S. manufacturers from entering into government business
and appears intended to shut U.S. firms out of this lucrative market.
Congress should consider new measures to strengthen research and develop-
ment conducted in the U.S. in industries such as aerospace and other high-tech-
nology sectors crucial to America’s future economic growth. These measures
%hould aim to discourage the transfer of R&D facilities outside the United
tates.
Congress should direct the Commerce Department to investigate ways to dimin-
ish the transfer of technology to China that is vital to U.S. national security
and economic competitiveness by way of production transfers required to facili-
tate sales (“offsets”), particularly in the aerospace field. The investigation
should identify the extent to which such transfers are required by Chinese gov-
ernment rules or regulations for commercial sales and therefore are potentially
WTO inconsistent.
Congress should direct the Department of Homeland Security to give greater
priority to threats posed by waterborne shipping. As part of this effort, specific
attention must be paid to the need for enhancing inspection of container seals
and ensuring that appropriate paperwork accompanies these containers. Import
and export containers must be refused entry without proper documentation.
Proper attention must be given to ensuring that bonded agents and other per-
sonnel are able to appropriately and adequately inspect all containers. Tech-
nological approaches to inspecting containers and ships must supplement, not
replace, human inspections.
Congress should direct the United States Trade Representative (USTR) to in-
vestigate an alleged $2 billion in subsidies from the Chinese government to
radically expand China’s paper products industry, including creating fast-grow-
ing tree plantations. USTR should also investigate China’s practice of elimi-
nating tariffs on raw logs and high grade paper machines while maintaining or
increasing tariffs on imports of finished wood products, thereby supporting ex-
pansion of China’s wood products manufacturing industry at the expense of its
trading partners’ industries.

Thank you for your consideration of our recommendations. In addition to the

above findings we reiterate those contained in our 2004 Annual Report. We hope
you will find the hearing record and our findings and recommendations helpful as
the Congress continues its assessment of the implications of China’s growing role
in global trade and manufacturing.

Sincerely,
C. Richard D’Amato Roger W. Robinson, Jr.
Chairman Vice Chairman
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U.S.-CHINA TRADE AND INVESTMENT:
IMPACT ON PACIFIC NORTHWEST INDUSTRIES

THURSDAY, JANUARY 13, 2005

U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION,
Washington, D.C.

The Commission met at the Bell Harbor International Con-
ference Center, Bell Street, Pier 66, Seattle, Washington at 8:30
a.m., Chairman C. Richard D’Amato and Commissioner George
Becker (Hearing Cochair), presiding.

OPENING REMARKS OF CHAIRMAN C. RICHARD D’AMATO

Chairman D’AMATO. Good morning. The hearing will come to
order.

Welcome to the U.S. China Commission’s first hearing of 2005.
We are delighted to be in Seattle to learn about the short- and
long-term impacts of U.S.-China trade and investment on the Pa-
cific Northwest economy. I want to express my gratitude to the
many people that helped make this hearing a reality, and also to
Representative Jim McDermott for taking time out to be with us
this morning.

This Commission was established by the U.S. Congress to inves-
tigate the national security implications of our trade and economic
relationship with China. Members of the Commission are ap-
pointed by the Republican and Democratic leaders of U.S. Senate
and House of Representatives. Congress has directed us to examine
how our deepening economic relationship with China affects our
basic economic health and prosperity and our national security. In
conjunction with this mandate, we’ve been holding a series of hear-
ings throughout the country to get a firsthand look at how this re-
lationship is affecting different sectors of our economy.

This time last year the Commission held a hearing in Columbia,
South Carolina, where we heard testimony from local manufactur-
ers about China’s impact on jobs and the U.S. base, particularly in
textiles, in that particular region. In September of last year we
held a similar hearing in Akron, Ohio, that focused on industries
particular to the upper-Midwest region. At both hearings witnesses
expressed concern that China is unfairly advantaged by the con-
tinuing undervaluation of its currency and its extensive use of sub-
sidies for its export industry.

There is a stark comparison with our hearings in Ohio and South
Carolina, states whose economies are suffering badly from the ef-
fects of so-called globalization. Seattle and the American Northwest
have been a major American success story in marketing aerospace,
software, high technologies, agriculture and forest products. Never-
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theless, our hearing intends to explore what we see are early signs
of concern in all of these sectors with China, and we want to under-
stand what long-term challenges face the Northwest, in hopes that
they can be effectively met and countered at an early stage.

Today we have a series of panels on how U.S.-China trade and
investment patterns are impacting the aerospace, information tech-
nology, agriculture, forest products and shipping and maritime in-
dustries. In addition to general economic impact, the Commission
is interested in the larger security-related questions. What is the
nature of the U.S. aerospace industry’s contributions to China’s
growth as an aerospace power? How has this affected the U.S. de-
fense industrial base? What are the implications of U.S. software
and high-tech firms adopting China as a base for research and de-
velopment? What impact does this have on our ability in the
United States in the long run to continue to innovate?

These are just a few of the questions we hope to examine today.
I know that the Congress will be keen to learn the answers, as
well.

And with that I would like to turn over the proceedings to my
Cochair of today’s hearing, Commissioner George Becker.

Commissioner Becker.

[The statement follows:]

Prepared Statement of Chairman C. Richard D’Amato

Good morning, and welcome to the Commission’s first hearing of 2005. We are de-
lighted to be in Seattle to learn about the short and long term impacts of U.S.-China
trade and investment on the Pacific Northwest economy. I want to express my grati-
tude to those who made this hearing possible and to Representative Jim McDermott
for taking the time to be with us.

The Commission was established by the U.S. Congress to investigate the national
security implications of our trade and economic relationship with China. Members
of the Commission are appointed by the Republican and Democratic leaders of the
U.S. Senate and House of Representatives. Congress has directed us to examine how
our deepening economic relationship with China affects our basic economic health
and prosperity. In conjunction with this mandate, we have been holding a series of
hearings throughout the country to get a firsthand look at how this relationship is
affecting different sectors of our economy.

This time last year the Commission held a hearing in Columbia, South Carolina,
where we heard testimony from local manufacturers about China’s impact on jobs
and the U.S. industrial base. In September of last year, the Commission held a simi-
lar hearing in Akron, Ohio that focused on industries particular to the upper-Mid-
west region. At both hearings witnesses expressed concern that China is unfairly
advantaged by the continuing undervaluation of its currency and its extensive use
of subsidies for its export industry.

There is a stark comparison with our hearings in Ohio and South Carolina, states
whose economies are suffering badly from the effects of so-called globalization, in-
cluding massive shifts in manufacturing capacity to China, outsourcing, competition
from artificially cheap imports, and unfair Chinese trade practices. Seattle and the
American Northwest have been a major American success story in marketing aero-
space, software, high technologies, agriculture and forest products. Nevertheless, our
hearing intends to explore early signs of concern in all these sectors with China,
and we want to understand what long-term challenges face the Northwest, in hopes
they can be effectively met and countered.

Today, we have a series of panels on how U.S.-China trade and investment pat-
terns are impacting the aerospace, information technology, agriculture, forest prod-
ucts, and shipping and maritime industries. In addition to general economic impact,
the Commission is interested in the larger security related questions. What is the
nature of the U.S. aerospace industry’s contribution to China’s growth as an aero-
space power? How has this affected the U.S. defense-industrial base? What are the
implications of U.S. software and high-tech firms adopting China as a base for re-
search and development? What impact does that have on our ability to innovate?
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These are just a few of the questions we hope to examine today, and I know that
the Congress will be keen to learn the answers as well.

With that I would like to turn over the proceedings to the Cochairs of today’s
hearglg, my colleagues, Commissioner George Becker and Ambassador Robert Ells-
worth.

Cochair BECKER. Thank you, Mr. Chairman.

The first person that we’re going to hear from is a friend, I'm
sure, to all of the Commissioners up here, Representative Jim
McDermott of Washington. He’s championed many of the issues
that we’re fighting for and that we think need to be implemented,
and he’s a Democrat from the Seventh District in Washington.

Mr. McDermott.

STATEMENT OF JIM McDERMOTT
A U.S. CONGRESSMAN FROM THE STATE OF WASHINGTON

Congressman MCDERMOTT. Thank you.

Mr. Becker and Members of the Commission, we welcome you to
Seattle. This is my district.

When I say where I'm from I always say I'm from Seattle be-
cause if I say I'm from Washington nobody can quite figure out
where you’re from. But you now can tell the difference between
Washington and Seattle. Today is a beautiful day and I think it’s
the best type of winter days. You won’t do any better than this in
wintertime. And it is good to see a number of friends here.

As a jumping-off place for your first hearing this year, I don’t
think you could have picked a better place than Seattle to begin
that. We have a long history.

When China was opened up our Senator, Warren Magnuson, was
a very good friend of Zhou Enlai, and in fact had many personal
téte-a-tetes with him. The fact that you have ships from China
landing in Seattle—it was the first port they came to—and we have
had a tie really as long as trading has reopened with China in any
significant way.

We have, of course, other ties through people that you will hear
later, but this is a city which has had a long relationship with the
Chinese, and I think a positive one in most respects, and I think
for that reason we are very interested in being a part of this hear-
ing.
By way of the Port of Seattle, which you could see out of your
hotel windows this morning, Washington State exports to China
many agriculture products. People think of this state sometimes as
trees and airplanes, but in fact this is a farm State. Our major in-
dustry is the export of farm goods, and we have the best fruits and
vegetables in the world. We sell them all over Asia, including in
China, and to the Chinese. Our apples are over there and our cher-
ries are over there, and we’ve had lots of experience in getting into
China with our products so you’ll find that people here are very
knowledgeable about the intricacies of trade with China.

The increased buying power of the Chinese and their growing de-
mand for our products really holds substantial opportunities for our
agricultural sector in particular. As they move more and more to
the cities and they do less and less agricultural production in
China, it makes it open for us to have an impact, both with wheat
and other kinds of produce.
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The growing transportation and technological needs in China
have resulted in the sale of billions of dollars worth of commercial
aircraft and computer hardware and software, which all is manu-
factured here in the city. Trade globalization with the Chinese has
helped many of our local industries and supports thousands and
thousands of jobs and will continue to do so.

You are in probably the most trade-dependent city in the United
States, in that one out of three people are involved in foreign trade,
either in producing the goods or in the shipping or the handling of
coming and going goods. So we are very, very interested in this
whole issue.

I told you the positive side briefly. There is a down side and
that’s that the United States has a massive trade deficit with
China. The Chinese recently estimated that our December trade
deficit with China was $11.1 billion. Yesterday’s newspaper—if you
got up this morning early enough to read it said the trade deficit
was 60.3 billion in November. Now, 11 billion of that is Chinese.
So you can see the impact of Chinese trade on our economic situa-
tion in this country.

December was the seventh consecutive month that we’ve had a
major increase in our trade deficit. So my constituents frequently
ask me, what does this mean? What’s a trade deficit really mean?

Well, the United States bought $11.1 billion more from China
than we sold them, which means we borrowed that money, and we
are continuing to build this trade deficit, which is, in many people’s
eyes, one of the things that did not get discussed in the last cam-
paign and is one of those issues that is going to have to be dis-
cussed in the four years.

Sooner or later we’re going to have to pay that debt. Sooner or
later we're going to have to pay $11.1 billion for the things that we
bought in December 2004. I don’t know what year it is, when it will
happen, but someday we’re going to have to pay that. Presumably,
if there is such a thing as a market that actually works, we're
going to have to pay.

The trade deficit is not popular. I guess I don’t have to tell you
that. You were in Ohio and some other places, but it isn’t popular
here, either. And it’s eroding the public’s confidence in the whole
idea of the proliferation of free trade agreements. I think that it’s
one of the things that Mr. Zoellick and others are running up
against now. There was a period when free trade was much more
positively viewed than it is today in the Congress and in the popu-
lation generally.

Now, there are a lot of reasons for our trade deficits with China,
and I'm sure this Commission is more familiar with them than I
am because you've been going around the country. But there seem
to be a couple of areas where we have had significant problems.
One is, of course, the currency manipulation, and then there’s the
cheap labor. You don’t have to be an economist from MIT to grasp
what the currency manipulations do, nor the cheap labor aspects.
And persuading China to do anything to allow its currency to float
is going to be difficult. They have their problems too. They want
to keep people working. But I think we need to use every tool that
we have to push to make the trade more open.
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China’s come a long way. I visited China in 1977. I was in the
second delegation of legislators who went over there the year after
Mao died, so I've seen the transition. I visited in 72, and then
again in ‘82, when Seattle set up the sister city relationship with
Chongqing in western China. I was one of the five official delegates
who did that, then I was back in ’92 and ’95, and so I've seen the
progression. I remember when you looked across the Huangpu
River in Shanghai and it was rice paddies as far as you could see.
If you've been to Shanghai in any recent period and looked at
Pudong today, you understand why people say that the Chinese na-
tional bird is the construction crane. It’s been an amazing change
in what’s gone on. And it was a long and lengthy process to get
China into the WTO, and gradually we finally made that happen,
but quite simply, the United States still has a lot of work to do to
eliminate the barriers of trade erected by the Chinese Central Gov-
ernment.

I read with some interest the report that was released by this
Commission, which says that a million and a half people have lost
their jobs between ’89 and 2003 because of our trade deficit. Econo-
mists may argue about that number, but even if it’s a third off
that’s still a million jobs lost to one country. It’s a huge impact on
us. And over the course of the last several years there’s been a cho-
rus of people, even in this city, who blame China for some of the
economic woes, and it’s getting louder.

Now, I think the critics have some validity. I think there is some
truth to what they say. But I think the Congress needs to look at
our domestic policies, as well, that affect the efficiency of our econ-
omy and the ability to sell American goods, before it blames every-
thing on the Chinese.

I came to the Congress in 1989 and at that point Japanese bash-
ing was in style, and because we have lots of ties to Japan, I told
the Speaker at that time, Tom Foley, you know, I'll be glad to do
whatever I can to try and deal with this Japanese bashing. Let’s
talk a little bit about this rather than just simply blaming the Jap-
anese for everything.

Well, you don’t hear much about Japan today, but you do hear
more about China, and China is sort of slipping into our “they’re
the cause of our problem” role, and I think we have to be very care-
ful, as we look at our relationship with China, that we not say that
all the problem is out there and refuse to look at ourselves.

I'd like to talk just briefly about a couple of areas that I think
are important for us to think about. What this country has—cer-
tainly what this area has—is the highest quality and the most
skilled workers in the world. That didn’t happen by accident. That
happened by planning and by investing in the educational system
and in good labor laws that were enforced and gave people an op-
portunity to move up and become very good technicians and pro-
duction workers in this area. I think wages in the United States
will always be higher than those in China and I don’t foresee us
dropping down to China. That’s not going to happen, and it’s some-
thing we really can’t control, but there are some things we can con-
trol, and one of them is the whole question of a policy in this coun-
try for retraining.
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If you look at Europe, or look at a lot of places around the world,
you see the sort of ethos in the country that you are going to con-
tinue to learn throughout your working years, that the job you
start with is not the job you're going to finish with when you're 65
years old. You're going to train and maybe be laid off and then
train for something else. We make that very difficult in this coun-
try. It’s sort of up to the worker. Further, we have really not done
a good job in dealing with so-called displaced workers, and I think
that that is an area where the Congress and the Federal Govern-
ment really needs to take a very careful look, if we’re going to con-
tinue to compete with our foreign competition.

What’s happening right now in many respects is that we are
skimming off the rest of the world. You can see lots and lots of Chi-
nese and lots and lots of Indians and lots and lots of Russians and
all kinds of places around the world where we are skimming off
workers who are already trained, and bringing them in, rather
than training our own people. I think that that is a political issue
and a long-term investment issue that we really must deal with.

The issue of healthcare. I feel like Johnny One Note here because
I've been singing this song since I went to Congress, but the cost
of healthcare is rising nearly 10 percent every year, give or take
a few percentage points, and this impacts America’s employers and
their ability to compete worldwide. And I would have to respect-
fully disagree with the President. I do not think that malpractice
reform is the sole problem that has to be dealt with. Now, there’s
a whole series of other things, and to put the focus on malpractice
in my view is really not looking comprehensively at the problem we
face in this country. More and more employers are dropping their
healthcare coverage. You see Governor Schwarzenegger from Cali-
fornia already yelling at the White House, “You can’t cut my Med-
icaid budget.” Employers are simply shifting the cost of healthcare
to the Federal Government.

Wal-Mart, for instance, goes out, and when they hire somebody
they give them the applications for Medicaid in the states, so that
they can qualify for the local programs. When you see that kind of
thing going on you realize that healthcare is not something that is
going to go away, obviously.

In fact, we've got this huge industry making more and more pos-
sibilities. My mother is 95, my father died at 95, and Members of
Congress, many of us have parents in their nineties. It’s not un-
common. So we have an aging population, partly through the suc-
cess of our healthcare industry, and we have got to figure out a
more efficient way to pay for it.

Finally, I think that we need to strengthen the Federal pro-
grams, like the Federal-state unemployment insurance programs,
so that these programs can react more flexibly to the changing na-
ture of what’s going on. Our unemployment situation was set up
for a state that had fishing and lumbering. Well, you couldn’t get
out in the woods in the wintertime so everybody went on unem-
ployment for three, four months, then you got off, and you went to
work in the woods again. That’s how it was set up. And the same
is true for fishing. Sometimes you can’t go fishing, so you go on un-
employment, then you come off, and you go on—and then you go
back to fishing.
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Look at it in terms of how to make it the most flexible for the
layoffs and the ups and down swings of employment, and I really
think that our workers and the public are going to feel more and
more unrest, and feel more uneasy, if we don’t figure out a way to
deal with the unemployment situation.

So in summary, I would say that we must do more to shape our
trading relationship with China and with the rest of the world in
a manner that deals with outcomes that the American people are
willing to accept. We have to proceed with a two-pronged approach,
first by ensuring that we have an environment that allows employ-
ers and employees to be truly competitive, and secondly, by being
more forceful in demanding that our trading partners play by the
rules that we all agreed to.

I see that one of the things that’s happened is the Chinese
passed a law that prohibits procurement of anything outside of
China. We pass these laws in the Congress all the time. Buy Amer-
ica, buy America, buy America. Well, the Chinese have now decided
they’ll buy Chinese, and if you're going to have a free flow of trade
you've got to make sure you deal with things like that. You cannot
accept them, and suddenly say, we're not going to buy anything
that isn’t made in China. That is one of the things that we really
are going to have to look at.

The other thing is that I think what we see in Iraq is just a little
teeny piece of a much larger mosaic. We now have a new compet-
itor, and that’s the Chinese, in energy. I remember when I went
to China the first time. You could hardly cross the street because
there was a sea of bicycles. Well, if you go to China today there’s
no sea of bicycles anymore, it’s all cars, and it’s a big change be-
cause their use of energy is going to get them involved in a whole
lot of other places in competition with us. Just one little aspect of
that is their unwillingness to support efforts to end the abuses in
Sudan. Why? Because they’re buying Sudanese oil.

And this whole issue of the oil of Central Asia, how that oil gets
out from Turkmenistan and those areas under the Caspian Sea.
There are a lot of people that would like to have that oil. Europe
would like to have it, let’s take it through Turkey, maybe it should
go down through Iraq or Iran, or maybe it should go through Paki-
stan, or maybe it should go in the Xin Jiang and go into China.

There is a whole lot of our relationship with the Chinese that I
think we need to be thinking about now. Most people are unaware
of the huge growth in the use of energy by the Chinese, and I think
it’s one of those issues that’s coming down the road which we are
going to have to face, and you're faced with a very interesting prob-
lem, that is, trying to develop a consensus that you can present to
the Congress that we can implement in a national policy. We want
to be responsive to our own people, both the workers and the busi-
ness people, and business is very interested in what’s going on in
China in terms of their ability to outsource, and workers here
would like to have a job so they can buy the things that are coming
in. There is a real tension in this society, which I think you have
a huge challenge to meet.

So my congratulations on your willingness to sit and listen to
this and then go away and try and figure out. Now, what do we
tell the Congress to do?
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We'll wait with open arms and bated breath to hear your an-
swers. Thank you.
[The statement follows:]

Prepared Statement of Jim McDermott
A U.S. Congressman from the State of Washington

Chairman D’Amato, Members of the Commission, on behalf of my constituents
and the State of Washington, welcome to Seattle.

Seattle is such a fitting choice to hold this hearing on U.S.-China trade because
our businesses and our workforce symbolize both the challenges and opportunities
that result from our region’s strong trading ties with China.

By way of the Port of Seattle, Washington State exports to China many agricul-
tural products because we have some of the best fruits and vegetables found any-
where in the world. The increasing buying power of the Chinese and their growing
demand for our products hold substantial opportunities for America’s agricultural
industry, and Washington’s in particular.

Furthermore, the growing transportation and technological needs of China have
resulted in the sale of billions of dollars worth of commercial aircraft and computer
hardware and software manufactured or designed in Washington State. Trade liber-
alization with China has helped many of our local industries and supports thou-
sands and thousands of jobs and will continue to do so. As you know, however, we
are also feeling a downside to freer trade with China. The United States has a mas-
sive trade deficit with China that continues to grow, and alarms policymakers like
me.

Just this Tuesday, according to the New York Times, China reported that the U.S.
trade deficit with China grew for the seventh consecutive month, to a record $11.1
billion. So when my constituents ask what this trade deficit means, I have to tell
them it means that the United States bought $11.1 billion more goods and services
from China than we sold to them.

It means that the United States borrowed $11.1 billion from the Chinese to pay
for those goods and services we imported from China.

It means that we are going to—sooner or later—repay China $11.1 billion, plus
interest, just for our December 2004 purchases.

Our trade deficit with China is not popular and is eroding the public’s support
for the proliferation of free trade agreements that we currently are considering.

There are many reasons for our trade deficit with China, and I am sure that the
Commission is more familiar with those reasons than I am, but it appears to me
that China’s currency manipulation and cheap labor are among the most important.
Getting China to allow its currency to float will be a difficult thing to achieve, but
the United States must use every tool it has to push for such action. China has
come a long way in terms of economic reform and it has been rewarded for doing
those reforms, but, quite simply, the United States still has a lot of work to do to
eliminate the barriers to trade erected by China’s central government.

I read with great interest the report released this week by this Commission which
says that 1.5 million American jobs were lost between 1989 and 2003 because of our
trade deficit with China. I'm sure that there are economists that will quibble over
the numbers in the report, but even if the report’s numbers are off by a third, we
have still lost a million jobs because of a trading relationship with one country.

Over the last two years, the chorus of people who blame China for our economic
woes has grown louder. While I think the critics of U.S.-China trade have valid
points, I think that the Congress needs to look first at our domestic policies that
affect the efficiency of our economy and our ability to sell American goods and serv-
ices abroad, before it blames the policies of foreign governments for our problems.
I'd like to suggest a few areas where the Congress should begin working.

First, to retain and attract quality employers, the United States must have the
most productive, creative, and skilled workforce in the world. The wages of Amer-
ican workers may always be higher than wages of Chinese workers. It is something
we cannot control. But what we can control—what we can ensure—is that our work-
ers are provided real opportunities to attend postsecondary education and to obtain
the continuing education that will enable them to outcompete their foreign counter-
parts.

Second, we have to do something about healthcare in this country. Healthcare
costs are rising nearly 10 percent every year and they impact American employers’
ability to compete globally. President Bush may say that we can reform healthcare
by simply pursuing malpractice reform, but consider this: medical malpractice liabil-
ity represents two percent of all medical costs. So even if medical malpractice did
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not exist, the costs of healthcare would continue to soar. We need real healthcare
reform in this country. After all, how can we have the most productive workforce
in the world if our workers cannot get medical treatment, or if they go bankrupt
trying to pay for it?

Third, we need to strengthen the Federal programs, like the Federal-State unem-
ployment insurance program, so these programs can better react to the changing na-
ture of work in America and the fact that workers face a more unstable work envi-
ronment and a more competitive market than any previous generation.

In summary, I feel that we still have an opportunity to shape our trading relation-
ship with China, and with the rest of the world, in a manner that improves out-
comes for Americans. But we must proceed with a two-pronged approach by first
ensuring that we have an environment that allows employers and employees to
truly be competitive and, second, by being more forceful in demanding that our trad-
ing partners play by the rules to which they agreed.

Lastly, Mr. Chairman, I would like to take a moment to discuss with the Commis-
sion some troubling emerging issues. The removal of apparel quotas and the immi-
nent dominance of China in the textile and apparel industry will devastate the
economies of many poor countries. The ripple effect of the Multifiber Arrangement
is going be felt like a tsunami for some developing countries, particularly those in
sub-Saharan Africa.

China’s growing demand for energy is changing geopolitical dynamics all over the
world. Already, we find China resisting efforts by members of the United Nations
Security Council to take action to stop the genocide in Sudan. I believe this is be-
cause of China’s growing reliance on Sudanese oil. China is a key player in helping
control nuclear proliferation on the Korean Peninsula and as a result enjoys growing
influence in the region. Economically and geopolitically, China greatly impacts
America’s global influence and ability to protect its interests. Given that, I truly feel
that the United States should not only do more to ensure that China plays by the
rules of international commerce, I believe that we should do more to spur the de-
mocratization of China’s political system. After all, the reason that so many Mem-
bers of Congress supported Permanent Normal Trading Relations was that many of
us believed that economic liberalization would encourage democratic reform.

I thank the Commission for coming to this great city and would be happy to try
and answer any questions that you may have.

Discussion, Questions and Answers

Cochair BECKER. Thank you, Congressman. In just a few short
minutes you put your finger on just about everything we’re going
to cover here today, and it was very good and very accurate, espe-
cially your opening remarks on the deficit. You know, for years ev-
erybody just shrugged that off. The deficit with China now is in-
creasing between 20 and 25 percent every year. You figure that out
and it’s going to double—the deficit will double within about four
years. And when we look at jobs, when we look at what we’re try-
ing to do, the deindustrialization of the United States is what I call
it, the stripping of our industrial might, adds to the problem, be-
cause we literally can’t make a lot of the things that used to pro-
vide good jobs and good incomes in this country. I enjoyed your re-
marks very much.

I have a question. I don’t need to talk about the vibrancy of
Washington State’s export policy.

Congressman MCDERMOTT. You can do that.

Cochair BECKER. I can do that, okay. I will talk about it, then.

Washington State has a reputation for having the most vibrant
export policies in the country. I guess my question is: Is it by acci-
dent or is this by plan? Do leaders here have a plan as to what’s
going to happen in five years or 10 years down the road? Because
I sense that even within Washington, with a good solid export ban,
it’s starting to head south.

Congressman MCDERMOTT. Well, as I said a little bit earlier, I
think our relationship to China is both an accident of history and
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geography. We have the closest port to Asia. We’re a day shorter
to Asia than it is to Los Angeles. In fact if you were looking out
here this morning you were looking at the access to the railroads
that are going to Chicago. Some call this Chicago west. So some of
our involvement with China is really accidents of history and fate,
but I also think there’s been some planning.

There have been a lot of people working on this issue, and
they’ve seen it as, if you will, our advantage, and feel that there-
fore it should be fostered. The State has had a China relations com-
mittee, and before, a business council and Chinese friendship asso-
ciation. Recently, the Puget Sound regional council has taken an
aim at this issue. There are four counties around Seattle that are
a part of a regional council, and they’ve put together what they call
a Partnership for Prosperity, which is really an attempt to look at
how to create another 100,000 jobs here and deal with how to re-
main competitive with China.

So there are real efforts being made locally by local people to
deal with what’s happening. It’'s headed by a guy named Bob
Drewel, who used to be a community college president and then
went on to be a county executive in a county to the north. This is
King County you’re in right now. North of us is Snohomish County,
and he was the county executive up there. That’s where the naval
base is, in Everett, Washington. People all along this Sound have
worked together There’s been lots of competition between Tacoma
and Seattle, the ports and all the rest, but there’s also a lot of ef-
forts to work together to develop a plan. So it’s not been all by
chance that this happened. It is really people thinking about how
to make our port a good place for them to come. They could go
other places. They could go to San Francisco or they could go to Los
Angeles, even though it was another day on a boat, but we have
di)ne a very good job in the Port here trying to make it the best
place.

Our biggest competition, actually, is Vancouver. I sit on the
Ways and Means Committee and we constantly have delegations
coming back saying we've got to get rid of some of the taxes that
we put on shippers when they come in here because they could go
an hour north to Vancouver and get on the Canadian National
Railway and run into Chicago.

So we’re in a unique situation. We're not in the center of the
country, we're right on the edge, where we really actually have to
look at the Canadians, and I think you have to factor that into
your thinking as you think about Seattle and Washington State as
a port.

Cochair BECKER. Ambassador Ellsworth.

Ambassador ELLSWORTH. Thank you, Congressman.

Well, I too want to thank you for taking your time to come and
explain to us your views on this question of economic and security
relationships. It was a brilliant presentation, very subtle, very
nuanced.

Let me just ask a couple of questions to ask you to zero in on
a couple of points. One point was what we can do here to improve
our competitiveness vis-a-vis China, both with regard to exports
and with regard to imports. One of the things you spoke about was
training and education on a lifelong basis. This is my first question.
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What can the Federal Government do to stimulate and support and
help that kind of an effort? Because I really am a bug on education
and training, and I think that you're absolutely correct and it’s also
going to take time. The effects of it won’t be felt for maybe a gen-
eration, but we do have to start sometime. I would like you to
touch on that and then your thinking on it.

The other question is this. You spoke about the trade deficit and
so forth, but there is also, of course, a fiscal deficit. In this country
we have a huge fiscal deficit because of our budget deficit and the
fiscal policies of the government. And, of course, you realize, I'm
sure, that a lot of that is funded by the Chinese. They buy our gov-
ernment paper—I'm not sure that anybody knows exactly how
much, but it’s tens of billions of dollars per annum of our govern-
ment debt that piles up over there. What in your judgment are the
implications of that? Is that something that is sound for our gov-
ernment to be doing? I don’t. If it’s not, what can we do to stop it?

Those are my two questions, education and training, and the
Chinese accumulation of U.S. Government paper to fund our fiscal
deficits. Please.

Congressman MCDERMOTT. I think there are a number of things,
and you’re correct in picking up that what I'm talking about is the
lifelong learning issue. I hear from people here in Washington
State, Well, I got laid off at X, and I went back to the community
college and I got training in XYZ, and I went back and then they
said I was too old or they didn’t want to invest in me because I'm
54, and they didn’t want to hire me. The problem in this country
is that we don’t have a commitment to our own workers to say, If
you go get certain training we can put you in a different part of
the company because it’s changing. We’ve got all kinds of opportu-
nities. I can give you the situation in our own state: We have a def-
icit of four-year college seats for people that go to the community
college. You can go to your local community college, and supposedly
that guarantees you a seat in one of the universities in the state.
In fact, what happens is you don’t make it. We had 1,500 kids last
year that could not go from community college to the state level.
So then they have to go to a private school, where it’s much more
costly, and they probably can’t afford it. So we have put impedi-
ments in the way of our own kids, and I think that Washington
State is no different than a whole lot of other states, where there
has to be more investment done. If you will, to steal a line, per-
haps, from the president, maybe we should leave no worker behind.
There is really a situation where you are saying to our workers,
yes, things are changing, and it’s all up to you, but then they can’t
cope with it on their own.

The unemployment benefits have to be coordinated with their
ability to get a Pell grant or whatever. You can’t say to somebody,
well, if you're going to college you can’t go and get unemployment
benefits because you are not looking for work. We have very strin-
gent rules about how long you can get unemployment.

Correcting things that went on back in the 60s, which you may
remember, when a lot of college kids would work the summer, then
get on unemployment through the school year, then go out to work
again and then get back on. Well, you can’t do that anymore. In
fact, you can hardly do two things at the same time. So I really
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think that the Congress needs to look at the national use, not only
of our Pell grant and our aids and grants for college students, but
also the use of unemployment in coordination with somebody who’s
50 years old and would like to go back to work. I think that is
within our purview and that it’s something that ought to be dealt
with.

The issue of the deficit, I don’t know. I mean, you must be a real
conservative because I like to hear that. There are some guys in
the Congress who I consider real conservatives, who actually make
sense on this business about giving tax cuts and digging a huge
hole. I was in California last Sunday for the baptism of my first
granddaughter. There’s a year-and-a-half-old kid, and we’re just
shoveling debt onto her. She doesn’t even know it yet.

Ambassador ELLSWORTH. Yes, but the Chinese are financing it.
Does that make it all right?

Congressman MCDERMOTT. Well, there are certain problems with
having yourself funded from the outside, and I think that the Con-
gress has to begin to look at that as a threat.

There’s an old saying the Romans had that if I owe you a dollar
I'm in your debt but if I owe you $10,000 you're in my debt. We're
in the position now where we owe so much outside this country
that we could easily get into serious difficulty.

There’s an interesting book called The End of the Empire, by a
guy named Manuel Todd, where he talks about the cold question
of oil being denominated in Euros rather than in dollars, and if the
world economy suddenly decides we're going to denominate every-
thing in Euros because it’s a better currency than the dollar, we
are going to be in serious trouble.

The Chinese are our biggest debt holder. The Japanese are next,
I think, and then the EU in various pieces is the third. And as I
said in my opening remarks, that did not get one single comment
in the whole campaign. Neither one of them, Democrat or Repub-
lican, said boo about what I think is a huge issue that this country
has got to face. I think that this is one of the issues that this Com-
mission can point to and focus the light on for the Congress that
the Congress has to begin to think, What does it mean when we
owe all that money out to strangers? The Chinese are kind of in
a bind too. If they decide they want to pull their money out of the
United States and put it in the European Union, well, they need
us to buy stuff, they don’t want us to collapse. The very interesting
thing going on right now relative to Seattle is that the European
Union put sanctions on the sale of arms to China because of what
happened in Tiananmen Square in 1989. The EU just lifted the
sanctions

Didn’t lift them?

Commissioner TEUFEL DREYER. Not yet.

Congressman MCDERMOTT. They're getting close to it. Well, okay.
You know the nuance a little bit better than I do, but if I could
see it, I know it’s coming.

Commissioner TEUFEL DREYER. Yes.

Congressman MCDERMOTT. Because Airbus wants to sell in com-
petition to Boeing. You can see these things out there that tell you
this situation, as we have known it is changing radically, but I
don’t think the American population has any concept. You have
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more knowledge than 99.99 percent of the people in the United
States about the impact of what this relationship really is all
about, and I think it is incumbent upon you and I hope that you
will do a very direct and hard-hitting job at laying it out for the
Congress so they can’t miss the point.

Cochair BECKER. Congressman, can we take one more question
from the Chairman?

Congressman MCDERMOTT. Sure.

Chairman D’AMATO. Thank you very much, Congressman
McDermott. You’re very generous with your time. I just have one
more question that I think is so central to the future of this region,
in that there’s such a heavy component of technological develop-
ment and technology firms, Microsoft and Boeing being the leaders,
but tens of thousands of firms, high technology, and then you have
the problem with the Chinese unwilling or unable, or both, to en-
force their intellectual property protections. This last year the
American Chamber of Commerce in Beijing, in their annual report,
focused on this particular issue as the most important issue for
American business, and China was losing billions of dollars here,
and the Chinese government does not seem to be willing to do
much about it. So the question is: How much of this can we take
and do we need to get aggressive with regard to the Chinese, an
IPR protection, such as, for example, the question of bringing a dis-
pute settlement issue into the WTO framework or doing something
bilaterally? Just your views on it, given the fact that this region
is so vulnerable to these kinds of problems.

Congressman MCDERMOTT. As I mentioned earlier, there has
been a letter sent to the Chinese government by Members of Con-
gress on this procurement issue, and certainly it is one where we
are trying to apply some pressure. As to whether we should use the
WTO—you’re asking me a question that has many ramifications,
and I think that I understand that talking doesn’t necessarily al-
ways work, but I would exhaust every attempt in talking with the
Chinese about this before I exercised the sledgehammer of a WTO
action. Now with respect to Airbus and Boeing, and I think it’s fair
to say that Boeing has never been very eager to get involved in the
WTO, but there comes a point at which you’ve got to say, Hey,
look, this thing has got to stop.

That is one of those things that perhaps your Commission can
lay out for the Congress: how it should proceed in a step-by-step
manner. I don’t think we can continue to ignore it, because it’s only
getting bigger.

It used to be that a movie would be shown here in the United
States at a premier, and it would have already been on the streets
in China a week before, because somebody was sitting in a premier
somewhere and taped it on a video cam and away they went with
it. So we’ve been dealing with this kind of stuff for a long time. It
has not gotten better, and I think it’s about time for some real
strong actions to be taken.

I understand that in everything a knife cuts both ways, so you
have to be careful about what you say youre going to do. But I
think that you really have to at some point say, we’ve got to do
something about this.

Chairman D’AMATO. Thank you very much.
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Cochair BECKER. Thank you, Congressman McDermott, for a
very enjoyable presentation and giving some insights here that are
really very valuable to the Commission.

Congressman MCDERMOTT. Thank you very much.

Thank you for coming, and come back again.

OPENING REMARKS OF COMMISSIONER GEORGE BECKER
HEARING COCHAIR

Cochair BECKER. We’re not quite ready to start the first panel
yet but it’s all right for them to come up and sit down. I want to
make a few opening remarks myself on this. This is the fourth pub-
lic field hearing that we’ve had in the United States since early
last summer. We had one in San Diego, one in South Carolina, and
one in Ohio.

Our Chairman introduced me as Commissioner Becker, which is
fine. I want to tell you, though, I have another life, a rather broad
and extensive one in the labor movement. And the natural instinct
all my life has been to keep my ears close to the ground because
that’s where the workers are.

I've come to some definite conclusions concerning trade. America
does not exist solely for multinationals to play chess with the fac-
tories and move them around from one country to the other. The
heart and soul of America I believe are the small, medium-sized
and large but independently owned manufacturing companies.
There’s hundreds of thousands of them throughout the United
States. These are companies that employ American workers and
maintain American factories. And that’s what’s built this country’s
strong middle class and strong economy.

The South Carolina and Ohio hearings were unique. We're used
to seeing companies pit themselves against other companies and
unions but this wasn’t the case in either one of those two hearings.
They were very emotional hearings. Workers and companies came
together on the problems that they have in competing and sur-
viving. We've heard from a broad range of companies—steel, tex-
tiles, the rubber industry, the parts industry and machine tooling.
That’s a broad spectrum of America. And all of them, the compa-
nies themselves, the CEOs and the workers, were singing out of
the same songbook, so to speak.

In the case of the workers, there was a lot of despair and anger
over what has happened to them, a lifetime of work gone, wages
and benefits cut, the ability to support their families and meet
their needs and in many cases a loss of dignity and self-worth.

The companies, good companies, that had a sense of loyalty, both
to their workers and to communities, were trying very hard to stay
in business and compete as best they could. They have borrowed
monies, sometimes asked the workers for concessions if they had
to, but in the end many just couldn’t make it. They could not meet
what is commonly being known now as the “China price.” And it’s
getting harder and harder.

It wasn’t too many years ago, back in the mid-’80s and the ’90s,
when we talked about layoff problems and plant closures in the
United States, workers and companies were pointing fingers at
each other. In the steel industry, for example, the smokestack in-
dustry—and not just steel but other major industries in the United
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States—they talked of the rust belt. And everybody blamed the
other side for what was happening. That’s gone. What’s happening
in America today is everything is up for grabs. China has expanded
from the low-tech items that they used to make into advanced tech-
nology products, into high-tech. Everything is at risk. Hand tools,
machine tools, the whole works.

So it’s changing, and they are plenty of signals out there that we
need to and our government needs to like the Congressman said.
I'll add a few more pieces of evidence. Our manufacturing base in
America is being ripped right out from underneath us. We’re being
flooded with cheap imports; we have a soaring trade deficit that I
said is increasing at the rate of 20 to 25 percent every year, with
no end in site. We have an exchange rate problem that China’s
money is undervalued that nobody wants to deal with. It’s been es-
timated anywhere from 15 to 40 percent.

Our government has also failed to enforce WTO rules and other
rules that we have in trading with China. And, we have an incred-
ible loss of jobs and plant closure problems in the United States.
So here we are in Seattle.

We had two exciting hearings in South Carolina and in Ohio
where we received insightful testimony as to what is happening
from workers and companies in those areas, and we hope we will
get the same thing here in Seattle.

With that we’ll go forward with the first panel.

Mr. Joseph Borich, Executive Director of the Washington State
China Relations Council in Seattle, Mr. Rick Bender, Washington
State Labor Council, AFL-CIO, in Seattle, and Dr. Robert Scott,
Ph.D., Director of International Programs for the Economic Policy
Institute in Washington, D.C.

We'll proceed in the way that I introduced you, and we will keep
comments to seven minutes. They will be timed. Then the Commis-
sion will ask questions, and each one of the Commissioners will
limit their examination to five minutes. Thank you, and we’ll start
with Mr. Borich.

[The statement follows:]

Prepared Statement of Commissioner George Becker
Hearing Cochair

The Commission is pleased to be meeting today in Seattle to continue its com-
prehensive investigation of how the U.S.-China trade and investment relationship
is affecting vital regions and sectors of our economy. This is the fourth in a series
of field hearings the Commission has held across the United States since early 2004.

Before we begin I would like to join the Chairman in thanking Representative Jim
McDermott for taking time out of his busy schedule to speak before the Commission
and kick off today’s hearing.

In June of last year, the Commission issued our second comprehensive report to
Congress. We did so with a unanimous vote—Democrats and Republicans, Commis-
sioners with varied backgrounds in government and in the private sector. While the
Commission’s report is comprehensive, it’s conclusion was simple: “a number of the
current trends in U.S.-China relations have negative implications for our long-
term economic and national security interests, and therefore that U.S. policies in
these areas are in need of urgent attention and course corrections.”

Washington State’s economy is deeply involved in trade with Asia, which is the
destination of almost half of Washington State’s exports. China is the destination
olfl' almost 10 percent of Washington exports—the third largest export destination for
the state.

The key Pacific Northwest industries we are focusing on today—aerospace, high-
tech, agriculture, forest products, and shipping—have all been affected by China’s
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rise as an economic and technology power. These industries see China as a vital
market, but they also face major challenges from China’s own development in these
sectors. How these industries seize these market opportunities and meet these chal-
lenges has ramifications not just for the Pacific Northwest economy, but also for the
U.S. economy as a whole.

There are several key concerns that the Commission hopes to explore today. First,
U.S. aerospace and aviation industry corporate strategy has focused on China as
both a manufacturing base and a consumer market. The Commission is deeply con-
cerned about the transfer of aerospace jobs and technology to China. The loss of
high-paying quality jobs is a blow to the well-being of working families, while the
transfer of technologies risks creating a future commercial rival and also holds na-
tional security dangers. Companies may see such transfers as being in their private
interest, but is it in the national interest? And is China applying illegal pressures
to force companies to transfer production as a condition for winning contracts?

Second, high-tech and software companies such as Microsoft are finding China to
be a desirable place to locate high-end R&D. Again, this erodes the high quality job
base in the U.S., while shifting of R&D centers may undermine U.S. high-tech lead-
ership. Again we must confront the question of whether what is good for companies
at the individual level is also good for the nation.

Third, we will be looking at the apple and mint industries and the forest product
industry. Apple and mint producers have battled with China over unfair trade prac-
tices and there are reports of China subsidizing its own forest product industry. All
of these industries are at a competitive disadvantage because of China’s under-
valued currency. This suggests that agriculture and forest products have some of the
same unfair China trade concerns as manufacturing.

Lastly, given that the Pacific Northwest is a key shipping hub for U.S.-China
trade we want to understand the components of this trade—what is being shipped
into the area, and how has the mix changed over time. This can give us a window
into the nature of recent developments in the Pacific Northwest.

In general, we want to understand not only how industries are fairing in their
trade with China today, but where current trends will likely take them in the next
decade. I look forward to a fruitful and engaging dialogue with the panelists.

Our first panel will present an overview of Washington State trade and invest-
ment with China. We are pleased to have with us Joseph Borich, Executive Director
of the Washington State China Relations Council. Mr. Borich will discuss the Wash-
ington State-China trade and investment relationship from the perspective of pri-
vate businesses. Next we have Rick Bender, President of the Washington State
Labor Council, who will discuss labor’s perspective on this relationship. We will
close the first panel with a presentation by Dr. Robert Scott of the Economic Policy
Institute. Dr. Scott will present the findings from a recent commissioned study on
the employment effects of U.S. trade with China.

We will break for lunch around noon before beginning our afternoon panels deal-
ing with the software and high-tech industries and the agriculture, forest products,
and shipping and maritime industries.

We will hear from the witnesses in the order in which they were introduced. So
that all of the Commissioners can have adequate time to discuss these important
issues with the witnesses, we ask that each witness speak for no more than 7 min-
utes. At the end of the panel’s presentation, each Commissioner will be recognized
for 5 minutes.

We are very pleased to be in Seattle today and I look forward to today’s discus-
sion.

PANEL I: WASHINGTON STATE TRADE AND INVESTMENT
WITH CHINA

STATEMENT OF JOSEPH J. BORICH, EXECUTIVE DIRECTOR
WASHINGTON STATE CHINA RELATIONS COUNCIL
SEATTLE, WASHINGTON
Mr. BoricH. Thank you, Commissioner Becker, and let me begin
my remarks by saying that I would really like to express my
thanks and appreciation to the Commission and to you personally
for inviting me to meet with you today. And let me also say that
I can assure you that while I have not always agreed with the spe-
cific conclusions and recommendations that the Commission has
drawn over the past four years, I nevertheless recognize the impor-
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tance of your mandate and I support your work overall. And in
keeping with your expectations, I'll keep my remarks brief and
limit myself to what I believe are the more salient points of my
written testimony.

The organization I represent, the Washington State China Rela-
tions Council, is a 25-year-old association of Washington busi-
nesses, academic institutions and cultural organizations, all of
which have a significant stake in China, and therefore in maintain-
ing constructive and stable relations between the U.S. and China.
Our organization, with more than 130 members, includes many
names familiar to the Commission, I'm sure: The Boeing Company,
Microsoft, Weyerhaeuser, Starbucks, PACCAR, Costco Wholesale,
University of Washington and Washington State University, among
them. I should hasten to add, though, that our organization also in-
cludes scores of small to medium-sized businesses as well as sev-
eral significant agricultural organizations in the state.

Washington is one of only a handful of states willing to support
an organization whose sole purpose is to create and strengthen
commercial, academic and cultural ties with China. Among these
few states, the Washington State China Relations Council is by far
the oldest such organization. Founded in 1979, our first executive
director was Dr. Robert Kapp, who until recently was president of
the U.S.-China Business Council and who I believe has appeared
several times before this Commission.

The reason why the State of Washington has supported and con-
tinues to support an organization like the China Relations Council
is simple. International commerce is absolutely essential to the vi-
tality of the state’s economy, and China is the state’s third-largest
and fastest growing trade partnership.

Overall international trade, both exports and imports, supports
about one job in three in the state of Washington. By the end of
this year exports alone will support nearly one job in three. We are
in fact the most trade-dependent state in the union.

Two-way and throughput trade between Washington and China
in 2003 exceeded $15 billion—I'm not sure of the exact figure, it
won’t be out for a couple more months, but it was significant—of
which sales of Washington products to China accounted for about
3.2 billion.

Now, although transportation equipment, in particular aircraft
and aircraft parts, accounted for more than half of all of Washing-
ton’s sales to China in 2003, our exports to China were spread
among more than 80 industries. In fact, there is scarcely a sector
of this state’s economy not involved in some way with China trade,
and on a per capita basis Washington trades more with China than
any other state.

A recent study by the Washington State Department of Commu-
nity Trade and Economic Development ranked China as the num-
ber one future export market by Washington State companies. We
believe that Washington is ideally positioned to see further growth
in trade with China, as well as rapid expansion of two-way invest-
ment in the coming years. As a center for information technology,
biotechnology and medicine, aerospace, agriculture and environ-
mental technology, Washington has the products, technologies and
services being sought by China’s producers and consumers.
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In sum, we see a very strong and continuing linkage between
this state’s economic prospects and the China market. That said,
the China Relations Council and its members recognize that there
remain significant challenges to doing business with China. As an
organization, we believe that China’s speedy and full implementa-
tion of its WTO commitments and those made to the U.S. in our
bilateral market access agreement offer the best prospects for miti-
gating those challenges and giving Washington businesses, farmers
%I}lld workers fair access to the benefits of commercial relations with

ina.

While we have a number of concerns regarding nontariff barriers
restricting the flow of Chinese imports and remaining limits on
services, including trading distribution rights, our chief concern is,
and will likely remain for some time, inadequate protection in
China of intellectual property. Washington companies own some of
the world’s most important trademarks, patents, copyrights and
proprietary technical information. The threat to our companies of
having to compete with Chinese knockoff products and of damaged
corporate reputations because of inferior Chinese products
masquerading as originals not only in China but globally is very
costly to Washington State China Relations Council members and
to our state as a whole.

And let me add just briefly, I don’t think it’s a question of will,
I think China is concerned—at least as concerned as we are about
better protection of intellectual property. After all, there is a grow-
ing corpus of domestic intellectual property in China that is equally
vulnerable as foreign intellectual property in China, and China’s
leadership is well aware that if stiffer measures aren’t taken, that
not only foreign investment in China but domestic investment in
China will become problematic. There is much that remains to be
done in this critical area, and we hope that the Commission will
continue to focus on the problem.

That concludes my formal presentation. I'll be pleased to take
your questions at the appropriate time, and thank you again for
providing me with this opportunity to meet with you.

[The statement follows:]

Prepared Statement of Joseph J. Borich, Executive Director
Washington State China Relations Council, Seattle, Washington

Thank you for inviting me to meet with you today. The organization which I rep-
resent, the Washington State China Relations Council, takes a keen interest in the
work of the Commission and in government policies and legislation in general that
could enhance, or detract from, constructive, stable and mutually beneficial relations
between the United States and China.

The reason for this is simple: international commerce is absolutely essential to the
vitality of this state’s economy, and China is our third-largest and fastest growing
trade partnership.

International trade has always played a key role in Washington State’s economy.
In 2003, Washington exports to its top 50 markets were valued at over $34 billion
(total income for the state in 2003 was $193.7 billion). Over the past 30 years,
Washington exports have contributed to nearly one-half of the state’s new jobs. It
is estimated that by the end of 2005, one in three jobs in Washington will be di-
rectly or indirectly supported by international sales. Already, Washington exports
support one job in four; if you add in imports, the proportion of jobs supported by
international trade goes to one in three. Washington is the most trade dependent
state in the nation.

Washington’s leading export industry sectors in 2002 remained key sectors in
2003. After aerospace-related exports which were valued at over $20 billion in 2003,
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the top performers were oil seeds/fruit/grain ($1.6 billion), electric machinery/sound
and TV equipment ($1.4 billion), industrial machinery ($1.4 billion), cereals ($1.1
billion), optic/photo and medical/surgical instruments ($809 million), mineral fuel
($735 million), and wood products ($679 million). Although not counted in merchan-
dise trade statistics, the sale of Washington services to China—from architecture to
software—would add tens of millions more to our total exports to China.

Two-way and throughput trade between the State of Washington and China in
2003 totaled over $15 billion, of which sales of Washington products represented
$3.2 billion. Leading sectors included aerospace ($1.78 billion), oil seeds/fruit/grain
($878.3 million), iron and steel ($61.6 million), industrial machinery ($60.2 million),
optic/photo and medical/surgical instruments ($49.8 million), pulp and related prod-
ucts ($45.9 million), seafood ($40.5 million), and wood products (g33.8 million). But,
Washington exports to China were spread among more than eighty industries.
There is scarcely a sector of this state’s economy not involved with China trade. On
a per capita basis, Washington trades more with China than any other state; in ag-
gregate terms we would rank number two or three.

That is why China is so important to Washingtonians. That is also why Wash-
ington business, agriculture and academic institutions created the Washington State
China Relations Council 25 years ago and continue to support this organization
today. (I would note here parenthetically that the first executive director of the
WSCRC was Dr. Robert A. Kapp.)

The WSCRC is the oldest state-level, non-profit organization promoting commer-
cial, academic and cultural relations with China. Our more than 130 member com-
panies, colleges and universities and cultural organizations range from the largest
in the state (in some cases, largest in the world) to some of the smallest. They rep-
resent manufacturing, services, agriculture, transportation and high-tech—virtually
everything this state has to offer. They support the WSCRC because of China’s im-
portance to their overall goals and because the WSCRC assists them in meeting
their goals. Beyond supporting our members, the WSCRC is committed to strength-
ening grassroots ties with China, deepening mutual understanding and developing
business, academic and cultural opportunities in China for our state.

How do we accomplish this? Let me cite a few recent examples:

e October 26-27: “U.S.-China Economic Summit.” Together with our partners,
China’s Development Research Center (its top economic think tank) the Na-
tional Committee on U.S.-China Relations, and the law firm Dorsey and Whit-
ney LLP, we brought to Seattle American and Chinese economists, government
officials and business executives to discuss China’s development strategy and
Sino-U.S. economic relations. Among the discussion topics were China’s current
economic situation and future prospects, its reform and development strategy;
China’s rural development and agricultural trade with the U.S.A.; intellectual
property protection as it relates to foreign investment and economic cooperation;
and further development of rule of law and government transparency.

e October 19-21: “Market Access Strategies 2004—China’s Environment,” held in
Seattle, brought 40 Chinese environmental professionals to participate in a spe-
cial program promoting business in Washington environmental products, equip-
ment and services by giving the Chinese access to cost-effective and practical
information on environmental technologies, management, and policy and com-
pliance issues. We expect to follow up this program with an environmental in-
dustry study mission to China in the fall of 2005.

In addition, we will be hosting another event later this month, “World Expo 2010:
Shanghai’s Emergence as a World-Class City,” that will provide Washington State
companies an opportunity to interact directly with the Shanghai World Expo Orga-
nizing Committee, which is responsible for procuring the billions of dollars worth
of products, technologies and services Shanghai will need as it prepares to host the
2010 World Expo.

We also work closely with the Washington State government and private organi-
zations to promote exchanges with China. Delegations from Washington State co-
organized by the WSCRC included those led by Governor Locke in 1997 and 2003;
Washington State’s Secretary of State in 1999; the Trade Development Alliance of
Greater Seattle in 2000; and the Seattle Chamber of Commerce in 2003. In that
same vein the WSCRC has also hosted many delegations from China, including one
led by China’s Minister of Commerce.

We firmly believe that more contact at all levels, not less, serves the overarching
interests of both countries and brings benefits—both tangible and intangible—to the
residents of this state.

Another service the WSCRC provides (primarily to its members) is a periodic
newsletter, the “China Update,” which provides reporting on and analysis of current
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events and trends in China and in U.S.-China relations. I have appended several
articles from the “China Update” for your reference.

I apologize if I have gone on at too great a length in describing the WSCRC and
some of its activities. I did so to underscore the fact that business and academe in
Washington support the WSCRC and its activities precisely because of the impor-
tance this state attaches to China. Although I am not at liberty to discuss the activi-
ties or business plans of any WSCRC member (or, indeed, any company or organiza-
tion), I can say that in general for Washington business China is already, or is rap-
idly becoming, the most important foreign market and key factor to overall success.

A recent study by the Washington State Department of Trade and Economic De-
velopment ranked China as the No. 1 future export market by Washington State
companies. We believe Washington is well-positioned to see further growth in trade
with China, as well as expansion of two-way investment in the coming years. As
a center for information technology, biotechnology and medicine, aerospace and envi-
ronmental technology, Washington has the products, technologies and services being
sought by China’s producers and consumers. Washington companies have a rich his-
tory of business relations with China and are keen to expand commercial ties both
here and in China.

The above notwithstanding, the WSCRC and its members recognize that there re-
main significant challenges to doing business with China. As an organization we be-
lieve that China’s speedy and full implementation of its WT'O commitments offers
the best prospect for mitigating those challenges and giving Washington businesses,
farmers and workers fair access to the benefits of commercial relations with China.

As the dramatic growth in most categories of our state’s exports to China over
the past three years indicates, the half of China’s WTO glass that has been filled—
especially on tariff reductions—has had a salutary effect on our state’s economy and
underscores for us the desirability of China fulfilling the rest of its commitments
in a timely manner. Among our concerns are the sometimes capricious and opaque
applications by China of standards-related actions in agricultural and high-tech
trade that seem designed primarily to interfere with imports of certain products and
technologies. We also have considerable interest in China meeting its commitment
to grant trading and distribution rights to companies both foreign and domestic li-
censed to conduct business in China.

I think it is fair to say, though, that our chief concern is, and will likely remain
for some time to come, inadequate protection in China of intellectual property.
WSCRC members and, more broadly, Washington companies own some of the
world’s most significant trademarks, patents, copyrights and proprietary technical
information. The threat to our companies of having to compete with Chinese knock-
off products and of damaged corporate reputations because of inferior products
masquerading as originals not only in China, but globally is very costly to WSCRC
members and our state.

We applaud the efforts China has made to strengthen the legal framework for
protecting intellectual property. We further applaud the detailed plan enunciated in
September 2004 by Vice Premier Wu Yi to put teeth in China’s legal protections
through education programs and tougher enforcement. It is certainly in China’s in-
terests to turn this problem around. Unfettered theft of intellectual property risks
curtailing not only additional foreign direct investment, but the contributions of do-
mestic creativity that are vital to China’s economic development. There is much that
remains to be done in this critical area. We trust that this Commission and the Ad-
ministration will continue to focus on the problem.

If I may, I would like to offer a few general observations based on my experiences
as a Foreign Service Officer for 25 years—most of that time working in China, or
%I/}Sg%iéla issues in the State Department—and as the Executive Director of the

e For the past twenty-five years, China has been embarked on a program of
transforming its economy, and with remarkable success. Yet, it remains in
many respects a fragile economy with great disparities among various regions
and sectors. China’s economy will strain to meet the rising demands of a popu-
lation already more than 1.3 billion and projected to grow to about 1.6 billion
by the middle of this century. China’s principal concern over most of this cen-
tury thus will be how to achieve balanced, steady growth and development
throughout the country. China’s economy still has many structural weaknesses
that, in the short run at least, are likely to be exacerbated by its accession to
the WTO. So, too, is social and political cohesion fragile in some respects. It
may well be that the threat from China—if there ever is one—will result not
f&gm the success of its modernization effort, but rather from the failure of that
effort.
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e A constructive, cooperative partnership between China and the U.S. must be
the foremost foreign policy goal for both governments in this century. How well
both sides manage that relationship will largely determine whether the 21st
century is remembered as one of peace and prosperity, or one of conflict and
suffering. Although there are many areas where our interests are identical or
are in parallel, there are and will likely remain fundamental differences in our
two systems. Given the importance of each country for the other, we must con-
tinue to manage our differences successfully. Therefore, both sides need to keep
their list of expectations short and focused on what is truly essential to our re-
spective national interests.

e Try though we may, we are not going to “fix” China. The threat of sanctions
and other coercive actions have simply not worked and always carry the risk
of unintended (and unwanted) consequences. We can, perhaps, influence China’s
policies and the course of its development—at least on the margins—but only
if we remain fully engaged from the head-of-state level on down to the grass-
roots. While “engagement” may sound like a truism, it is not without obstacles
whether intended or not. I am referring here specifically to the policy and prac-
tice of U.S. visa processing in China. Long delays and the high rate of refusals
for Chinese applying to come to Washington for business or study are seriously
impairing our state’s businesses and educational institutions.

e Finally, I must question the wisdom for reconsidering our one-China policy. As
then-Director of the State Department’s Taiwan Coordination Staff from 1992—
1994, I had a role in a full-dress, interagency Taiwan policy review. Although
room was found for a few marginal adjustments to that policy, the core prin-
ciples as embodied in the three Joint Communiqués and the Taiwan Relations
Act could simply not be voided or substantially altered without putting at se-
vere risk stability in the Taiwan Strait and indeed, East Asia as a whole. As
inelegant and unreflective of the dramatic changes in Taiwan that have oc-
curred as this policy might be, I would posit that for the United States there
are still no good alternatives to continuing to encourage both sides to seek a
peaceful resolution.

Thank you again for the opportunity to offer my comments today.

APPENDIX
EXCERPTS FROM THE “CHINA UPDATE”

RENMINBI REVALUATION—PROS AND CONS (AUGUST 2003)

Assuming that the U.S. Government and not markets should be managing trade
with China (an assumption I would not support), persuading Beijing to revalue the
RMB vs. the U.S. Dollar is probably the least government-intrusive means of low-
ering our trade deficit. Increasing the value of the RMB should in theory make Chi-
nese exports to the U.S. more costly, while lowering somewhat the price of U.S.-
made products sold in China.

The RMB is currently trading within a very narrow range of 8.276-8.28 to the
U.S. Dollar, a peg it has maintained with great consistency (even through the Asian
financial crisis of the late 1990s) since it scrapped its dual currency system in 1994.
Over the past year or so as a weak economy and burgeoning trade deficits lowered
the U.S. Dollar against the Euro (it would also have probably declined against the
Japanese Yen except for repeated interventions by Japan’s central bank) the pegged
RMB has dropped with it, effectively mitigating a price increase for Chinese exports
and giving no advantage to U.S. exporters. Some economists estimate that the RMB
is currently undervalued by anywhere from 15—40 percent.

But, determining just how undervalued the RMB is (if at all) cannot be easily ac-
complished. Basing a determination solely on China’s current account surplus and
foreign exchange reserves is misleading. Since China maintains capital controls, for-
eign currency cannot move freely in and out of China. If those controls were lifted
and Chinese citizens were free to exchange their collective equivalent of over USD1
trillion in savings for Dollars or Euros and invest or spend them abroad, there could
be a run on foreign, convertible currencies creating pressure to drive the RMB value
even lower than it is now. So, dropping capital account controls and allowing the
RMB to float freely against other currencies might have the opposite effect from
what Treasury Secretary Snow and others are seeking.

Even if China’s government allows a limited revaluing of the RMB and estab-
lishes a new peg at a somewhat higher rate the effect on overall trade flows for the
U.S. and Europe will probably be very limited to non-existent, even if it lowers mar-
ginally the U.S.” bilateral trade deficit with China. Much of what China exports to
the U.S. are labor intensive products such as toys, footwear and textiles. As China’s
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share of the U.S. market for such products has grown to over 60 percent in the last
decade, so has Taiwan’s, South Korea’s and Hong Kong’s combined share declined
by roughly the same amount. Forcing up the import costs of such products from
China by revaluing the RMB will not bring manufacturing and jobs back to the
U.S.; rather, it will drive production to even lower-cost countries.

High-end products such as computers are for the most part assembled rather than
manufactured in China. The sophisticated components that inform high-end prod-
ucts are largely manufactured in the U.S., South Korea and Taiwan, then put to-
gether, encased and (somewhat misleadingly) labeled “Made in China” by low-cost
Chinese workers. In fact, over half the value of China’s imports and exports is ac-
counted for by this kind of export processing.

At the same time that trade with China and other Asian countries continues to
grow rapidly and our trade deficit with China is mushrooming into uncharted terri-
tory, our overall trade deficit with Asia is declining as a percentage of our global
trade deficit. This is so because of trade displacement within Asia (i.e., Japan, South
Korea, Taiwan, et al. shifting production of U.S.-bound exports to China), and the
growing share of the U.S. market going to the EU, Canada and Mexico. Revaluation
of the RMB may slow the trade displacement trend within Asia, but it will do little
or nothing to ease our global trade deficit.

But, you may ask, wouldnt RMB revaluation boost sales of U.S. products in
China, even if it does next to nothing to reduce U.S. imports? Perhaps somewhat
in the short run, but U.S. investment in China is increasingly aimed at China’s
large and rapidly growing domestic market, and thus is substituting for direct ex-
ports of products manufactured in the U.S. A significant lowering of imported goods
prices because of a RMB appreciation might create a temporary spike in U.S. ex-
ports to China of both producer and consumer products, especially now that both
producers and consumers there are ramping up spending. But over time more and
more of Chinese demand for U.S. products will be supplied by U.S. manufacturing
in China.

In any event, the arguments for and against RMB revaluation may be moot, at
least for the time being. Despite some indications in July 2003 that Beijing was con-
templating both a wider trading band for the RMB and eventual relaxation of cap-
ital account controls, China’s Premier Wen Jiabao in early August 2003 said that
“To keep the stable RMB will not only benefit the stability and development of the
economic and financial order in China, but also the economic and financial order
of surrounding countries, and the international economic and financial order.” In
other words, relaxing currency controls and allowing the RMB to float would, in the
opinion of China’s government, put the future development of China’s burgeoning
but still relatively underdeveloped economy and the global financial system at con-
siderable uncertainty if not outright risk. In that, Premier Wen is probably right,
although not for reasons that redound to China’s glory. The possibility of unob-
structed capital flight and the impact on China’s state banking system of suddenly
exposed $500 billion in bad (and mostly unrecoverable) loans should give pause to
China’s Premier, and the heads of central banks everywhere.

SUMMER OF OUR DISCONTENT (JULY 2004)

Although the threat of imminent conflict in the Taiwan Strait remains relatively
low, tensions there have risen steadily over the past five months since the re-elec-
tion of Taiwan’s President Chen Shui-bian. Despite the close margin of victory
(Chen won by about 30,000 votes of the 13 million cast and the two referenda he
placed on the ballot were both defeated under Taiwan’s referendum rules), the wide-
spread view is that Chen will not be deterred from pursuing his pro-Taiwan inde-
pendence agenda, especially if the DPP and its coalition partners win a victory in
the legislative elections coming later this year.

The expectation that there will be four more years of Taiwan independence sa-
lami-slicing by Chen has raised alarm in Beijing, led to rancorous debate over the
PRC’s recent “soft” policy toward Taiwan, and created a fair amount of consterna-
tion for U.S. policymakers. And, although Chen sought to assuage in his second in-
augural address the most extreme concerns over his quest for Taiwan independence
(as he did in his first inaugural in 2000), he nevertheless left the door wide open
for future referenda, as well as a “re-engineering” of the ROC constitution during
his second term. While “re-engineering” apparently does not include such explosive
issues as a name change for Taiwan or a declaration of independence, it probably
does include, at minimum, the Taiwan indigenization of the ROC constitution
which, inter alia, would almost certainly embed in it the concept of Taiwan sov-
ereignty.
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Relations across the Taiwan Strait remain essentially frozen with no prospect in
the near term, at least, for a resumption of cross-Strait dialog. Beijing will not drop
its insistence that Taiwan accept the “one-China” precondition for the resumption
of dialog, nor will Chen accept that precondition. The political impasse weighs more
heavily on Beijing than it does on Taiwan, or at least on Chen Shui-bian. With no
apparent prospect that Chen will ever yield to Beijing’s “one-China” precondition,
or even treat with the PRC under any conditions save Beijing’s acceptance of Tai-
wan sovereignty, the long simmering debate in the PRC over how to deal with Tai-
wan is reaching full boil again.

In the 1996 and 2000 Taiwan elections, the PRC sought to influence the outcome
by adopting hard line tactics. In 1996, the PRC launched massive joint force mili-
tary exercises near the Taiwan Strait that included test missile firings over the
northern and southern tips of Taiwan. In 2000, China’s top leadership warned of
“dire consequences” if Chen were elected. In both cases, the hard line approach
failed to achieve Beijing’s desired result. Mindful of that fact and aware of the grow-
ing economic integration between Taiwan and the PRC, China’s leadership opted
more recently to foreswear cruder attempts to influence political outcomes in Tai-
wan and focus instead on maintaining Taiwan’s international isolation while playing
the economic integration card for all it was worth. The judgment behind this policy
shift was that as time went on, frustration in Taiwan over diplomatic isolation plus
the growing attraction of the PRC’s increasingly powerful economy would make
some kind of cross-Strait accommodation a plausible alternative for the majority of
Taiwanese.

This policy and the judgment behind it failed its first test in the 2004 Taiwan
elections, though not by much. Although Beijing might take some solace from the
whisker-thin majority that Chen received, they could do so only by choosing to ig-
nore the fundamental political and socio-cultural shift that has taken place in Tai-
wan over the past four years. That shift does not auger well for a Taiwan embrace
of the Mainland. The process of “indigenization” is now well underway and with it,
the increasingly widespread acknowledgement among Taiwanese that they are po-
litically, culturally and historically distinct from their cousins on the Mainland. This
tectonic shift toward a distinct self-identity has been accompanied by a similar shift
in the political center of gravity in Taiwan. As recently as the 2000 election the
KMT was able to include in its platform a call for eventual reunification. By 2004,
the coalition “Pan-Blue” successor to the KMT was forced to spend a good bit of its
campaign defending its candidates against DPP charges that they were too close to
China and not pro-Taiwan enough. In short, the differences among political parties
in Taiwan over whether Taiwan should seek any arrangement with the PRC has
narrowed greatly, and shifted toward the “no deal” end of the spectrum.

This shift has left Beijing without an effective Taiwan policy. The dwindling num-
ber of “soft approach” advocates cling to the view that indigenization need not inevi-
tably lead to permanent, sovereign separation (or a Taiwan Strait conflict to prevent
that from happening), and that even an indigenized Taiwan could still be persuaded
to join in some arrangement with the motherland especially if the PRC continues
on the course of economic and political reform.

Nevertheless, Beijing hardliners seem once again on the ascendancy. The PRC, for
example, was quick to use the divisive Taiwan election and angry demonstrations
that followed in its immediate aftermath as a possible pretext for direct interven-
tion, stating that China could not stand idly by if Taiwan descended into chaos.
More recently, the PRC has chosen to give significant publicity to its annual mili-
tary exercises in the Taiwan Strait, in contrast to the low key approach it had taken
in recent years. This year’s exercise involved 18,000 troops, the largest force assem-
bled for this exercise since the near-crisis in the Taiwan Strait in 1996. Moreover,
this year’s exercise featured a display of virtually all the high-tech equipment in the
PLA’s arsenal. More thought is reportedly now being given in Beijing toward a pos-
sible early “surgical strike” against Taiwan, rather than wait until after the 2008
Beijing Olympics for a larger scale and possibly prolonged conflict.

Whether anticipating the worst or simply seeking to send signals of its own, Tai-
wan has also stepped up military exercises and publicity of its war preparedness.
For the first time since the late 1970s, Taiwan this summer resumed practice take-
offs and landings of its fighter aircraft on Taiwan’s expressways near air force
bases, an emergency procedure that would be put into play if its bases were knocked
out by PRC air strikes. Taipei is also reportedly seeking Singapore’s and the Phil-
ippines’ cooperation to evacuate Taiwan’s leaders in case of war.

Heightened tensions in the Strait have been abetted somewhat by the unfortunate
timing of Pentagon activities. Unprecedentedly large-scale U.S. Navy exercises this
summer culminated in positioning seven of the twelve U.S. carrier groups within
striking distance of the PRC in July. In June, U.S. war game planners proposed
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that in the event Taiwan were attacked by the PRC it could retaliate by hitting high
value PRC targets such as the Three Gorges Dam.

Although it is extremely unlikely that the U.S. political leadership intended either
of these activities as a signal to Beijing (and, in fact, the White House was probably
not aware of the war games proposal until after the media got a hold of it), the reac-
tions in both Beijing and Taipei served to underscore once again the unavoidable
shadow that the U.S. casts over the Strait, whether we like it or not. That being
the case, our policies toward the Mainland and Taiwan must be clear and con-
sistent. They are currently neither, thus raising the risk of conflict in the Strait.

President Bush made clear upon taking office that he wanted to end nearly 30
years of creative ambiguity over our relations with Taiwan and the Mainland. As
an outgrowth of that desire, two salient points have emerged over the past three
years that sum up the Bush Administration policy toward the issue of cross Strait
relations. Point one was delivered in April 2001 when Bush said that the U.S. would
“do whatever it takes” to defend Taiwan if it were attacked. Point two surfaced dur-
ing a press conference with PRC premier Wen Jiabao when he warned against uni-
lateral action by either side that could destabilize the Taiwan Strait. On the latter
point, he was specifically referring to President Chen’s just-announced plan to con-
duct a referendum in conjunction with the March 2004 Presidential elections in Tai-
wan. There are also two other points to our policy which did not originate with the
Bush Administration, but which the Bush Administration has embraced—that the
U.S. does not support Taiwan independence and that it desires a peaceful outcome
to the Taiwan Strait issue, one that is acceptable to both sides.

On the surface we appear to be delivering a fairly clear message: “PRC: don’t at-
tack Taiwan; Taiwan: don’t provoke an attack by the PRC; both sides: work together
to solve this issue.” Why, then, are tensions rising in the Taiwan Strait? Because
our actions have not matched our words and indeed are shrouding our supposedly
clear policy in greater, not less, ambiguity, creating a vacuum which both Beijing
and Taipei feel pressed to fill.

The principal “actions” culprit is our continuing—indeed, accelerating—support
for Taiwan’s military. Soon, Taiwan will begin taking delivery of the $18.2 billion
arms package that President Bush approved in 2001. The package includes Patriot
anti-missile batteries, submarines and anti-submarine aircraft. The U.S. military is
also permitting, even encouraging, more direct contact, communication and coordi-
nation between the U.S. Pacific Command and Taiwan’s military commanders.

The rationale for our continuing efforts to beef up Taiwan’s military capability
(which by now irrefutably abrogate our pledge to China in the 1982 Joint Communi-
qué to “gradually decrease the quantity and quality” of arms we would sell to Tai-
wan) has been that a Taiwan confident of its capability to resist a Mainland attack
would be more willing to talk with the Mainland and seek an arrangement accept-
able to both sides. What has happened instead is that our growing support for, and
involvement with, Taiwan’s military is being increasingly viewed on Taiwan (and es-
pecially by the ruling party leadership) as a signal of U.S. support of Taiwan’s polit-
ical goals, including eventual independence. As a senior Mainland diplomat said to
me recently: “When you tell Chen Shui-bian not to destabilize the Taiwan Strait,
that has no teeth; when you sell $18 billion worth of arms to Taiwan, that has
teeth.”

While a cut-off of arms sales to Taiwan would be politically unsupportable in the
U.S., we need to formulate a more precise and convincing rationale for any future
sales or military-to-military contacts with Taiwan, one that would advance our goal
of peaceful resolution of the Taiwan Strait issue. Our position now is anything but
precise, is not advancing our policy goal, and is being subjected to a variety of inter-
pretations in the manner in which it is articulated among various agencies of the
U.S. Government. The policy vacuum we are creating invites miscalculations on
both sides of the Strait that could quickly transform into armed conflict.

Cochair BECKER. Thank you very much.

STATEMENT OF RICK BENDER, PRESIDENT
WASHINGTON STATE LABOR COUNCIL, AFL-CIO
SEATTLE, WASHINGTON
Mr. BENDER. Mr. Chairman and Members of the Commission, for
the record, my name is Rick Bender. I'm President of the Wash-
ington State Labor Council, AFL-CIO.
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I want to thank you for the opportunity to testify today on this
very important topic, on behalf of more than 450,000 unit members
that I represent here in the state of Washington.

My comments today will put into a general context labor’s per-
spective on trade and the impact of globalization on the lives of
working men and women and the economy of the state of Wash-
ington.

In my travels over the years I've often heard others comment on
how wonderful the economy of Washington State must be, an econ-
omy that reaps the rewards of free trade. Some have even called
Washington State a free trade nirvana.

Indeed, Washington State has historically been a trade surplus
state. One in three—or one in five are either directly or indirectly
dependent on trade. We have deep-water ports that are vital and
bustling with strong and climbing revenues.

Well, in part I'm here today to talk to you about things that are
not always what they seem to be. The future in Washington State
is not as rosy or optimistic as the past might have seemed. Our
state has begun to feel the structural dislocations that other parts
of the country began feeling quite some time ago.

It’s not a coincidence that the opening challenge to the World
Trade Organization and to China’s application to be a WT'O mem-
ber occurred in the streets of Seattle several years ago. Over 40,000
trade unionists, environmentalists, faith-based leaders, students
and community members raised the question that has become ever
more resonant with time: At what price and on what basis will
globalization continue?

The question being asked was whether the low road or the high
road was to be taken to global economic growth and distribution.
Hanging in the balance to these questions are issues no less impor-
tant than the nature of democracy and sovereignty, labor and
human rights, environmental standards, and the overall health and
safety of our communities.

When I studied economics at the University of Washington and
at UPS, the prevailing wisdom on trade was David Ricardo’s theory
of comparative advantage. As I recall, every country would be bet-
ter off if they specialized in the production and export of those
things they did best. I recently read that the author of the econom-
ics textbook most of us used, Paul Samuelson, is beginning to ques-
tion the validity of this theory given outsourcing in a global market
of skilled labor.

I'm here to tell you what labor sees on the ground are thousands
and thousands of workers losing through trade, even though share-
holders may be prospering. The lower cost of iPods and consumer
electronics does not compensate for the loss of high-wage, high-skill
jobs to China. Lower prices at Wal-Mart are not compensating for
the aerospace machinists and engineering jobs that are gone for-
ever, or for the threat posed to our agricultural and fruit-processing
jobs that form the backbone of the economy of eastern Washington.

Our national trade deficit with China has been rising at an
alarming rate over the past two decades. For 2004 the trade deficit
is estimated to be over $150 billion. What is most troubling is that
China can now compete with the world with low wages as well as
with high-tech. So much for comparative advantage.
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Unfortunately, U.S. Department of Commerce doesn’t publish
country to state trade balances so I can’t paint a clear picture of
the Washington State-China trade balance. However, I can share
with you the results of the recent study entitled “Washington State
Job Exports: An Analysis of the Role Trade Plays in Manufacturing
Job Losses.” This report by the Job Export Data Project, of AFL—
CIO Industrial Union Council, for the first time attempts to meas-
ure job loss by cause. I have included the whole report in my writ-
ten testimony.

One of the important policy debates surrounding the problems in
manufacturing sector is whether trade-related factors, import com-
petition and offshore outsourcing, have been responsible for the
dramatic decline of U.S. manufacturing jobs. Underlying this de-
bate is whether U.S. Federal trade, tax and other policies have pro-
moted this job loss.

The Job Export Data Project has taken a first step in addressing
this issue by examining plant closures and worker layoffs as re-
ported by states in their Worker Adjustment and Retraining Notifi-
cation Act notices and Trade Adjustment Act petitions. It is impor-
tant to note that given reporting threshold requirements, these
{mmbers, while they’re good, still tend to underestimate the prob-
em.

Like many other states, Washington has been losing high-paying
family wage manufacturing jobs. Between January of 2001 and Au-
gust of 2004 Washington State lost 66,700 manufacturing jobs.
This represented about one out of every five manufacturing jobs
here in the state of Washington.

According to the report, over the same timeframe nearly 90 per-
cent of the WARN-associated layoffs by Washington State manufac-
turers—27,196 job cuts involving 14 firms—were trade related. The
Boeing Company alone accounted for the lion’s share of these lay-
offs, 23,814 job cuts in all, but nearly half of the non-Boeing layoffs,
3,382 of the 7,177 cuts, were due to trade. No industry was spared.
Lumber and wood products, paper and allied products, electronics,
food manufacturing industries all took trade-related hits.

Even given the underestimation problem of this data, the results
still show that 41 percent of Washington’s plant closures and lay-
offs in manufacturing sector were brought about by competition
from foreign imports at offshore outsourcing. Exacerbating this
problem is the fact that the new jobs being created pay on average
one-third less than the jobs we are losing.

I would like to briefly share one non-Boeing example with you.
In the late 1990s China, the world’s largest producer of juice con-
centrate, dumped apple juice concentrate on the U.S. market.
Washington’s juice concentrate industry was hit hard and hundreds
?f Zlvorf"flgers represented by Teamsters and operating engineers were
aid off.

Cochair BECKER. Mr. Bender, you’ve exceeded the time limit.
Just wrap it up as quickly as you can.

Mr. BENDER. I sure will, Mr. Chairman.

Here’s the concern that we have. As you well know, Washington
State is very strong in terms of our apple production, and we rep-
resent about one-half of the U.S. production but only one-eighth of
China’s apple production. While China exports 90 percent of its
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juice concentrate production, it’s currently about three percent.
China’s goal in terms of global apple trade is to export 25 percent
of the world market. You can imagine what that impact is going
to have on our eastern Washington farmers and the economy in
Washington State if that happens. So we are very much concerned,
this is an important topic.

I want to thank you for your time and effort. Trade has impacted
many of the people that I represent, and remember, behind all
these numbers are people trying to make a living, trying to support
their families that have devastating impacts upon them as well as
the economy in the state of Washington.

[The statement follows:]

Prepared Statement of Rick Bender, President
Washington State Labor Council, AFL-CIO, Seattle, Washington

Mr. Chairman and Members of the Commission, for the record my name is Rick
Bender, I am the President of the Washington State Labor Council, AFL-CIO. I
want to thank you for the opportunity to testify today on this very important topic
on behalf of the more than 450,000 union members that the Washington State
Labor Council represents.

My comments today will put into a general context labor’s perspective on trade
and the impact of globalization on the lives of working men and women and the
economy in the state of Washington.

In my travels over the years I have often heard others comment on how wonderful
the economy of Washington State must be, an economy that reaps the rewards of
free trade. Some have even called Washington State a free trade nirvana.

Indeed, Washington State has historically been a trade surplus state. One in five
jobs are either directly or indirectly dependent on trade. We have deep-water ports
that are vital and bustling with strong and climbing revenues.

Well, in part, I am here today to tell you that things are not always what they
seem. The future in Washington State is not as rosy or optimistic as the past might
have seemed. Our state has begun to feel the structural dislocations that other parts
of the country began feeling quite some time ago.

It is not a coincidence that the opening challenge to the World Trade Organization
and to China’s application to be a WT'O member occurred in the streets of Seattle
several years ago. Over forty thousand trade unionists, environmentalists, faith-
based leaders, students, and community members raised a question that has become
ever more resonant with time: At what price and on what basis will globalization
continue?

The question being asked was whether the low road or the high road was to be
taken to global economic growth and distribution. Hanging in the balance to these
questions are issues no less important than the nature of democracy and sov-
ereignty, labor and human rights, environmental standards, and the overall health
and safety of our communities.

When I studied economics at the University of Washington back in the early
1970’s, the prevailing wisdom on trade was David Ricardo’s theory of comparative
advantage. As I recall, every country would be better off if they specialized in the
production and export of those things they did best. I recently read that the author
of the economics textbook most of us used, Paul Samuelson, is beginning to question
the validity of this theory given outsourcing in a global market of skilled labor.

I'm here to tell you that what labor sees on the ground are thousands of workers
losing through trade even though shareholders may be prospering. The lower cost
of iPODs and consumer electronics does not compensate for the loss of high wage/
high skill jobs to China. Lower prices at Wal-Mart are not compensating for the
aerospace machinist and engineering jobs that are gone forever or for the threat
posed to our agricultural and food processing jobs that form the backbone of the
economy of Eastern Washington.

Our national trade deficit with China has been rising at an alarming rate over
the past two decades. For 2004 the trade deficit is estimated to be over $150 billion.
What is most troubling about this is that China can now compete with the world
with low wages as well as with high tech. So much for comparative advantage.

Unfortunately the U.S. Department of Commerce doesn’t publish country to state
trade balances, so I can’t paint a clear picture of the Washington State-China trade
balance. However, I can share with you the results of a recent study entitled,
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“Washington State Job Exports: An Analysis of the Role Trade Plays in Manufac-
turing Job Loss.” This report by the Job Export Database Project (JEDP), of the
AFL-CIO Industrial Union Council, for the first time attempts to measure job loss
by cause. I have included the whole report with my written testimony.

One of the important policy debates surrounding the problems in the manufac-
turing sector is whether trade-related factors—import competition and offshore
outsourcing—have been responsible for the dramatic decline of U.S. manufacturing
jobs. Underlying this debate is whether U.S. Federal trade, tax, and other policies
have been promoting this job loss.

The Job Export Database Project has taken a first step in addressing this issue
by examining plant closures and worker layoffs as reported by states in their Work-
er Adjustment and Retraining Notification Act notices and Trade Adjustment Act
petitions. It is important to note that given reporting threshold requirements these
numbers while good will tend to underestimate the problem.

Like many other states Washington has been losing high paying, family wage
manufacturing jobs. Between January 2001 and August 2004 Washington State has
lost 66,700 manufacturing jobs. This represented one out of five of our manufac-
turing jobs.

According to the report, over the same timeframe, “nearly 90% of the WARN-asso-
ciated layoffs by Washington State manufacturers—27,196 job cuts involving 14
firms—were trade-related. The Boeing Company alone accounted for the lion’s share
of these layoffs, 23,814 job cuts in all, but nearly half of the non-Boeing layoffs—
3,382 of 7,177 cuts—were due to trade. No industry was spared: Lumber and wood
products, paper and allied products, electronics, and food manufacturing industries
all took big trade-related hits.”

Even given the under-estimation problems of the data, the results still show that
41% of Washington’s plant closures and layoffs in the manufacturing sector were
brought about by competition from foreign imports and offshore outsourcing. Exacer-
bating this problem is the fact that the new jobs being created pay on average one-
third less than the jobs we are losing.

I would like to briefly share one non-Boeing example with you. In the late 1990’s
China, the world’s largest producer of juice concentrate, dumped apple juice con-
centrate on the U.S. market. Washington’s juice concentrate industry was hit hard
and hundreds of workers represented by the Teamsters and the Operating Engi-
neers unions were laid-off. In 1999 the U.S. Trade Authority charged China with
dumping and applied retroactive tariffs on 5 of China’s 9 concentrate exporters.
Three years later most of these tariffs were reduced on appeal. While China’s con-
centrate industry continues to grow our workers have been dislocated.

The threat posed by China’s apple production is even greater. China’s 2004 apple
harvest has been estimated at 1 billion boxes, this accounts for one out of every two
apples in the world. Put another way this represents about 88 billion apples or
enough to feed every man, woman, and child in the world a dozen apples each.

Washington State’s apple production represents one-half of all U.S. production but
only s of China’s apple production. While China exports 90% of its juice con-
centrate production it currently exports only 3% of its apple harvest. China’s goal
is to export 25% of the global apple trade within four years.

While Chinese apples are currently prohibited from U.S. markets it is only a mat-
ter of time before the U.S. market opens to China. Given the concentration of the
tree fruit industry in Eastern Washington, and the relative lack of economic diver-
sity in this region, the potential negative impact on tens of thousands of workers
in Washington State, local communities in Eastern Washington, and state revenues
is enormous.

These brief comments I hope have given you an overview of labor’s concern about
unfettered free trade and the challenge that China poses for the economy in the Pa-
cific Northwest and for workers in Washington State.

Rapid globalization has gone well beyond free trade theory. The existence of a
global skilled labor market, offshore outsourcing practices of U.S. multinational cor-
porations, continued currency manipulation by China, and continued repression of
labor and human rights in China has created a tremendously non-level playing field
for trade. You have your work cut out for you grappling with these issues.

I want to close by thanking you for coming to Washington State to listen to us
and for your interest in understanding the impact of U.S.-China trade relations in
the Pacific Northwest.

Cochair BECKER. Thank you very much.
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And let me tell all the panelists and the future ones, too. Your
entire statement, whether you get a chance to cover it all or not,
will be put into the record.

Robert Scott.

STATEMENT OF ROBERT E. SCOTT, Ph.D.
DIRECTOR OF INTERNATIONAL PROGRAMS
ECONOMIC POLICY INSTITUTE, WASHINGTON, DC

Dr. ScorT. Good morning, Mr. Chairman and Members of the
Commission. Thank you for having me here today. My name is
Robert Scott, and I'm a senior international economist with the
Economic Policy Institute in Washington, D.C.

The rise in the U.S. trade deficit with China between 1989 and
2003 caused a displacement of production that supported 1.5 mil-
lion jobs, as shown in my recent study for the Commission. I'm
going to summarize parts of that study today and also some of the
work of Kate Bronfenbrenner and Stephanie Luce that’s also been
supported by the Commission.

Now, the 1.5 million jobs reflect the effect on labor demand in
terms of lost job opportunities in an economy with a worsening bal-
ance between exports and imports. Most of those lost opportunities
were in the high-wage and job-hemorrhaging manufacturing sector.
The loss of job opportunities grew each year during the 1990s and
accelerated after China entered the WTO. The loss of these poten-
tial jobs is just the most visible tip of China’s overall impact on the
economy.

During the 14-year period covered by my study there’s been a
significant shift in the kinds of industries suffering displacement.
It’s a shift that runs counter to our expectations. Where the largest
impact was once felt in labor-intensive low-tech manufacturing in-
dustries like apparel and shoes, the fastest growth in job displace-
ment is now occurring in highly skilled and advanced technology
areas once considered relatively immune, such as electronics, com-
puters and communications equipment.

Next I'll briefly summarize major findings in the study.

Nationwide the loss of job-supporting production due to growing
trade deficit with China has more than doubled since China en-
tered the WTO in 2001. The 1.5 million job opportunities lost are
distributed amongst all 50 states and D.C.

In the Northwest job losses rose from 10,800 in the four year '97
to 2001 period to 12,000 jobs in the two-year period between 2001
and 2003. So clearly the annual rate of job loss has accelerated dra-
matically since China entered the WTO.

These findings are supported by the research of Professors
Bronfenbrenner and Luce for the Commission. They’ve found that
there’s been, quote, “a major increase in production shifts out of the
U.S. in the last three years, particularly to Mexico, China, India
and other Asian countries.”

Between 2001 and 2003, after China had entered the WTO, the
growth of the trade deficit with China displaced production and
supported 5,400 jobs in Oregon and 6,600 jobs in Washington, ac-
cording to the results of my study. China’s exports, as I said, of
electronics, computers, communications equipment, along with
other products that use highly skilled labor and advanced tech-
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nologies, are growing much faster than its exports of lower-value,
labor-intensive items.

China’s also on the verge of gaining advantage in more advanced
industries, such as autos and aerospace products.

As a result, China is now responsible for the entire $32 billion
trade deficit in advanced technology products, a truly remarkable
finding.

Between 1989 and 2001 the Northwest has suffered small net
losses in employment and agriculture. In the past two years, ac-
cording to some of our data, although different from what we've
heard just now this morning about apple juice, trade has supported
a gain of 1,200 jobs in Oregon and 1,700 jobs in Washington in ag-
riculture. Important to note, however, that these gains were offset
by the loss of 5,000 manufacturing jobs in Oregon and 5,900 jobs
in Washington. Thus China trade has resulted in a net loss of jobs
for both states. We can’t stress that too much in our assessment
of the China trade effect on the Northwest economy.

Finally, the government has failed to develop critically needed
data on import and export trade flows to state and regional level.
Bronfenbrenner and Luce also note that companies are making in-
creased efforts to cover up shifts of production to China and other
countries. U.S. Government needs to mandate reporting of such
production shifts and such trade flows by U.S. and foreign multi-
nationals operating in this country. I know that these problems
have been a concern of the Commission in the past.

I have just a couple minutes left. I'll very briefly summarize
these results in charts, and make a couple of key points. I'm sorry
this one’s so small, but the point of this chart is to show that the
U.S. trade balance, that is, the fourth line in this chart, measured
in dollars, has increased from $6.1 billion in 1989 to 125.6 in 2003,
a growth of 119 billion, a twenty fold increase, just a remarkable
increase. I note that the ratio of exports to imports is about six to
one, the most imbalanced trade relationship in our history.

In terms of job opportunities created and displaced, the U.S.
trade deficit generated had a negative 85,000 job opportunities in
’89. This estimate rose to over 1.5 million jobs in 2003, for a net
loss, as you see in the next-to-last column, of 1.460 jobs in the en-
tire ’89 to 2003 period.

I'm going to break that down now in the next couple of slides.
You see that on an annual basis the trade balance, the red bar on
the bottom, has been accelerating dramatically, from five and a
half billion a year in the early period to over $21 billion a year in
the later period.

Losses have accelerated from 70 thousand jobs a year in the
early period to 230,000 a year nationwide, in the period since
China entered the WTO.

The final slide summarizes nine cases from the Bronfenbrenner
and Luce study of actual plant closures and shifts to other coun-
tries. China does not appear on this list for Washington and Or-
egon, but there have been plants lost to other countries. We were
hemorrhaging jobs just in the first three months of 2003, as shown
in the Bronfenbrenner and Luce study, with a total loss of approxi-
mately 1,500 to 1,700 jobs.
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I see my time is up. I'll just conclude that China is engaging in
a number of unfair trade practices, particularly in terms of ex-
change rates, its abuse of human rights, and its violation of our
trade laws, and we are highly deficient in refusing to take much
more aggressive actions.

Thank you. I appreciate your time, and am sorry for running
over.

[The statement follows:]

Prepared Statement of Robert E. Scott, Ph.D.
Director of International Programs
Economic Policy Institute, Washington, DC

U.S.-China Trade, 1989-2003:
Impact on Jobs and Industries in the Northwest

Good morning Mr. Chairman and Members of the Commission. My name is Rob-
ert Scott and I am a senior international economist with the Economic Policy Insti-
tute in Washington, D.C. Thank you for inviting me to testify today. The rise in the
United States’ trade deficit with China between 1989 and 2003 caused the displace-
ment of production that supported 1.5 million U.S. jobs, as shown in my recent
study for the Commission. Some of those jobs were related to production or services
that ceased or moved elsewhere; others are jobs in supplying industries. These jobs
reflect the effect on labor demand—in lost job opportunities—in an economy with
a worsening balance between exports and imports. Most of those lost opportunities*
were in the high-wage and job-hemorrhaging manufacturing sector. The number of
job opportunities lost each year grew rapidly during the 1990s, and accelerated after
China entered the World Trade Organization in 2001. The loss of these potential
jobs is just the most visible tip of China’s impact on the U.S. economy.

During the fourteen-year period covered by my study, there has been a significant
shift in the kinds of industries suffering job displacement, a shift that runs counter
to initial expectations. Where the largest impact was once felt in labor-intensive,
lower-tech manufacturing industries such as apparel and shoes, the fastest growth
in job displacement is now occurring in highly skilled and advanced technology
areas once considered relatively immune, such as electronics, computers, and com-
munications equipment.

Major Findings of This Study Include:

o Nationwide, the loss of job-supporting production due to growing trade deficits
with China has more than doubled since it entered the WTO in 2001. The 1.5
million job opportunities lost are distributed among all 50 states and the Dis-
trict of Columbia. In the Northwest, losses rose from —10,800 in 1997-2001 to
—12,600 in 2001-03, despite the fact that the latter period was half as long as
the former.

o These findings are supported by the results of research by Kate Bronfenbrenner
and Stephanie Luce for the Commission, who found that there has been “a
major increase in production shirts out of the U.S. in the last three years, par-
ticularly to Mexico, China, India and other Asian countries. (Bronfenbrenner
and Luce 2004, 1)”

e Between 2001 and 2003, after China entered the WTO, the growth of the U.S.
trade deficit with China displaced production that supported a net total of
—6,300 in Oregon and — 6,400 jobs in Washington.

e China’s exports to the United States of electronics, computers, and communica-
tions equipment, along with other products that use more highly skilled labor
and advanced technologies, are growing much faster than its exports of low-
value, labor-intensive items such as apparel, shoes and plastic products.

e China is also on the verge of gaining advantage in more advanced industries
such as autos and aerospace products.

e Consequently, China now accounts for the entire $32 billion U.S. trade deficit
in Advanced Technology Products (ATP).

e Between 1989 and 2001, the NW suffered small net losses of production that
supported employment in agriculture. In the past two years, these trends have
reversed and trade has supported production that employed 245 jobs in Oregon

1The term “job opportunities” refers to actual or potential domestic jobs that could be sup-
ported by the amount of production represented by a given volume of imports or exports.
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and 330 in Washington. However, these gains were more than offset by the loss
of —4,800 manufacturing job opportunities in Oregon and —4,300 jobs in Wash-
ington.

e The U.S. Government has failed to develop critically needed data on import and
export trade flows at the state and regional level. Bronfenbrenner and Luce also
note that companies are making increased efforts to cover up shifts of produc-
tion to China and other countries. The U.S. Government needs to mandate re-
porting of such production shifts by U.S. and foreign multinational companies
operating in this country.

China’s entry into the WTO was supposed to provide openings for sufficiently
rapid growth in U.S. exports to reduce the trade deficit with China. While the ex-
port growth rate has increased since 2001 (from a very small base), the value of
those exports has been swamped by a rapidly rising tide of imports. The WTO is
a free trade and investment agreement that has provided investors with a unique
set of guarantees designed to stimulate foreign direct investment and the movement
of factories around the world, especially from the United States to low-wage loca-
tions such as China and Mexico (Scott 2003). Furthermore, no protections were con-
tained in the core of the agreement to maintain labor or environmental standards.
China’s refusal to revalue its exchange rate, despite enormous demand for its cur-
rency, is also a major contributor to the growth of the United States’ trade deficit.
Thus, the WTO and the broader process of globalization have tilted the economic
playing field in favor of investors, and against workers and the environment, result-
ing in a race to the bottom in wages and environmental quality.

Dissecting Trade and Employment Flows

An analysis of the effect of trade on the domestic economy begins by considering
the impact of both imports and exports. If the United States exports 1,000 com-
puters to China, many American workers are employed in their production. If, how-
ever, the United States imports 1,000 computers from China rather than building
them domestically, then a similar number of Americans who otherwise could have
been employed by the office machine industry and its suppliers will have to find
other work. Hence, increases in exports support domestic employment, while in-
creases in imports displace domestic production that could have supported more jobs
in any given sector. Some analysts examine only the benefits of growing exports to
the economy, while ignoring the role of imports. This is especially true at the state
and metropolitan level, because the U.S. Census Bureau generates a series of re-
ports on exports from these regions. No comparable statistics on domestic produc-
tion displaced by imports are available from the U.S. Government. My report is de-
signed 1n part to begin filling that gap with estimates of the employment effects of
imports and exports from China at the state level.

Overview

Total trade flows between the United States and China are shown in the top half
of Table 1. U.S. exports increased from $5.8 billion in 1989 to $26.1 billion in 2003,
a four-fold increase. Imports rose from $11.9 billion to $151.7 billion in the same
period, a twelve-fold increase on top of a base that was already twice as large as
exports. As a result, the U.S.-China trade deficit increased $119.5 billion, or nearly
two thousand percent. The rate of growth of U.S. trade with China has accelerated
since 1989, as shown in Figure 1. Between 1989 and 1997, U.S. imports from China
grew an average of $6.4 billion per year; while exports increased about $1 billion
per y((iaar. Thus the trade deficit widened $5.5 billion per year, on average, in this
period.

Between 1997 and 2001, import growth increased more than 50 percent, to $10
billion per year, export growth picked up slightly (to $1.4 billion), and the trade gap
expanded by $8.6 billion per year. Between 2001 and 2003, import growth jumped
to $25 billion per year, a 150 percent rise in only 4 years. Exports grew rapidly,
but not enough to offset the explosion in imports, so deficits increased, on average,
$21 billion per year in 2002 and 2003, and these figures were restrained by the 2001
recession. The effect on the U.S. economy from trade trends with China has clearly
jumped onto a different plane.

The employment impact of a change in trade is determined by its effect on the
trade balance, the difference between exports and imports at the detailed sectoral
level.2 Ignoring imports and counting only exports is like balancing a checkbook by

2The model used in this study breaks the economy down into either 184 or 192 discrete sec-
tors or “industries.” It is assumed that equal amounts of labor are required to produce one dol-
lar’s worth of imports or exports in that sector. Thus the employment effects of a $10 trade sur-
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counting deposits but not withdrawals. The many officials, policy analysts, and busi-
ness leaders who ignore the negative effects of imports and talk only about the ben-
efits of exports are engaging in false accounting.3

The labor content of U.S. trade is shown in the bottom half of Table 1. Between
1989 and 2003, the growth in U.S. exports to China created demand that supported
199,000 additional U.S. jobs. In the same period, the growth of imports displaced
production that could have supported an additional 1,659,000 jobs (note that the
growth of imports displaces domestic jobs, so the labor content of import growth is
reported as a negative number in Table 1 and throughout this paper). As a result,
growth in the U.S. trade with China eliminated a net 1,460,000 domestic job oppor-
tunities in this period.

These estimates include both the direct and the indirect effects of changes in
trade flows on employment. Direct effects include the employment that could be sup-
ported by a given level of steel imports, while indirect effects include employment
supported by the steel industry in other manufacturing sectors (e.g., machine tools),
as well as jobs in service industries (e.g., computer programming or temporary
help). Manufactured goods make up the vast majority of the United States’ trade
with China. In 2003, 79 percent of U.S. exports to China were manufactured goods,
as were 99 percent of imports. However, only 40 percent of the jobs supported by
growth in exports and 79 percent of the jobs supported by growth in imports were
in manufacturing in the period between 2001 and 2003. The differences between
these two shares (29 percent for exports and 19 percent for imports) reflect dif-
ferences in the relationships of the industries involved with production that sup-
ports jobs in sectors such as transportation, utilities, services and government.4

Some economists reject the general notion that trade growing deficits can cause
a net loss of job opportunities. Their most common argument is that employment
levels are determined by macroeconomic policies such as monetary and fiscal poli-
cies and, most relevant to trade, exchange rates, and that, in the long run, the econ-
omy is usually at full employment. In fact, when the economy is operating at full
employment, as in the late 1990s, growing trade deficits affect the distribution of
jobs rather than the overall number of jobs in the economy. Growing trade deficits
resulted in less employment in manufacturing and more jobs in non-traded goods
such as services, retail trade and construction (Bivens 2004).

In the long run, monetary and fiscal policies are usually adjusted to maintain full
employment. If jobs in traded-goods industries pay better than the alternatives for
workers affected by trade deficits, then the most important effects of growing trade
deficits will be on the distribution of wages and incomes. Numerous studies have
borne this out, demonstrating the significant negative effects that trade has had on
the distribution of income over the last few decades of variable but generally grow-
ing trade deficits (TDRC report, chapter 3). In addition to offering higher wages for
workers with comparable education and skills, manufacturing jobs also tend to offer
better benefits as well.

On the other hand, the economy has operated well below potential output since
2001 because total employment growth has failed to keep up with growth in the
working-age population (Price 2004). In this environment, the persistence of large
and growing trade deficits has had a depressing effect on the overall level of employ-
ment, as well as its distribution across major sectors of the economy. The growth
in the global U.S. trade deficit reduced manufacturing jobs by 1.78 million between
1998 and 2003 alone (Bivens 2004). In 2003 the manufacturing sector represented
only 11.2 percent of total U.S. employment of 129.93 million jobs. But for the loss
of these jobs in manufacturing, and in the economy as a whole, the manufacturing

plus in agricultural products (industry 1) are the same whether they represent imports of $0
and exports of $10, or imports of $90 and exports of $100.

3We distinguish carefully between total exports and domestic exports, and between consump-
tion imports and general imports in this analysis. Domestic exports are goods produced in the
U.S. Total exports also include goods produced in other countries and shipped through the U.S.
Only goods produced in the domestic economy support employment in this country. Analogously,
consumption imports are goods consumed in this country, while general imports also include
some goods that are transshipped elsewhere. While their consumption imports were only 0.5
percent less than general imports in 2003, domestic exports were 6 percent less than total ex-
ports in that year. Hence, this later distinction has a significant effect on the trade balance and
employment effects of U.S. exports. Foreign exports (the difference between total and domestic
exports) were only 0.6 percent of total exports in 1989, so the value of goods transshipped
through the U.S. has been growing over time, relative to total trade.

4Note that the same sectors that used to be included within manufacturing are now treated
as part of the services sector, for example software programming. Some trade in these industries
is included in our data set. Therefore, a small share of services jobs reported represent direct
employment effects. See table 3b below.
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share of U.S. employment would have been 1.4 percentage points (12.3 percent)
higher in 2003 than it actually was.

Unintended Results of China’s Entry Into the WTO

The claim that new trade agreements will create jobs and raise incomes in the
United States has frequently been made by supporters of these agreements in both
Republican and Democratic administrations. In practice, the results of China’s 2001
entry into the WTO have confounded these expectations. U.S. exports to China in-
creased by $8 billion between 2001 and 2003, as shown in Table 1, an increase of
44 percent. U.S. imports increased by $50 billion, or 49 percent, on a base of imports
that was nearly six times the value of exports in 2001. As a result, the trade deficit
increased by 50 percent in this two-year period alone. The growth in this deficit ex-
ceeded the expansion in the deficit over the eight years from 1989 to 1997, and the
four years from 1997 to 2001.

Figure 2 examines the changing employment effects of trade with China. Grow-
ing trade deficits eliminated production supporting about 70,000 jobs per year be-
tween 1987 and 1997, and 105,000 jobs per year between 1997 and 2001. Between
2001 and 2003, job displacement soared to 234,000 per year, more than twice the
rate of the preceding four years. This change is particularly noteworthy because
total U.S. domestic employment fell from 2001 to 2003. Between 1997 and 2001, the
U.S. global trade deficit increased by 31 percent (7.8 percent per year). Between
2001 and 2003, it grew 10 percent (5.1 percent per year).

Trade and Employment Displacement in the Northwest

The growth of trade deficits with China displaced production supporting jobs in
all 50 states and the District of Columbia throughout the study period. Exports from
every state have been offset by faster-rising imports. Tables 7a and 7b provide de-
tailed estimates of job gains due to the growth in exports, jobs displaced due to
growing in imports, and the trade balance for each state. In every case, many more
jobs are lost due to growing imports than are gained through increasing exports.

In the Northwest, 13,400 job opportunities were lost between 1989 and 1997
(Table 2a). Job losses rose from — 10,800 in 1997-2001 to —12,700 in 2001-03, de-
spite the fact that the latter period was half as long as the former (Table 2b). On
an annual basis, losses accelerated from 1,000 jobs per year in the 1989-97 period,
to 2,700 in 1997-2001 and 6,350 in 2001-2003. Not only are the rates of job losses
growing rapidly, but the rate of increase is accelerating. Between 1989-97 and
1997-2001 this rate increased 62%, and between 1997-01 and 2001-03 it increased
by 134%. These data provide strong evidence that the loss of job opportunities to
China in the NW is going to increase rapidly in the future unless policies are adopt-
ed to slow or reverse the growth in the bilateral trade deficit.

Between 1989 and 2001, the NW suffered small net losses of production that sup-
ported employment in agriculture. In the past two years, these trends have reversed
and trade has supported production that employed 245 jobs in Oregon and 330 in
Washington. However, these gains were more than offset by the loss of —4,800 man-
ufacturing job opportunities in Oregon and —4,300 jobs in Washington.

Even within agricultural, perceived gains obscure the inherent volatility of this
industry. Net U.S. exports increased 7-fold between 2002 and 2003, from $0.4 billion
to $2.7 billion. However, the average level of net U.S. exports in this sector between
1997 and 2003, a more reliable indicator overall competitiveness, was $0.7 billion,
or about one-quarter of actual exports in 2003.

Within the manufacturing sector, several industries were particularly hard hit.
The electrical equipment industry (especially audio/video and communications
equipment) suffered the largest losses in the Northwest, growing from —2,400 in
the 1989-97 period, to —1,700 in the (much shorter) 1997-2001 period and —2,200
since 2001. Data on the semi-conductor industry has only been available since 1997.
Losses there rose from —1,000 in 1997-2001 and to —1,200 in 2001-03 (again, a
doubling in the annual rate of job loss).

Perhaps most surprising are the changes in trade-related production supporting
employment in the aerospace industry. Between 1989 and 1997 exports supported
900 new positions in Washington (with no impact in Oregon), one of the few sectors
with a net gain. By 1997-2001 these gains fell to 100, and there was no net change
in production supporting employment in 2001-03. This may be the harbinger of sig-
nificant declines in employment directly related to trade with China. Note that
these estimates may understate the impact of trade on aerospace and other sectors,
because U.S. firms may be outsourcing production destined for sales in third country
markets. This may be particularly important in aerospace because it is so heavily
dependent on export sales.
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Conclusion

Growing trade deficits with China have displaced production supporting 1.5 mil-
lion U.S. jobs since 1989. The rate of job displacement is accelerating, especially
since China entered into the WTO. China’s entry into the world trading system was
supposed to open up its vast domestic markets to products from around the world,
and the United States engaged in extensive negotiations with China to ensure that
it obtained its share of these benefits. These benefits have yet to materialize. In-
stead, multinational companies from around the world have used the protections for
investment and intellectual property provided by the WTO to rapidly expand invest-
ment, production, and exports from that country. The United States remains Chi-
na’s primary market for exports. In just 15 years it has rapidly transformed its ex-
port profile from one dominated by clothing, shoes and plastic products, to one in
which electronics, machinery, transportation equipment, other fabricated metals,
chemicals, and medical equipment account for more than half of exports. China’s
leading-edge industries are gaining increased market shares in the motor vehicle
and aerospace sectors, which have provided the most durable foundations for the
United States’ industrial base for generations. That shift, in turn, reduces the de-
mand for high technology workers and highly skilled business professionals in the
United States. It is hard to overstate the challenges posed by this export behemoth.

Figure 1:
Growth in U.S. Trade with China 1989-2003

30

25.0
L. 20
©
(3
>
c
g 10.0
aQ Imports
o 10 6.4
= Exports 40
-S 0.9 14
8 o
=3
@
§
£ 55
5 -10 86
2 Trade
2 Balance
9 20
21.0
-30
1989-97 1997-2001 2001-2003

Source: USITC (2004)

Figure 2:
Job losses Accelerated After China Entered WTO in 2001,
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Table 2a

Jobs created or displaced due to growing trade
with China: by state by major industry, 1989-1997

Industry
Agriculture, forestry, fisheries
Mining
Construction
Manufacturing
Mfg. Industry
Food and kindred products
Tobacco
Textile mill products
Apparel and related products
Lumber and wood products, except furniture
Furniture and fixtures
Paper and allied products
Printing, publishing, and allied products
Chemicals and allied products
Petroleum refining and related products
Rubber and miscellaneous plastics products
Leather and leather products
Stone, clay, glass, and concrete products
Primary metal products
Blast furnaces and Basic Steel Products
Fabricatd metl prod exc mach & transp equipment
Machinery, except electrical
Computer and Office Equipment
Electrical & electronic mach, equip, & supplies
Household Audio and Video Equipment
Communications Equipment
Transportation equipment
Motor Vehicles and Equipment
Aerospace
Scientific & prof instr; photograph & opt gds etc
Miscellaneous manufactured commodities
Transportation
Communications
Utilities
Trade
FIRE
Services
Government
Special Industries

TOTAL
addendum: Job opportunities lost per year
Manufacturing share of total

Oregon

-273

*

-5,110

*
*

*

-317
-391
-163

-113
-284

-147

72
-414
-341

1,523
-156

-126

-130
-1,112
-228

-112
-684

-6,651
-831
76.8%

Washington

-343

*

-4,123

*

*

-112
-324
-449
-150

-212
-1,350

*

-6,738
-842
61.2%

NW total

-617

*

-9,233

-13,389
-1,674
69.0%

*Small numbers (less that 100) are excluded. Note: Totals may not match due to excluded industrie

Source: EPI analysis of Bureau of Labor Statistics and Census Bureau data.
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Panel I: Discussion, Questions and Answers

Cochair BECKER. Okay. We'll start with the questions. Now,
Commissioner Wortzel.

Commissioner WORTZEL. Thank you very much, Mr. Chairman,
and thank all of you for your great testimony.

Mr. Borich, Joe, how are you doing? It’s good to see you.

Mr. BoricH. You too.

Commissioner WORTZEL. Two points on page 5 of your written
testimony really piqued my interest. I'd like to press you on them
a little bit and ask for your ideas on the subject.

First, you talk about the problems of visa processing, the slow-
down of visa processing and what that has done to business. Aca-
demia has complained about this also. I'm interested in hearing
your thoughts on how China uses the visa process and how it ma-
nipulates the visa process to limit flow of ideas, to limit inquiries
into human rights, and to limit inquiries into labor practices. Peo-
ple like Andrew Nathan and Perry Link haven’t been able to get
a visa to China since 1989. Ambassador Jim Lilley, who was am-
bassador to China, couldn’t get in there for five years. The govern-
ment of the People’s Republic of China has refused to let this Com-
mission travel to China as a Commission to meet American busi-
nessmen in China and look around. Beijing as much as implied
that if we conducted any Commission business while in China on
a tourist visa, we’d be arrested. So I'd be interested in your
thoughts on what the Department of State could do about that.

The second area that caught my attention was your statement
that you question the wisdom of reconsidering the one-China pol-
icy. As you probably know, that is one of the recommendations of
this Commission: To examine the one China policy. It didn’t say
change, it said examine, to rethink the one-China policy. The Dep-
uty Secretary of State could not accurately state the one-China pol-
icy of the United States in a recent press interview. The Secretary
of State couldn’t accurately state the one-China policy of the
United States in an interview.

I think I understand it. I would characterize it this way. The
United States government understands that the position of China
is that there is only one China, and Taiwan’s a part of it. We ac-
knowledge that’s you're the Chinese position. That doesn’t mean we
agree with that. Furthermore we, the United States Government,
accept and acknowledge that the government of the People’s Re-
public of China is the sole legitimate government of China. But, as
far as I know, the government of the United States, since 1945, has
never taken a position on the sovereignty of the Island of Taiwan.
The U.S. government has never said Taiwan is part of China.

So I may be wrong but I'd ask your views on these issues. You
have a lot of experience in the State Department on these issues.

Mr. BoricH. I think your characterization of U.S.-China policy,
going back at least to the Shanghai communiqué of 1972, is quite
accurate. I'm not sure if Deputy Secretary Armitage and Secretary
Powell were guilty of a mental lapse in their respective statements
on our China and Taiwan policy or if they were perhaps trying to
nudge that policy in another direction. I think they’d have to speak
for themselves on that.



41

As for your question about China’s visa policy, if I may offer a
broad definition first and then deal with the point you mentioned
specifically. In general, China’s policy on admitting foreigners is
quite a bit more liberal than our own, and where there are restric-
tions apart from those that you mentioned specifically, those re-
strictions are generally responses on a reciprocal basis to restric-
tions that other countries impose on travel by Chinese, and the
United States being the point in particular. There’s no question
that China, as other countries, has a policy of keeping out what it
would term undesirable aliens, just as the United States does.
What differs remarkably between the United States and China, of
course, is how we define undesirable aliens, which today mainly
means terrorists, and China, which takes a somewhat broader and,
more often than not, politically focused view, thus Falun Gong and
others are categorically restricted from entering China, and unfor-
tunately so is this Commission.

Commissioner WORTZEL. Thank you.

Cochair BECKER. Commissioner Bartholomew.

Commissioner BARTHOLOMEW. Thank you very much. Thank you
to all of our witnesses for appearing today and for lending your ex-
pertise to our deliberations. We appreciate it. I have several dif-
ferent questions for each of you.

Mr. Borich, I was very interested in Commissioner Wortzel’s
questions, too. I had a different question about something that you
said about Taiwan. I'll take you back to page 5 of your testimony,
where you questioned the wisdom of reconsidering the one-China
policy. Then on Pages 10 and 11 of your submission you've essen-
tially gone through a fairly stringent requestioning of yourself. I
was wondering about an inconsistency there. What you said in 10
and 11 is, “our policies toward the Mainland and Taiwan must be
clear and consistent. They are currently neither, thus raising the
risk of conflict in the Strait.” I was wondering what you saw was
a problem of doing a reconsideration in light of the fact that you’ve
essentially made a case that the status quo is not working particu-
larly well.

Mr. BOrICH. I have two responses to that. One, that I was kind
of feeding off one of the Commission’s recommendations, and it
seems to me I may have misread your recommendation, that it
wasn’t simply rethinking or reconsidering or reexamining our Tai-
wan/China policy, but that there was a fairly clear implication that
we should make some radical changes in it. Now, if I misread that,
I apologize.

My main point here was that every administration since the
Nixon administration, despite occasional deviations from what I
would describe as a center line in our policy toward Taiwan and
China, invariably, whether it was Clinton in ’93 calling for linkage
with MFN extension to human rights or the Bush administration
in 2001 labeling China a strategic competitor, at some point, and
usually sooner rather than later, these policies have always tended
back toward the center again, and I think for very good reasons,
because there really aren’t a lot of options out there that don’t have
enormous risks for the United States as well as for China and Tai-
wan.
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I don’t think our policy today, despite President Bush’s efforts to
clarify it, is terribly transparent or easily apprehendable by either
Taiwan or China. We have said certain things, which I mentioned
in my testimony. In April 2001 Bush said, “We will do whatever
it takes to defend Taiwan.” In December of 2003, when Chinese
Premier Wen Jiabao said, “We oppose any action by either party”—
“unilateral action that might upset stability in the Taiwan Strait,”
and thus we come up with, by implication, a policy that, yes, we
will do what it takes to defend Taiwan if China attacks it, but Tai-
wan, don’t do anything to provoke an attack by China.

At the same time, we continue to thicken our military relation-
ship with Taiwan, and I recognize there are certain valid reasons
for that, but on the one hand, I feel we’re sending a set of signals
to Taiwan’s leader Chen Shui-bian that whatever we say, don’t
worry about it, because we’re throwing all this stuff at you and
we're increasing military cooperation between CINCPAC and Tai-
wan and we will defend you. And I just fear that without having
a clearly defined set of goals in the context of our one-China policy,
may I add, that we pursue, and where our actions are clearly con-
sistent with what our policy is in every case, we are creating a vac-
uum that either Taiwan or Mainland China or both may feel free
to step into.

Commissioner BARTHOLOMEW. Hence the need, of course, for the
fact that the Commission has called for a reassessment. We believe
that we need to take a look at what’s working and what isn’t.

Mr. Chairman, I see that our time is running out. May I ask one
more question?

Cochair BECKER. Yes.

Commissioner BARTHOLOMEW. I have questions for both our
other witnesses, but one more question for Mr. Borich. You also
mentioned in your written testimony the need for both the United
States and China to keep their list of expectations short and fo-
cused on what’s truly essential to our respective national interests.
What would you place on that list?

Mr. BoricH. First and foremost we should continue to work
closely with China on matters of regional and global security, as we
are in the war on global terror, for example, and to manage as best
we can, and hope that China does the same, the security element
of our relationship as it impacts on East Asia and the Taiwan
Strait in particularly. I think that’s crucial. Obviously we have a
number of bilateral economic and commercial issues that need
careful tending and management, as well.

By the way, forgive my bias. I'm a little less concerned about the
growing trade deficit with China, since it is almost totally offset by
declining trade deficits with other countries in East Asia. They've
shifted much of their manufacturing for export to the United States
from their home countries to China. But nevertheless, whether it’s
a significant economic issue or a political issue, I think our trade
deficit with China is something that needs careful tending and
management and close cooperative work by both sides. Certainly
the question of intellectual property protection is one where we
need China’s full cooperation, and we need to continue through a
combination of cooperative efforts and exhortations to get China to
protect not only our intellectual property but its own.
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Cochair BECKER. Commissioner Wessel.

Commissioner BARTHOLOMEW. Hopefully we’ll have a second
round.

Cochair BECKER. Yes, I hope we will.

Commissioner WESSEL. Thank you, Mr. Chairman.

I have a general question for the panel as a whole because I
seem to be missing something. Mr. Bender, you talked at length
about what’s happened to jobs on the ground here of the workers
in the state. And as far as I can tell from the mandate we have,
which is from Congress, our primary concern is what’s happening
to the citizens here on our ground, both their economic and mili-
tary security.

Dr. Scott, your study is a startling one, not only in terms of the
breadth of the impact, the 1.5 million jobs, but when PNTR was
debated in Congress, people were talking about textiles and plush
toys and shoes. Your study points out that we’re talking about
high-tech—the crown jewels of our own economy. What we were
told in the '90s, the information age—that these are the bright
stars on the horizons. Don’t worry about steel, don’t worry about
some of our basic industries, we’re going to train our workers, we're
going to do all of that.

We have heard not only from this panel but from many panels
over the last months about currency manipulation, yet our own ad-
ministration refuses to call it that. We heard just two days ago that
our administration or some of our administration officials are in
China saying, IPR is a real problem and, you know what, we mean
it this time, despite, I believe, there being four separate agree-
ments on IPR. Each one of which has been broken by the Chinese,
and each time we say, “give it time, let’s work it out, don’t worry
about the piracy, don’t worry about the job loss here.” What am I
missing?

If the government doesn’t stand by the people, if it doesn’t stand
by the businesses and say, “we’re not going to take it anymore,” the
Chinese are right to do what theyre doing. They're doing it for
their own people. When are we going to start sticking up for our
own people and what should we be doing? Any of the panelists?

Dr. Scott?

Dr. ScotT. Thank you, Commissioner Wessel.

I think that we need to take a much tougher stand on exchange
rates. You've heard about this. I just read in the paper yesterday
that China has acquired $200 billion in U.S. foreign exchange re-
serves in the past year alone. They are financing something ap-
proaching a third of our total trade deficit. This is an intervention
on an unprecedented scale, and this is totally illegal under the
terms of the IMF and the WTO. The U.S. would be totally within
its rights to take action, tariff action in particular, in response to
this kind of abusive behavior. And just one example of China’s un-
fair trade practices.

The Europeans, of course, are being hurt as much or more than
we are because their currency is being forced to absorb all of the
pressure for the U.S. dollar to adjust. So I think that the U.S. and
Europe need to get together and put pressure on China to devalue,
and as I've been saying in the last couple of days since my study
came out, the U.S. faces a calamity in this massive growth of our
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global and in particular the China trade deficits, and if we don’t
respond we’re going to be faced with a financial earthquake. So we
can either decide to gradually devalue the dollar in coordination
with our trading partners or we can delay action until currency
and financial markets adjust, which could easily result in a hard
landing for the economy. If we go the latter route the costs will be
much higher to the domestic economy than if we handle the prob-
lem head on.

Commissioner WESSEL. Before we turn to the other panelists for
their views. I've been involved in public policy for a long time. I re-
member President Reagan talking about the twin deficits in the
1980s, not only the skyrocketing budget deficit but also the sky-
rocketing trade deficit. What am I missing? Aren’t we involved or
aren’t we facing a similar situation?

Your numbers on the screen just a minute ago pointed out tril-
lions of dollars of accumulated trade deficits. Congressman
McDermott said at some point we’re going to have to pay that back.
How do we pay it back, out of our standard of living?

Dr. ScoTT. Yes, it will come directly out of our standard of living.
In fact, I did an interview yesterday with a reporter, who asked me
what the accumulated deficit of $2.4 trillion is costing us, and I
worked it out on the back of an envelope, and if we assume market
interest rates rise to the expected level of three to four percent in
the next year or so, the cost of servicing this accumulated deficit
works out to about $200 for every man, woman and child in this
country every year, and that deficit is growing massively over time.
So it’s going to take a toll on our living standards, there’s no way
to avoid that, and it’s going to get worse until we begin to curtail
the growth of our trade deficit.

Commissioner WESSEL. Mr. Bender, Mr. Borich?

Mr. BENDER. I'll take it from a different context. One of the con-
cerns that we have in organized labor is that it seems that when
our country negotiates these trade agreements, that labor rights,
environmental rights, human rights are not put at the same level
as intellectual property rights, for example, and other things that
are important to the multinational corporations. I think if we could
put us at the same level, have strong enforcement mechanisms in
these trade agreements that would do a lot to help level the play-
ing fields for this country and the state of Washington.

Commissioner WESSEL. I certainly agree with you that they
should all be on a level playing field and get the same attention,
but in China we see that nothing’s being enforced, so everything’s
being ignored.

Mr. BENDER. I would be interested to give you a little comment
that I read in the Los Angeles Times, and this was the Mexican
government. They were kind of saying, Look, we’re in trouble now
because all these jobs that we got through the maquiladoras, the
Chinese government is now advertising trying to get those
magquiladoras to move to China, and in the article it said, You can
come to China, you don’t have to worry about labor unions, you
don’t have to worry about environmental rights, you don’t have to
worry about regulations, and we pay our people lower. Our concern
is this race to the bottom, the lowest common denominator, and we
haven’t dealt with this issue at all.
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Mr. BoricH. I think that, first of all, on the increase in China’s
foreign exchange reserves, of that $200 billion, approximately 100
billion of it flowed into China in the last quarter of 2004. Of that
$200 billion, approximately 60 billion was accounted for by new for-
eign direct investment, 10 billion or less was accounted for by Chi-
na’s total global trade surplus, which was $10 billion or less, and
the remainder was what is described as hot money, which is basi-
cally private funds flowing back into China speculatively, on the
assumption that China is going to revalue the RMB at some point
in 2005, and these are private sources of funds that because of this
RMB evaluation their investment, if you will, in China will appre-
ciate considerably when they cash in the RMB or dollars for the
foreign currency later on. So I think that by just the mere specula-
tion that China might revalue the RMB has fueled most of the very
sizable increase in China’s foreign exchange reserves over the last
quarter of 2004.

I'm not sure I would agree with the statement, which seems to
me rather broad, that China enforces nothing, whether it’'s human
rights or labor rights or whatever. That said, obviously it’s a sys-
tem with enormous weaknesses in it, and the pattern of abuse or
ignoring abuse in China varies dramatically from area to area, as
does attempts to enforce intellectual property rights. I think Chi-
na’s overall problem is that political power has devolved to such a
point that localities, even whole provinces, can ignore laws, regula-
tions, policies by the Central Government that doesn’t suit that
particular locale and its purpose.

Cochair BECKER. I want to make a comment before I pass it on
to our Chairman, Commissioner D’Amato. You know, a good por-
tion of my life I've listened to economists and government rep-
resentatives telling us that the deficit was really good for us, that
it showed confidence in America, it showed how well our economy
is doing which is why all these countries wanted to put money into
America. Yet all the time the deficit kept going higher. We had a
deficit commission, and now we’re into the China Commission, and
it’s still accelerating at runaway rates. If the deficit is so good why
doesn’t every country want one? Why are we the only country that
seems to be willing to gather a deficit under our folds and hold
onto this? We’ve heard that it’s not sustainable for the last 12
years, year after year after year, but yet we keep letting it go on.
Just a comment on that.

Commissioner D’Amato?

Chairman D’AMATO. Thank you very much, Mr. Chairman.

I want to get back to the state of the economy here. Compared
to where we were in Ohio and South Carolina, we're kind of in
dreamland here. There is this sense of the Northwest having this
tremendous export-led economy, three of five jobs, direct, indirect,
on the export growth. The question I have is: Are the leaders in
the Northwest looking ahead? Can you actually foresee what the
trends will be in—let’s say 10 years?

And the reason I say that is the analysis that we got from our
staff and others prior to coming here indicated tremendous pres-
sures on some of the more successful aspects of the economy here.
Horticulture. You're in a surplus situation. Trends I see, given
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what the Chinese are up to in horticulture, it may be that we could
be in a serious deficit in horticulture in the Northwest in 10 years.

Same thing is true of a huge program in China to build their own
forest products industry. That’s not going to be to the Northwest’s
advantage.

Right now we're sort of even-steven on aerospace. One of the
analyses we had shows that probably in the year 2004 the net situ-
ation tradewise for the state of Washington will be slightly in def-
icit, and not much in surplus, even if it’s still in surplus.

My question is: Are we looking ahead. I know it’s hard to project,
but we don’t want to be here in 10 years and have the kind of testi-
mony that we got in Ohio. We want to avoid that. The purpose of
this Commission is not just to identify problems to the Congress
but also to propose some solutions. What to do about these trends
that we see that may be adverse. Let’s get in front of those trends
now, instead of what we saw in other parts of the country.

So my question to you, Mr. Borich, youre in a position to take
a look at the economy. Can you project five, 10 years down? Are
you going through that exercise? And if you are, what do you see
as the problems that we need to pay attention to?

Mr. BoricH. Thank you. An excellent question.

I share some of your concerns about horticulture, particularly
tree fruit. I think that China will pose a very strong challenge.
They are the world’s largest apple producer today. They have prob-
lems with quality, they have problems with transportation, they
have problems with storage, they have problems with global mar-
keting, but we cannot assume that these problems are going to be
insoluble forever.

Well, let me put it this way. I think the one thing that will help
our state’s agriculture and agricultural exports, for the time being,
at least, is China’s continued insistence on agricultural self-suffi-
ciency. I don’t think that’s going to hold forever, and when that de-
termination, that national security, depends on food self-sufficiency
finally dissolves, as I think it will eventually, China is going to
turn increasingly away from grain production, for example, and
other kinds of crops that are both land and technology intensive,
and devote more of its resources to where its comparative advan-
tage is, in labor-intensive agriculture in things like tree fruit.
When that day comes, then I think much of the state’s agriculture
imd the markets that sustain it are going to face a serious chal-
enge.

How well we react to that is right to the heart of your question.
How can we best prepare for this state? It’s coming. Or in aero-
space. At some point in the future. China’s graduating more engi-
neers today than we are, and at some point in the future theyre
going to have the capacity to make commercially viable commercial
aircraft. What do we do?

I didn’t catch all of Congressman McDermott’s testimony but I
did catch the tail end of it, and I totally agree. We’ve got to invest
more in our education system and our research institutes. We've
got to find ways to bring more technology to business, to agri-
culture, that will allow us to keep what our comparative advantage
truly is, and that is a technology-based economy with a highly
trained work force. That is really where our comparative advantage
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lies, and as long as we maintain that advantage I think we will
continue to adapt and continue to advance not only our state’s
economy but also the nations.

Chairman D’AmATO. Thank you.

Let me follow up with just one point. I think it would be impor-
tant to try and mount an exercise to do some projections based on
our best knowledge of what’s going on now and see where we're
going to be in five or 10 years in the region, and see what kind of
solutions we need to start bringing to bear and hand off whatever
problems we have. I think that exercise is absolutely critical.

Mr. BoricH. I absolutely agree.

Mr. BENDER. Mr. Chairman, let me just comment. What I'd like
to say is that there’s no question education and training is ex-
tremely important to the work force that we have in this state and
in this country, but I'm still trying to deal with the problem when
these companies are giving us the bottom line and they’re telling
us that, I can hire an engineer in India for one-fifth the cost of an
engineer here, then how do we compete? I mean, to me that’s a
question we need to answer, because if the answer is going to be
strictly going to the lowest common denominator, we're going to be
in serious trouble in this country in the years coming up.

Chairman D’AmaTO. Thank you.

Dr. ScoTT. Let me just add that there’s a tremendous distinction
that’s really growing between the national interest of the U.S. as
a location of production and the interest of U.S. businesses in maxi-
mizing returns for their shareholders, and increasingly as our busi-
nesses are being acquired by foreign companies, this gap is grow-
ing. We know that just last month IBM’s PC business was acquired
by the number one Chinese computer maker, Lenovo. These kinds
of changes are fundamentally altering the interest of multinational
companies producing here, and one of the recommendations of the
Trade Deficit Review Commission was that when the public makes
investments, in particular in research and development, that bene-
fits particular companies, there ought to be strings attached. Those
investments ought to be tied to the location of production here in
the U.S., and I think that’s becoming even more important given
the change in ownership of our corporate base.

Chairman D’AMATO. Thank you.

Cochair BECKER. Thank you.

Commissioner Reinsch.

Commissioner REINSCH. Thank you, Mr. Chairman.

Dr. Scott, I have one quick question for you. I've got some other
questions about your methodology but I haven’t done all my home-
work yet so I'm not going to bore this group with those. I'll get back
to you later on methodology.

There is one question, though. Your report cites job opportunities
lost during the period, 1989 to ’02. What proportion is that of all
the jobs lost during that period for all reasons?

Dr. ScoTT. Since 2001 as a whole, nationwide, we’re down about
a million jobs. The loss in jobs due to trade with China in fact ex-
ceeds that amount. So what we’re talking about are, as I said, job
opportunities. These are jobs in manufacturing that could have
been created if we had a balanced trade with China, and if we look
at the manufacturing sector in particular, since 1998 we've lost
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about 3 million jobs in manufacturing overall, and according to a
study done by my colleague Josh Bivens recently, about 60 percent
of those jobs lost since '98 are due to growth in the trade deficit.
And we can go into further detail much later about technically how
we measure this and so on, but as I said in my testimony, what’s
happening here is we’re changing the composition of the labor
force. We're pushing people out of good jobs in manufacturing, that
pay relatively high wages, with full benefits, into employment in
places like Wal-Mart, that pay wages barely above the minimum
level, with few if any benefits.

Commissioner REINSCH. Yes, I don’t disagree with you on the
consequences. I'm trying to get a better understanding of the rea-
sons.

And that leads me to my other question, which really follows the
thread that Commissioner D’Amato began. It seems to me that sev-
eral of you—the other two of you in particular—discussed directly
or indirectly comparative advantage and how we’re dealing with it
with respect to China, and it seems to me what we’ve been learning
is that while it was hard to create comparative advantage when the
factors of production were relatively immobile, that’s not true any-
more, and were dealing with an analytical framework in which
comparative advantage is dynamic, not static, and we find our-
selves increasingly on the losing end, losing comparative advantage
to other places for a variety of reasons, China not being the only
one, but that’s our mandate and it’s probably the biggest one, any-
way.

It seems to me that the United States’ recent historic response
to that has been what Mr. Borich referred to, which is to run fast-
er, exploit our advantages, and attempt to either recapture or
maintain the advantages that we have, focus on high-tech, focus on
education, et cetera, and I think both you and Congressman
McDermott in particular did an excellent job of pointing out some
policy deficiencies that we have in trying to do that. In some re-
spects the private sector may have done a better job of that than
the government has in the last 10 years, but we’ll see.

I guess the question I have for all three of you is whether that
is still the correct policy response or whether we’re moving into an
era where that simply isn’t good enough and we’re going to have
to think of something else?

Mr. BoricH. The correct response being focusing on staying
ahead of the rest of the pack?

Commissioner REINSCH. Running faster, working harder.

Mr. BoricH. Well, whatever the ultimate ideal policy mix is, I
would maintain that that is and will remain the critical element,
the key element. That is what has helped make this country what
it is, and that I think is what will sustain this country in the years
ahead. I think it has to. I don’t think there’s any other single factor
that could possibly replace that, whether you’re talking about pull-
ing out of the WI'O—I'm not suggesting you are, but pulling out
of the WTO or slapping trade barriers on Chinese imports. We're
in a different era, and I think that era is one that will continue
to emphasize for us good science, good technology, a highly skilled
work force, a constant stream of new scientists and engineers com-
ing on line, efficient ways of moving primary research and its re-
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sults from the laboratories and into to the work places and into ag-
riculture. I just don’t see a single thing out there that could pos-
sibly substitute for that.

Mr. BENDER. I'll be brief.

Let me tell you what my frustration is, and there’s no question
that we need to try to stay ahead in terms of education and train-
ing. We have a highly skilled work force. But I can give you an ex-
ample with The Boeing Company, for example, with one of our
unions, the engineering union, SPEEA. They developed a new tech-
nology for a new part of a plane. After they developed it, not only
that part and that technology was exported overseas. And our peo-
ple became extremely frustrated here. We dealt with the technology
here, we developed this new technology, we should be providing
jobs here for our workers here in this country, and both the jobs
and the technology that we developed here was exported overseas.
I don’t know how we fight that, because it’s very frustrating for the
workforce.

Commissioner REINSCH. That was going to be my question.
What’s the government supposed to do about that?

Dr. ScorT. Pardon me, Mr. Bender. Please, finish.

Commissioner REINSCH. Dr. Scott has the answer.

Mr. BENDER. Maybe he has the answer, because I'm frustrated,
because, they keep telling us that we need to educate our worker
force, they need to be highly educated, we need to be innovative in
terms of technology. We helped develop this new technology and
then we find out the technology and the jobs that we developed are
being exported to lower-cost countries. We're going back to the low-
eﬁt common denominator again, and I don’t know how we fight
that.

Dr. Scorrt. I'd like to make a couple of points. First, there’s a
path-breaking study that you may be aware of on “Global Trade
and Conflicting National Interests,” by Ralph E. Gomory and Wil-
liam J. Baumol that was published in 2000, by MIT Press. Baumol
and Gomory showed that we face a different kind of trade now. It’s
not a win-win trade world anymore. We've got winners and losers,
and countries compete for advantage, particularly in the key high-
tech industries that you're talking about, and the way they com-
pete is through developing strategic plans for industries, through
targeted spending on research and development and training, and,
frankly, the U.S. has just disarmed itself in that game. We have
perhaps the weakest set of high-tech research policies of any major
developed country in the world. So we are losing that game, and
if we wish to retain these industries we need to develop new poli-
cies that are much more strategically oriented to support just the
kinds of industries that Mr. Bender has been talking about.

My second point concerns exchange rate policies again. I can’t
stress this issue enough. The U.S. also had a massive global trade
deficit in the mid 1980s which was caused, in part, by a heavily
overvalued dollar. President Reagan’s Treasury Secretary, James
Baker, engineered a coordinated reduction in the value of the dol-
lar of approximately 50 percent. This devaluation reduced the trade
deficit down to almost zero. Exchange rates do work, they do help
address some of the problems we’re talking about here today, and
we have to address that problem, as well.
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Commissioner REINSCH. Thank you.

Cochair BECKER. We're starting to run into a little bit of a time
crunch. We’ve got two more Commissioners we’d like to hear from,
and so let’s keep our questions and our answers as short as we can.

Commissioner Dreyer.

Commissioner TEUFEL DREYER. Mr. Borich, I also question the
consistency and the objectivity of your statements on Taiwan. You
talk about the 1982 communiqué, in which we promised to gradu-
ally decrease the quantity and quality of arms we sell to Taiwan.
That, as you probably know, is a partial statement, in that the
promise was predicated on the reduction of tensions in the Taiwan
Strait. You also mentioned that our military support of Taiwan
might be taken as a symbol of U.S. support for their eventual polit-
ical goal of independence.

Our military sales are tied to the Taiwan Relations Act, which,
as you state, is one of the pillars of America’s China policy.

As for the eventual goal of independence, that is not necessarily
the end goal of people in Taiwan. Polls show that what they don’t
want is unification with an undemocratic Mainland, and so that is
a misstatement in your statement.

Assuming the Mainland doesn’t become democratic, I hope that
you do not mean to imply in your statement that this denies the
people of Taiwan the right to self-determination, which has, after
all, been an important core element of U.S. policy ever since we
came into existence. It was reiterated by Woodrow Wilson later,
and even by Bill Clinton, when he said any solution would have to
have the assent of the people of Taiwan.

And finally, when you speak of your conversation with the Chi-
nese military officer, “when you sell $18 billion worth of arms to
Taiwan, that has teeth.” A, the United States has NOT sold $18
billion of arms to Taiwan, and B, the statement shows no recogni-
tion of what prompted the offer of the sale, which is a tremendous
Chinese military buildup, with the explicit aim of taking over Tai-
wan, as shown by the sorts of hardware theyre putting their
money into.

Okay. My question is for Dr. Scott, and it’s twofold. One, I was
very surprised, since we all know that economists don’t necessarily
agree with each other, but almost all economists were agreed that
the Chinese currency was undervalued. The real argument among
them was over how much it was undervalued. In the first week in
December the Treasury Department came out with a statement
that the Chinese currency wasn’t undervalued. I'd like your take on
what caused that announcement. Was it a political statement,
which had no economic validity, which I'm prepared to believe, or
something else?

The second part is, I notice that from your chart here, that a lot
of the countries we are losing these industries to are not low-wage
countries, they’re high-wage countries. Sweden and the UK are
really high wages, and Canada has wages that are comparable or
higher than ours. What are we doing wrong?

Dr. Scort. To your first question, very briefly, there are a num-
ber of criteria that the Treasury Secretary has to take into account
when he produces a report twice a year on exchange intervention
by foreign countries, and one of those is whether a country such as
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China has a global trade surplus, and if so, whether that country
is intervening in foreign exchange markets so as to depress the
value of their currency. The Secretaries report in November 2004
stated that China had a global trade “deficit in the first half of
2004 of $7 billion.” The report notes that “China has publicly stat-
ed its commitment to move to a flexible exchange rate regime.”
Thus the Secretary chose to ignore other evidence that China has
sizeable global trade surplus, and thus made a judgment that
China wasn’t significantly intervening. Essentially they just chose
to ignore the obvious.

Commissioner TEUFEL DREYER. Okay.

Dr. Scorr. It was a diplomatic speech.

I think it was a serious mistake. We did find serious intervention
in a number of countries in the late ‘80s and early ’90s, Taiwan
and Korea, we intervened, and we succeeded in convincing those
countries to revalue their exchange rate.

In terms of this chart, you're absolutely right; it’s what struck
me, as well, as we put it together. And I think what’s going on is
what I talked about a moment ago. It’s not just rich versus poor
countries, it’s rich versus rich countries competing for slices of the
high-tech pie, and we are simply losing that race.

Commissioner TEUFEL DREYER. Thank you.

Cochair BECKER. Ambassador Ellsworth.

Ambassador ELLSWORTH. Thank you, Mr. Chairman.

I have two quick questions, one of which can be answered later,
if you wish, and that relates to the extent to which we and other
wealthy countries are funding China’s economic boom, that is to
say, with our foreign direct investment. China I think was either
the first or the second highest recipient of foreign direct investment
last year.

Number one, says Mr. Borich.

And so to what extent are we funding that and shooting our-
selves in the foot in that way, along with other ways?

You don’t need to answer that now unless you have an answer
handy, but if you could send us a little two-sentence note later, we
would be very grateful.

The other question I have is this, and this also should probably,
since we are out of time, be addressed if you wish in some other
way, maybe by a follow-up couple of paragraphs. In what ways do
you think in your own judgment these economic problems or chal-
lenges to the United States emanating from China adversely affect
our national security?

Thank you, Mr. Chairman.

Commissioner BARTHOLOMEW. Mr. Chairman?

Cochair BECKER. We have a follow-up from Commissioner Bar-
tholomew.

Commissioner BARTHOLOMEW. Thank you, Mr. Chairman.

First, one quick comment. It honestly never ceases to amaze me
when I hear that excuse for the Chinese government’s lax enforce-
ment of intellectual property rights. Frankly, people carry it over
to their lax enforcement of obligations having to do with the pro-
liferation of weapons of mass destruction when people say that
they don’t have control and so they can’t do it. But I just would
like to state that it’s our understanding that the Chinese govern-
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ment has 30,000 people whose job it is to monitor Internet access
by the Chinese population. It’s very hard to believe that given that
they have that level of monitoring going on of what their popu-
lation is doing, that they can’t do more in terms of intellectual
property rights protection and in ultimate proliferation of weapons
of mass destruction.

That said, one question I would love to ask all of you. I'm really
struck, Dr. Scott, not only by the statistics that you provide, but
by the acceleration that you talk about, that our trade deficit with
China has doubled since China entered the WTO. I'd like to hear
from all of you for the record what that means for our economic fu-
ture if this trend continues. How long can it continue and what
does that ultimately mean?

Mr. Bender, the Commission, both in South Carolina and in
Ohio, heard a lot about what was happening to the communities
in those states because of the job losses, and I'd like some of your
thoughts, please, on what does this mean for Washington State
communities as these trends continue that you’ve identified, and
what does it mean for the livelihoods of people and their lives?

Thanks very much, Mr. Chairman.

Cochair BECKER. I want to thank the panel for a very lively dis-
cussion and tell you that I appreciate the way that you engaged the
Commission on this. There are some of the questions that we would
expect feedback from you, as we don’t have time to get answers
right now. We would appreciate that very much.

Thank you for attending.

Mr. BoricH. Thank you.

Mr. BENDER. Thank you.

Dr. ScotT. Thank you.

Cochair BECKER. We're going to take a short break here, but the
next panel can go ahead and seat themselves if they would like.

(Short recess.)

PANEL II: AVIATION/AEROSPACE

Cochair BECKER. This section is on aviation and aerospace. The
speakers will be in the order as I introduce them. Mr. John Walsh,
President of Walsh Aviation, second, Mr. Owen Herrnstadt, Direc-
tor of the Department of Trade and Globalization for the IAM, Mr.
Richard Schneider, Aerospace Coordinator for the IAM, and Mr.
Mark Blondin, President and Directing Business Representative of
TIAM District 751 in Seattle. Last is Ms. Heidi Wood, Aerospace De-
fense Analyst from Morgan Stanley.

We're pleased to seat this panel, and we’ll start off with Mr.
Walsh. Remember, seven minutes for the testimony, five minutes
for the Commissioners.

STATEMENT OF JOHN F. WALSH
PRESIDENT, WALSH AVIATION, ANNAPOLIS, MARYLAND

Mr. WALSH. Thank you for inviting me.

As a brief introduction, Walsh Aviation is a consulting service
that I started 10 years ago in Annapolis, Maryland. My clients are
in the aviation subcontracting community. They work as suppliers
to both Boeing and Airbus. I also do consulting services for the De-
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partment of Trade and Industry in the United Kingdom and also
for Industry Canada and Ottawa.

Prior to my consulting activity I was with a company called
Rohr, an aerospace subcontractor in Southern California. Rohr was
the major supplier of engine pods and nacelles to both Boeing and
Airbus and as well as McDonnell Douglas at the time. I did that
for 20 years. I've been watching the struggle of the primes for over
30 years.

I have provided a prepared written statement. It wasn’t in time
to make your briefing book. I was trying to get some last-minute
data. My remarks essentially focused on the civil side of the air-
craft market. There’s lots of data, market share kinds of stuff that
talk about the cycles in the statement.

I would like to address four main points in my oral presentation
this morning. Those points are covered in detail in the written
statement.

First, production rates I believe will be up at Boeing, and up
sharply, faster than what’s been announced or even speculated
upon. Secondly, I believe the 7E7 will be a pivotal program for Boe-
ing and that it will help allow them to gain back some of their lost
market share. Third, I believe China and its airlines will play a
key role in how Boeing performs both in the near and long term.
Fourth, I'm going to try and make a general assessment of what’s
the impact of all that on the Pacific Northwest region.

I've also been asked to provide my vision of what things would
look like 10 years from now, but let me save that for last.

On the increasing commercial production rates at Boeing, first
the good news: From a base of 285 aircraft delivered in 2004, I be-
lieve they’re going to go to 350 or 400 aircraft by 2006. Most of the
industry has numbers associated lower than that. The bad news:
Boeing is down 50 percent from its 1999 peak. During that same
period Airbus was virtually flat, with 300 aircraft from 1999 to
2004. That ended in 2004 with 320 aircraft deliveries, so they beat
Boeing on the delivery side.

I believe Airbus is going to go up even faster, up to 450 aircraft
or perhaps 500 aircraft by 2006. So what I'm suggesting is another
steep cycle that’s right out in front of us. I believe this cycle is a
supply push phenomenon, to coin a phrase, in which Airbus is
doing the pushing. The Asian airlines are pulling from a demand
side, but Airbus i1s the dominant player in this game. Boeing will
be forced to react with its own production increases.

Second point. Importance of the 7E7. This is a major commit-
ment and a gutsy but necessary move by Boeing. The 737 and 777
will be leading the parade in terms of production rate increases.
The 757 is essentially out of production. The 747 and 767 have
been reduced to one a month. 737, a Renton program, 777 an Ever-
ett program, will have to carry Boeing for the next three or four
years. 7TE7 introduction is 2008, so it’s going to be a while. The 7TE7
1s not without risk to Boeing. The 747 has a very high composites
content, electric actuation systems, replacing hydraulic systems, an
advanced cockpit, an aircraft that will be absolutely rich in tech-
nology, delivered at a 767 price. A very formidable challenge. It’s
different from the A380 and the A350 being offered by Airbus. Not
to take away from the very significant industrial accomplishment
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of the A380. Those aircraft I think are still going to be regarded
as aluminum aircraft, whereas the 7E7 will take on the label of an
all-composite aircraft.

If delivered as advertised, this could be a real showstopper at the
airlines, with significantly reduced weight and significantly re-
duced maintenance costs as drivers. So it could be one of these par-
adigm shifts that we’ve all talked about in the past and that never
really materialized. This is a big program.

Moving to my third point, the importance of China to Boeing.
Boeing has done well in the past in China. Boeing has done ex-
tremely well in Japan. Airbus has publicly announced that China
is their number one target. They want to do five percent of their
aircraft manufacturing in China, and they’re after the Chinese air-
lines as well as the Chinese suppliers. Both the Chinese airlines
and Chinese suppliers know theyre being pursued, and they’re
going to play hard to get. Chinese airline orders, once obtained,
need continual maintenance, have lots of government influence,
and there are often times lots of surprises as to where the aircraft
actually get delivered.

I do feel that the indigenous Chinese aerospace manufacturing
segment is not a threat to Boeing over the next 10 years. They're
making gains in business jets, they've got plans for regional jets,
but I think it’s going to be a while before they’re at Boeing’s door-
step.

I see I'm getting close to being out of time.

My fourth and last main point is what will be the impact on this
to the Pacific Northwest? Rates are going up. That’s a good thing.
But it is the 737 and 777 programs that will provide the growth.
The 737 has a lot of work in Wichita, Kansas, at the Boeing plants.
The 777 has probably less U.S. content than other Boeing pro-
grams. There’s more of an offset issue with that.

The Pacific Northwest region is a powerhouse source of talent,
resources and capabilities, but unfortunately the game has eroded
to the point where its aircraft selling price is driving the market,
and that’s going to be the name of the game in future aircraft sales
campaigns.

Last but not least, my vision of the commercial aircraft 10 years
from now. 10 years is a difficult vision, but my projections are Boe-
ing and Airbus will still be hip deep in commercial aircraft produc-
tion; no one leaves, no one really enters. Boeing’s market share will
be back up a bit with the 7E7, and in that 10-year time period we’ll
be arguing about who’s got the 45 percent, who's got the 55 per-
cent. At the end of the 10-year period I boldly predict Boeing and
Airbus will still not particularly like each other, it will still be
confrontational, and there will still be a need for more Commission
hearings to sort these things out.

Again, thank you for your invitation. I look forward to your ques-
tions.

Cochair BECKER. If I'm here in 10 years I'll see that you're here.

Mr. WaLsH. Thank you.

[The statement follows:]
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Prepared Statement of John F. Walsh
President, Walsh Aviation, Annapolis, Maryland

I would like to extend my thanks to the Commission for inviting me to make a
statement on my analysis and thoughts on the aviation and aerospace sectors and
their inter-relationships with China and the Pacific Northwest Region of the United
States.

Walsh Aviation is an Annapolis, Maryland based consulting service. I have been
operating as an independent consultant for the last 10 years with a client base of
55 companies to date. My clients are predominately in the aircraft component manu-
facturing and material supply sector. I also provide consulting services to the De-
partment of Trade and Industry (DTI) in London, and Industry Canada in Ottawa.

Prior to starting my consulting company I served as Director of Market Planning
and Forecasting for Rohr Industries (now a part of the Goodrich Corporation). Rohr
was the major manufacturer and supplier of nacelles (or engine pods) and thrust
reverser systems for Boeing, McDonnell, and Airbus commercial jet transport air-
craft. During my 20 years at Rohr (1974-1994) I got to witness, on a firsthand basis,
the struggles and battles of the aircraft manufacturers as they worked their way
through the ups and downs of the aerospace marketplace.

In a nutshell, I have been watching the prime aircraft manufacturers in the com-
mercial transport aircraft market sector slug it out with each other for more than
30 years.

Commercial Transport Aircraft Manufacturing is a Cyclical Market

I may be stating the obvious by bringing your attention to the cyclical nature of
the commercial transport aircraft market but it is a prerequisite to understanding
the nature of the market. Depending on what part of the aviation cycle you are in
the airlines and the aircraft manufacturers often behave in very different and diver-
gent patterns.

Earlier Aerospace Cycles

All of the aerospace cycles in the past have been a bit different. Just when you
think you have learned something from the last one the next one comes along and
doesn’t behave in the same manner. Production rates are rising and falling at rapid
rates but the drivers for the up and down movements can be very different.

In the aircraft production cycle which started back in 1984 (252 aircraft delivered)
and lasted through 1992 (603 aircraft delivered) there were large gains in airline
passenger traffic driving the market. The worlds’ airlines were fiercely competing
amongst each other to capture this growing market. The airlines were literally beat-
ing Boeing, McDonnell Douglas, and Airbus over their heads to increase aircraft
production rates. This was a somewhat classic demand driven cycle with airlines
overestimating their aircraft needs. This oversupply of aircraft, particularly with the
U.S. airlines, coupled with the first U.S. invasion of Iraq in 1991 led to the signifi-
cant 50% decline in aircraft deliveries from 1992 (603 aircraft delivered) through
1995 (330 aircraft delivered).

The next upside segment of the cycle which started in 1995 was very different.
It was not the classic airline demand driven cycle. Boeing, looking at the lay of the
land in 1994, sensed that the airlines were past most of their major problems and
that conditions would soon be ripe for selling new aircraft. The plan, as I inter-
preted it from market events, was for Boeing to crank up production rates at a very
rapid pace and essentially “flood” the market with aircraft deliveries. Airbus was
still a relatively small producer at that time with its 124 aircraft production level
in 1995. Boeing would have the advantage of being able to offer early deliveries to
the airlines at attractive prices (because of perceived efficiencies of high rate produc-
tion) and its competition could not respond in a timely manner. In my opinion. It
was a manufacturer led “supply push” by Boeing that was the major market driver
in the upside of the cycle from 1995 to 1999. The airlines later jumped on it but
it was Boeing that was leading the drive to increase production.

A great plan, but it did not work. The rate increase was so large and so fast (18
aircraft per month to 43 aircraft per month in 18 months) that Boeing and a num-
ber of its major suppliers could not execute it without significant disruptions and
cost overruns. In November 1997 Boeing was forced to suspend production on the
747 line for 20 days and curtail the introduction of new aircraft into the 737 line
for a 25 day period. The production line shutdowns were the first in company his-
tory.

The “plan” did not, however, stop Airbus from increasing its production rate from
the 124 aircraft level in 1994 to 294 aircraft in 1999. Airbus essentially met the
Boeing rate increases with their own production increases, spooling the total market
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up to a peak of 867 aircraft in 1999. The down side of the cycle extended to 2004
with a drop in total production levels back down to the 605 aircraft level.

Where Are We Today?

Most of the reasons for the down side of this cycle were readily visible. The ter-
rorist events of September 11, 2001 and the subsequent fall off in the demand for
air travel were the more obvious major drivers for the market decline. A more in
depth analysis indicates that a number of airlines were already experiencing prob-
lems with declining air fares and having too much aircraft capacity on hand from
the Boeing led “supply push” by the end of the year 2000.

On the demand side of things we are now seeing the long awaited rebound in air-
line traffic. Preliminary world traffic growth (in revenue passenger miles) data indi-
cates that total scheduled airline passenger traffic grew at a 14% annual rate in
2004. This follows annual world passenger traffic declines of 2.9% in 2001, 0.5% in
2002 and 0.9% in 2003. We are now, for the first time after three years, above pre
9/11 world traffic levels. World freight traffic showed a similar rebound with pre-
liminary estimates of 13% growth in revenue ton miles in 2004. The Asian airlines,
and particularly China’s airlines, are leading the pack in terms of traffic growth in
2004. In 2003 there were significant traffic declines in China as the result of the
SARS epidemic that surfaced throughout the region during the 2003 time period.

The world airline profit picture is also improving. Major annual operating losses
of $11.8B were reported in 2001 with operating losses of $4.9B reported in 2002 and
$0.9B in 2003. The “best guess” estimate is for something close to breakeven world
airline operating profits for 2004. There are not a lot of airlines that are actually
reporting meaningful profits at this point in the cycle, but it is clearly getting bet-
ter. Increased fuel prices have curtailed what could have been a return to operating
profits in 2004 on a world wide basis. It would be prudent for the world’s airlines
to take a little more time to rebuild their balance sheets and get back to higher uti-
lization rates for their existing aircraft fleet before ordering more aircraft. Unfortu-
gately, the airlines have shown that they are historically not a “prudent” group of

uyers.

In this current cycle, Boeing reached its peak production rates in 1999 with deliv-
ery of 573 aircraft and appears to have bottomed out in the 2003—2004 time period
with deliveries of 285 commercial jet transport aircraft in 2004. That’s a 50% decline
(peak to trough) in unit deliveries for Boeing.

The picture at Airbus is quite a bit different. Airbus’s production rate in 1999
(Boeing’s peak year) was 294 aircraft and continued to increase somewhat to a peak
of 325 aircraft in 2001 and then bottomed out in the 2002-2003 timeframe at 303
and 305 aircraft respectively. Airbus ended the year 2004 with 320 aircraft deliv-
eries. Airbus in the current aircraft cycle was able to achieve flat deliveries as com-
pared to Boeing’s 50% decline in the same time period.

Today’s Winners

If you look at the numbers for the last three years Airbus wins on aircraft orders,
aircraft deliveries, and aircraft backlog. It is important to note it’s not exactly a
rout. Boeing still maintains a market share that is in the 47% to 48% on orders/
deliveries or 43% or so on backlog depending on how you decide to measure it. It
is clear that Boeing is no longer number one or the “world’s largest commercial air-
craft manufacturer.” Unfortunately, for Boeing, being “very close” to being the
world’s largest supplier does not seem to matter to the media when it comes to pub-
lication time.

Airbus has made impressive gains in the market with its products over the last
five years. It has cost Boeing something in the order of at least 20 points in market
share. Airbus has clearly out-ordered and out-delivered Boeing at the bottom of the
aircraft cycle. What are the reasons for the impressive gains? In my opinion, the
aircraft products offered by both companies are generally regarded to be about
equal. Recent airline sales campaigns are now suggesting that Airbus has become
even more aggressive on aircraft pricing. Boeing at the same time is reported to
have backed off in reducing their prices to the newly established threshold levels
of what it now takes to sell airplanes.

As aircraft price becomes the dominant sales discriminator then the aircraft cost
line gets to receive even more of a corporate focus for both companies. The pressures
to outsource will become a compelling strategy to implement a quick fix for quick
results to a long term problem.

Where Do We Go From Here?

Boeing has stated its plan to deliver approximately 320 aircraft in 2005. The Air-
bus publicly announced plan is to deliver 350 to 360 aircraft in 2005. When it comes
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to delivery plans in 2006 both manufacturers become a bit circumspect as to what
their plans are.

Let’s move to the market drivers for the emerging upside of this current cycle.
In my opinion, it will be another manufacturer led “supply push” that is the major
market driver for the next wave of oncoming increases in production. The big dif-
ference is that this time around it will not be led by Boeing. It will be led by Airbus.
Boeing, in my opinion, will be forced to react and follow with its own increased pro-
duction rates but for this cycle it is Airbus leading the parade.

Most independent forecasters believe that aircraft production levels will be up in
2005 and 2006. The point where I diverge from most of the aircraft forecasters in
the industry is in the rate of the production buildup. I believe production rates will
be going up at a rather rapid rate starting from the base of 605 aircraft in 2004
accelerating through 2005 and reaching 800 aircraft per year in 2006 (Boeing with
350 aircraft and Airbus with 450 aircraft). If I am right with my forecast, that
would take Boeing from 285 aircraft deliveries in 2004 to 350 aircraft deliveries in
2006, a 23% increase in the two year period. Airbus would move from 320 aircraft
deliveries in 2004 to 450 aircraft deliveries in 2006, a 40% increase in the two year
period. If anything, these numbers could be larger and the pace could be faster than
most would expect, particularly with regard to my projections for Boeing production
rate increases.

As we start calendar year 2005 Boeing is currently at production rates of 1 air-
craft per month for the 717, 17 aircraft per month for the 737, 1 aircraft per month
for the 747, 1 aircraft per month for the 767, and 3 aircraft per month for the 777.
The 757 program is currently being phased out of production with the last 757 deliv-
ery to take place in June of 2005. Continued production of the 767 is viewed as
being highly dependent on the startup of the highly publicized U.S. Air Force Tank-
er program. The recently launched 7E7 program which is intended to be a 757/767
replacement aircraft is scheduled to begin deliveries in 2008.

Looking ahead, for Boeing it appears that 2005-2006 production will be domi-
nated by the 737 (an Renton program) and the 777 (an Everett program) until the
TE7 (an Everett program) starts deliveries in 2008. The 7E7 development, tooling,
and production startup will add significantly to the activity levels at the Everett op-
eration during 2006 and 2007.

If you adopt my 800 aircraft forecast for 2006 with Boeing getting 350 and Airbus
450 then it’s a 44%/56% (Boeing/Airbus) market share split which would point to
further declines for Boeing’s market share over the next two years.

As we start calendar year 2005 Airbus is currently at production rates of approxi-
mately 20 aircraft per month for the A320 and approximately 7 aircraft per month
for the A330/A340. The A300/A310 programs are at a modest 1 or less per month
combined production rate and the newly launched A380 is currently scheduled for
first delivery in July/August of 2006. The recently announced A350 program, a de-
rivative of the existing A330/A340 programs is being designed to combat the Boeing
TE7 program and is scheduled for first delivery in 2010.

So where does this all leave us? I think it points to a market that is headed up
and headed up sharply. Maybe it should not—but I believe it will. Airbus is pushing
it on the supply side and the Chinese airlines are pulling it from the demand side.
Boeing will react to it. The rest of the airlines and the industry will join in on the
premise that “the train is leaving the station, so get on board or you will be left
behind.” This is one cycle that Boeing cannot afford to miss. This is also an excellent
time for Airbus to make major inroads into the Chinese market by locking in signifi-
cant orders for aircraft and Airbus knows it.

What happens at the top or on the upside of this current cycle? It appears to me
to be a market that might be Airbus’s market to lose. The biggest threat to Airbus,
in my opinion, would come from a failure to accomplish the 50% increase in produc-
tion by 2006 that I have projected.

The aggregate market in terms of supply and demand forces will of course, over
time, correct itself but I think that it is likely to be a post 2006/2007 event.

What About the Next Cycle?

Things could be a bit different post 7E7 introduction (2008 and beyond). In my
opinion, if Boeing delivers the 7E7 as advertised it could become a major paradigm
shift in the market for commercial transport aircraft.

An aircraft with an all composite fuselage, composite wing, emphasis on electric
actuation and control versus hydraulics, etc. could be a real show stopper with the
airlines. There should be significant weight savings as well as maintenance savings
with this design concept that would save the airlines a lot of money during the oper-
ational life of the aircraft. Offering the 7E7 at current 767 prices is a “gutsy” move
by Boeing.
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The Airbus A380 is a major accomplishment for Airbus. It is big in terms of phys-
ical size (it will be the world’s largest). It will, in my opinion, sell reasonably well
for an aircraft of that size. The A350 response by Airbus to the 7E7 is an aggressive
move. It is a derivative aircraft of the A330/A340 family but one with major
changes. Airbus is committed to design and build an all new wing for the A350 as
well as add a host of other improvements (including 7E7 engines). To their credit,
Airbus made their decision on launching the A350 in a heartbeat. Boeing on the
other hand, in reacting to the A380, agonized over this and that 747 derivative over
a protracted period of time and eventually let the A380 come to market without any
really competitive response (a major blunder in my opinion). The A380 and A350
will have significant composite material content in control surfaces and other major
components but will still be regarded as an “aluminum” aircraft.

The 7TE7 program is not without risk. It is a very bold and a substantial competi-
tive move by Boeing. If the 7E7 wins airline acceptance, Boeing can be expected to
introduce the technology gains from the 7E7 to a new series of narrow body aircraft
to replace the current 737 program (introduction in the 2010-2012 timeframe?). In
my opinion, Airbus will be forced to follow suit and take the all composite aircraft
route.

In my opinion the 7E7 program followed by a new all composite series of Boeing
narrow bodies could have a much larger impact on the airlines versus the Airbus
A380 and A350 programs. It may be “the industry event” that allows Boeing to re-
gain some of its market share? Time will tell. In any event it will be a few years
off. Airbus appears to have the upper hand, in my opinion, in the pre 7E7 introduc-
tion timeframe (2005-2008).

Strategic Directions
The Airbus Strategy

I believe you can capture the essence of Airbus’s commercial aircraft strategic di-
rection in two words—“Beat Boeing.” “Beat” is not at the corporate level (at least
for now) or expressed in terms of profitability. It is at the commercial market sector
level. It is in numbers of aircraft. It is in annual orders for aircraft, or in annual
deliveries of aircraft, or in backlog in terms of number of aircraft. It’s a game of
who will have the words “world’s largest commercial aircraft manufacturer” used in
their media bylines and who gets to be referred to as the “world’s second largest
commercial aircraft manufacturer.”

The Boeing Strategy

I believe you can also capture the essence of Boeing’s commercial aircraft strategic
direction in two words—“Contain Airbus.” In my observations of Boeing’s past be-
havior in the marketplace, it used to be “Stop Airbus” and prior to that it was “Ig-
nore Airbus.” It was the “Ignore Airbus” strategy that in retrospect allowed Airbus
to get that all important foothold in the industry in the early 1970s.

China’s Impact on Boeing

China’s impact on Boeing needs to be addressed from three different perspectives:
China’s airlines as a source of future aircraft sales, China’s aerospace subcon-
tracting capability as an outsourcing vehicle, China’s potential as a future compet-
itor as a prime manufacturer of commercial transport aircraft.

China’s Airlines as a Source of Future Aircraft Sales

Boeing historically has done well in selling aircraft in China and throughout most
of Asia. “Relationship building” has been discussed as one of the key elements of
Boeing’s past success story in Asia. Boeing has a very strong position within Japan
in terms of selling aircraft and in using Japanese subcontractors to build compo-
nents and subassemblies for Boeing aircraft.

Airbus has publicly stated that they have targeted China to be “their Japan.” The
A380 has in the neighborhood of 3% Japanese material and manufacturing content.
To date, the A380 has not made any sales inroads at the Japanese airlines. It’s not
from lack of trying on Airbus’s part. Airbus is currently offering Chinese subcontrac-
tors up to a 5% risk sharing interest in the newly launched A350 program.

The long term traffic growth rates for China are impressive. Most forecasts indi-
cate a level of 8% to 9% per year over the next twenty years. The U.S. markets are
viewed as mature and with a growth rate of a nominal 3% per year tend to not
make much of a media splash. The point that is being missed is the large difference
in the fleet base from which the growth rate starts compounding. China’s airlines
have a fleet of some 600 or so Boeing and Airbus aircraft and another 100 or so
Russian built aircraft. The base fleet of Boeing and Airbus aircraft housed within
the U.S. airline system amounts to 5,200 aircraft.
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Aircraft orders from Chinese airlines have a number of controlling influences that
can impact the conversion of an “announced” order to a firm order and from a firm
order to a delivered aircraft. The Civil Aviation Administration of China (CAAC)
and other central government commissions still control who flies where, who gets
the new aircraft ordered, and what types of aircraft the airline can operate. Safety
concerns associated with too many new aircraft being introduced into the China air-
line system in any one year has been an issue. The Chinese government has also
been adamant about having Chinese flight crews fly their aircraft. Flights to and
from Taiwan and the Chinese Mainland also get to be a bit of a political hot potato
and receive high levels of government intervention in the airline planning and air-
craft ordering process.

Historically Boeing is perceived to have an edge in receiving orders from China’s
airlines due to the need for China to show concern for the large U.S.-China trade
imbalances that currently exist. Commercial transport aircraft orders are big dol-
lars. They tend to make big headlines. The EC continues to grow in size and has
recently surpassed the U.S. in terms of GDP. The U.S. “edge” may get a bit blunted
over time as China’s trade imbalances also begin to grow with the European Com-
munity countries.

So the bottom line message is China’s airlines are very important to Boeing but
they are not by any means the “entire” market. The Civil Aviation Administration
of China (CAAC) has stated that they believe that China’s fleet will grow from its
current 700 aircraft fleet level to 1,200 aircraft by 2010 (an increase of 100 aircraft
per year in fleet size).

China’s Aerospace Subcontracting Capability as an Outsourcing Vehicle

Chinese aircraft subcontractors are not yet in the same category as their Japanese
counterparts who are highly sought after for their ability to provide close tolerance
assembly work and provide high levels of labor productivity.

Most of the Chinese manufacturing resources reside in the China Aviation Indus-
try Corporation commonly known as AVIC. It is a state run organization with a
large number of employees. The Chinese government recently split it into two com-
panies AVIC I and AVIC II to make it less unwieldy. The two resulting pieces still
seefm to be a bit too large and both AVIC groups appear to lack a clear direction
or focus.

It may well be a requirement for Boeing to place additional subcontract work in
China to sell aircraft to Chinese airlines and not necessarily as an added source of
lower cost production.

China’s Potential as a Future Competitor in the Role of a Prime Manufac-
turer of Commercial Transport Aircraft

The Chinese are currently working out how to design and develop business jets
and how to assemble regional jets. The Russians are engaged in somewhat similar
efforts.

The raw talent and raw resources are there but it needs to be organized and man-
aged into something that would earn the respect of the world’s airlines. In my opin-
ion, both of these countries will be absorbed in exploring these two less complex
market sectors for some time to come. That is a good thing for Boeing and Airbus.

What Does This All Look Like 10 Years From Now?

Ten years is a little difficult to predict in this market with any degree of accuracy
but the next 5 years does look like it could be a bit rough for Boeing, the Pacific
Northwest, and the United States in terms of the production of commercial trans-
port aircraft.

The world press and media coverage of the A380 introduction with its targeted
first airline delivery in July/August of 2006 will paint a rather impressive European
victory message in the 2005/2006/2007 timeframe. It may have an impact on the air-
lines’ decisionmaking process during the next few years.

The good news is that, in my opinion, Boeing production rates are going to start
to move up. I guess the bad news is that they should be going up even faster than
Airbus, but let’s focus on the good news part of the message which will affect the
near term outlook.

Boeing’s aircraft product lines are very much a U.S. product. Boeing lists the U.S.
share of its total aircraft (less engines) as 86% for the 737 aircraft and 76% for the
777 aircraft. These work share numbers are always subject to some interpretation
as companies listed as U.S. suppliers often subcontract work to non-U.S. companies
and the companies listed as non-U.S. suppliers subcontract to U.S. companies, par-
ticularly material suppliers.

If I am right with my 350 aircraft number for Boeing in 2006 that is a 23% in-
crease over 2004. The 737 program has a relatively high amount of component and
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subassembly activity in Wichita Kansas so the Pacific Northwest region might re-
ceive less of a bounce than the gross production rate increase would suggest.

My ten year crystal ball “vision” of the future says that by 2015 Boeing will have
regained its market share position to the level that Airbus and Boeing are trading
off “who has the 45% share and who has the 55% number” as the market share bat-
tle ebbs back and forth between the two companies.

I predict that in ten years both Boeing and Airbus will still be “hip deep” in the
commercial transport aircraft market and will still not particularly like each other.
Upward movement of the regional jet suppliers Bombardier and Embraer may have
also split the market up a bit in terms of who is serving the shorter range market
needs of the airlines. The threat of market entry by Russia and/or China with their
own indigenous aircraft will be more of an issue to deal with at that time.

Cochair BECKER. You may have a question in your mind as to
why there’s not a Boeing representative sitting at the table. We did
our very best at every level that we operate, to get a Boeing rep-
resentative. We started with the CEO and then tried for somebody
high up that would be in a position to give us more than just mar-
keting and sales figures, but they wouldn’t come. I think it’s a sad
day in America for that to happen, but it’s almost understandable
that I'm sure Boeing is concerned about pressure being applied to
them internally, and I think this is true of a lot of companies that
do business in China.

But in any event, we couldn’t get them.

Next we’ll hear from Owen Herrnstadt.

STATEMENT OF OWEN E. HERRNSTADT
DIRECTOR, TRADE AND GLOBALIZATION DEPARTMENT
INTERNATIONAL ASSOCIATION OF
MACHINISTS AND AEROSPACE WORKERS (IAM)

UPPER MARLBORO, MARYLAN

Mr. HERRNSTADT. Thank you, Mr. Chairman, Commlssmners.

My name is Owen Herrnstadt. I'm the Director for Trade and
Globalization at the International Association of Machinists and
Aerospace Workers. Seated to my left is Mr. Mark Blondin, Presi-
dent and Directing Business Representative from IAM District
Lodge 751, which represents several thousand aerospace workers,
not only at Boeing but also at other companies. Seated to my right
is Mr. Dick Schneider, who is the overall Boeing Coordinator for
the TAM.

And if it meets with your approval, what I would like to do is
briefly go through my oral testimony and then turn to my col-
leagues, Blondin and Schneider, for their additional comments.

Cochair BECKER. Whatever written testimony you have will go
into the record from each of you.

Mr. HERRNSTADT. Thank you very much, Mr. Chairman.

The TAM represents more aerospace and related workers than
any other union in the U.S., probably the world. We are members,
work for both prime and subtier contractors, producing and assem-
bling, servicing and maintaining a wide variety of products, di-
rectly and indirectly related to the aerospace industry. Given our
unique position in the U.S. aerospace industry and our deep con-
cerns with respect to the development of China’s aerospace indus-
try, we're obviously honored to appear before you today.

In order to fully understand our deep concerns, we broken our
written testimony into three parts. First, the current state of the
U.S. aerospace employment, which is a very sad state indeed; sec-
ond, a review of the aerospace industry as we know it, burgeoning



61

in China; and third, some proposals for policy makers, in an effort
to mitigate some of these threats.

First of all I need not elaborate, the crisis that U.S. aerospace
workers find themselves currently in. In the past 15 years or so
over 500,000 workers in the industry have lost their jobs, several
hundred thousand more workers have lost their jobs in related in-
dustries. One of the reasons for this loss appears to be the lack of
a comprehensive policy by U.S. policy makers to stem this crisis,
a forward-thinking policy, which will in effect lead to not only the
stabilization but the increase in the number of good and decent
jobs in this industry.

The negative impact also on U.S. aerospace workers is exacer-
bated by the apparent fact that other countries have implemented
comprehensive policies in this precise industry. After all, what
were once fledgling aerospace industries in other countries are now
significant U.S. competitors.

In our testimony in 2001 the IAM singled out China for devel-
oping an effective industrial development of the aerospace industry
in that country. During our 1998 visit to China to tour aerospace
facilities, IAM participants noted the broad capacity in this indus-
try in China. My colleague, Dick Schneider, was one of those IAM
members on that mission.

How did China develop such an aerospace industry and how are
they developing it? Well, there are obviously many different ways.
One is through offsets and outsourcing and other forms of mecha-
nisms that are related to that.

There are many, many companies that are involved with activi-
ties in China. Obviously Boeing is one. They’re joined by Airbus,
Eurocopter, Brazil’s aerospace, as well as many other endeavors,
which are elaborated on in my written testimony.

China also has the dubious advantage of a work force that does
not enjoy fundamental human rights. I need not elaborate on that
to this Commission. That’s also in my written testimony, and I
know it’s something that this Commission has looked at for some
time. The AFL-CIO’s recent Section 301 petition, filed last spring,
also elaborates on the direct link between low wages in China and
t}ﬁe trade deficit. Dr. Rob Scott also previously just testified on
that.

As China’s aerospace industry further develops its lower cost
basis, derived in part from a work force that cannot legally form
its own labor unions, let alone engage in meaningful collective bar-
gaining, represents a further detriment to U.S. workers.

In order for the U.S. aerospace industry to remain competitive
three things need to be addressed and need to be addressed quick-
ly. One is to acknowledge the dangers of outsourcing and offsets;
two, to adopt the implementation of economic impact statements,
so that we are aware in five years, 10 years down the road where
we will be particularly when it comes to government programs; and
three, to assure that internationally recognized labor standards are
used, adopted and enforced in this industry, that this industry
leads the world in the recognition of international labor standards.

In my time remaining I'd like to call upon my colleague, Mr.
Blondin, for some additional comments.

[The statement follows:]
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Prepared Statement of Owen E. Herrnstadt
Director, Trade and Globalization Department
International Association of Machinists and Aerospace Workers (IAM)
Upper Marlboro, Maryland

Executive Summary

The International Association of Machinists and Aerospace Workers (IAM) rep-
resents several hundred thousand workers in North America in a variety of indus-
tries, including shipbuilding and ship repair, electronics, woodworking, defense and
transportation, and of course aerospace. Given our unique position, we very much
appreciate the opportunity to appear before you today.

U.S. Aerospace Employment is in Crisis

The importance of the U.S. aerospace industry to our nation’s economic and phys-
ical security cannot be questioned. The industry is directly responsible for the em-
ployment of hundreds of thousands of individuals. Indirectly, it is responsible for the
employment of several hundred thousand more workers. Many U.S. communities
have flourished because of the industry and various regions of our country have
grown economically dependent on this essential industry. The health of U.S. aero-
space employment also has an affect on our nation’s security. As outsourcing, co-
production, and other similar activities grow in the defense aerospace industry, U.S.
aerospace employment shrinks.

Despite the importance of the aerospace industry, since we last testified before
this Commission, the deterioration of U.S. aerospace employment has continued at
a dramatic rate. Over 600,000 jobs have been lost in the total U.S. aerospace indus-
try since 1990. Several hundred thousand more workers have lost their jobs in re-
lated industries.

U.S. Crisis Fueled by Lack of Comprehensive Policy

U.S. policymakers’ continued failure to develop, adopt and implement a com-
prehensive policy to promote U.S. aerospace employment fuels the current crisis.
The negative impact of the lack of a comprehensive policy in aerospace is exacer-
bated by the fact that other countries have acknowledged and embraced the critical
importance of industrial policy—especially in aerospace. After all, what were once
fledgling aerospace industries are now U.S. competitors. As succinctly stated by the
Presidential Commission on Aerospace, “... foreign nations clearly recognize the po-
‘fc‘ential benefits from aerospace and are attempting to wrest global leadership away
Tom us.”

A country that truly understands the importance of adopting a comprehensive
aerospace policy is China. In our testimony in 2001, the IAM singled out China for
developing an effective industrial policy in an effort to develop its own “aerospace
industry.” During our 1998 visit to China to tour aerospace facilities, IAM partici-
pants reported the enormous aerospace capacity that existed in China.

How did China develop such a huge capacity for aerospace? While there are obvi-
ously many different and related methods China utilizes, one significant method
used is by extracting production and technology from other countries through “off-
sets,” one of several forms of outsourcing. “China is one of the most aggressive coun-
tries in pursuing offsets agreements and, with its market potential and minimal
labor standards, it has substantial leverage in negotiating these agreements.” (Jeff
Faux)

China’s aerospace industry serves as a supplier for premier aerospace companies
like Boeing. Boeing is, of course, just one of many aerospace companies investing
in China’s aerospace industry, including Boeing’s chief rival, Airbus. Brazil’s aero-
space industry is also teaming up with China. Eurocopter, a subsidy of EADS, is
also involved with China’s aerospace industry.

China’s aerospace industry is not, however, complacent with its current programs.
There are reports that “China is likely to start developing its own large aircraft
rather than rely solely on foreign giants Boeing and Airbus. ...” (USAToday.com,
“China Studies Building its Own Large Aircraft,” 03/15/04, extracted 09/09/04.)
China aerospace may also be expanding to space itself: “The Chinese plan to send
more astronauts into space next year, to launch a Moon probe within three years,
and are aiming to land an unmanned vehicle on the Moon by 2010. ...” (The New
York Times, 1/22/04.)

China’s Unfair Advantage Regarding Labor

China has the dubious advantage of a workforce that does not enjoy fundamental
human rights. Failure to permit labor to enjoy freedom of association through the
formation of legitimate trade unions and to engage in meaningful collective bar-
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gaining, is a market distorting mechanism that artificially holds down wages. While
aerospace workers in China are presumably on the higher end of the wage scale,
they indisputably receive only a fraction of pay that U.S. aerospace industry work-
ers receive and “although reliable data on comparable labor costs in China are not
available, we can be confident that aerospace wages in China are below Mexican
levels, and far below those in the U.S.” (Faux)

As China’s aerospace industry further develops, its lower cost basis, derived in
part from a workforce that cannot legally form its own labor unions let alone engage
in meaningful collective bargaining, represents a further detriment to U.S. workers.

Proposals to Restore the U.S. Aerospace Industry and U.S. Aerospace Em-
ployment

In order for the U.S. aerospace industry to remain competitive against a growing
threat from China, the following proposals should be given serious consideration by
U.S. policymakers:

1. Acknowledge the growing threat of offsets as well as other forms of
outsourcing and implement an effective response for mitigating their
negative impact.

2. Adopt the implementation of Economic Impact Statements.

3. Assure that Internationally Recognized Labor Standards, particularly
those reflected by the International Labor Organization’s Conventions,
are incorporated and effectively enforced throughout the industry.

While these proposals address the U.S. aerospace industry as a whole, they are
particularly significant when referring to China. After all, China has in part devel-
oped its aerospace industry through the use of offsets and other forms of outsourcing
which poses a significant threat to U.S. aerospace employment. China’s lack of rec-
ognition for internationally recognized labor standards as well as other fundamental
human rights has also given it an unfair advantage in world competition. As China’s
aerospace industry develops, this unfair competition will be exacerbated in a tight-
ening global market resulting in an increasingly negative impact on the U.S. aero-
space workforce.

Comments
I. Introduction

The International Association of Machinists and Aerospace Workers (IAM) rep-
resents several hundred thousand workers in North America in a variety of indus-
tries, including shipbuilding and ship repair, electronics, woodworking, defense and
transportation, and of course aerospace. The IAM represents more aerospace and re-
lated workers than any other union in the world. IAM members work for both prime
and sub-tier contractors, producing, assembling, servicing and maintaining a wide
variety of products directly and indirectly related to the aerospace industry. Our
members have helped build some of the world’s largest and most successful aero-
space companies—Boeing, Lockheed Martin, Pratt & Whitney, and General Electric.
As we stated in comments before this Commission over three years ago, “[Gliven
our membership in the aerospace industry, the IAM has a vested interest in ensur-
ing the competitiveness of the U.S. aerospace industry and in preserving the jobs
of our members in this highly competitive industry. We are also mindful that
healthy and vibrant aerospace employment in the U.S. contributes to our nation’s
economic security as well as our defense.”

Given our unique position in the U.S. aerospace industry and our deep concerns
with respect to the development of China’s aerospace industry, we are honored to
appear before you today.

In order to fully understand the threat that China’s aerospace industry poses, it
is essential to begin with a summary of the current state of U.S. aerospace employ-
ment. After a brief review of the U.S. industry, the rapid development of the aero-
space industry in China is discussed and, of course, its growing impact on the U.S.
aerospace industry and its workforce. The last section of this testimony includes a
summary of long overdue reforms that we urge U.S. policymakers to adopt in order
to mitigate the threat that China currently poses for the U.S. aerospace industry
and U.S. workers.

1“Comments of the International Association of Machinists and Aerospace Workers before the
U.S.-China Security Review Commission,” August 2, 2001 (hereinafter referred to as “IAM Com-
ments”).
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II. U.S. Aerospace Employment is in Crisis

The importance of the U.S. aerospace industry to our nation’s economic and phys-
ical security cannot be questioned. The industry is directly responsible for the em-
ployment of hundreds of thousands of individuals. Indirectly, it is responsible for the
employment of several hundred thousand more workers. Many U.S. communities
have flourished because of the industry and various regions of our country have
grown economically dependent on this essential industry. The Final Report of the
Commission on the Future of the United States Aerospace Industry (“Aerospace
Commission”) states that the industry “contributes over 15 percent to our Gross Do-
mestic Product and supports over 15 million high quality American jobs.”2 U.S.
aerospace is also attributed as a major source of “[Tlechnical innovation with sub-
stantial spillovers to other industrial and commercial sectors ... [Hligh-wage em-
ployment, which spreads the benefits of rising productivity throughout the U.S.
economy. ...” 3 The Aerospace Commission also noted the industry’s contribution to
the nation’s “economic growth, quality of life, and scientific achievements. ...” 4

The health of U.S. aerospace employment also has an affect on our nation’s secu-
rity.5 As outsourcing, co-production, and other similar activities grow in the defense
aerospace industry, U.S. aerospace employment shrinks. In addition to the direct
impact on employment, U.S. dependence on other countries for aerospace defense
products presents at least two other issues: first, dependence on other countries for
the manufacture, development, or assembly for our defense products is as unaccept-
able as it is unwise, especially in a post-September 11, 2001 world. What happens
when our allies become our enemies? What happens when supply chains become dis-
rupted by unpredictable events? Second, as skilled workers in the defense industry
lose their jobs, the de-skilling of America’s defense workforce continues at a dra-
matic rate. If and when we as a country need to rebuild our defense industry,
skilled workers vital for the success of such an industry will not be available.

Despite the importance of the aerospace industry, since we last testified before
this Commission, the deterioration of U.S. aerospace employment has continued at
a dramatic rate. Over 600,000 jobs have been lost in the total U.S. aerospace indus-
try since 1990.6 Several hundred thousand more workers have lost their jobs in re-
lated industries. Sadly, the fact of these enormous job losses comes as no surprise
to the IAM, nor should it to U.S. policymakers. Nearly twenty years ago, in Jobs
on the Wing, authors Randy Barber and Rob Scott predicted that “up to 469,000”
jobs in the aerospace and related industries “could be eliminated in 2013 because
of offset policies and increased foreign competition.”7 In a more recent study, Scott
predicted by 2013 the industry would suffer a loss of over twenty-five percent “of
the total jobs in aircraft production in 1995.”8 These gloomy predictions are appar-
ently reinforced by U.S. Government reports. According to the Department of Labor,
the “Outlook” for employment in the U.S. aerospace industry is not rosy: between
2002—2012 aerospace employment in the U.S. will “decrease by 18 percent.”?

The future health of the industry depends on its ability to attract new workers.
The crisis in employment and the prediction that the crisis will deepen does not
bode well for attracting new workers. In its Final Report, the Aerospace Commission
summarized this concern:

The U.S. aerospace sector, once the employer of choice for the “best and bright-
est” technically trained workers, now finds it presents a negative image to poten-
tial employees. Surveys indicate a feeling of disillusionment about the aerospace
industry among its personnel, whether they are production/technical workers, sci-
entists or engineers. The majority of newly dislocated workers say they will not
return to aerospace. In a recent survey of nearly 500 U.S. aerospace engineers,

2“Final Report of the Commission on the Future of the United States Aerospace Industry,”
November 2002 (hereinafter referred to as “Aerospace Commission”) p. 1-2.

3 Testimony of Jeff Faux, Economic Policy Institute, before the Aerospace Commission (herein-
after referred to as “Faux”), May 14, 2002.

4 See, “Aerospace Commission,” p. 1-2.

5Tbid.

6 Aerospace Commission, p. 8-12; See also, Aerospace Industries Association, “Total Aerospace
Products and Parts Plus Search, Detection, and Navigation Instruments.”

7Randy Barber and Robert E. Scott, Jobs in the Wing: Trading Away the Future of the U.S.
Aerospace Industry, Economic Policy Institute, Washington, DC, 1985, p. 2.

8Scott, “The Effects of Offsets, Outsourcing and Foreign Competition on Output and Employ-
ment in the U.S. Aerospace Industry,” presented to the National Research Council Symposium
on Trends and Challenges in Aerospace Offsets, Jan. 14, 1998.

9The 2004-05 Career Guide to Industries, Aerospace Product and Parts Manufacturing, U.S.
Department of Labor, NAICS 3364 (last modified 2/27/04).
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managers, production workers, and technical specialists, 80 percent of respond-
ents said they would not recommend aerospace careers to their children.10

II1. U.S. Crisis Fueled by Lack of Comprehensive Policy

U.S. policymakers’ continued failure to develop, adopt and implement a com-
prehensive policy to promote U.S. aerospace employment fuels the current crisis. In-
deed, the Aerospace Commission finding that “U.S. policy towards domestic aero-
space employment must reaffirm the goal of stabilizing and increasing the number
of good and decent jobs in the industry” has yet to be embraced.1!

The negative impact of the lack of a comprehensive policy in aerospace is exacer-
bated by the fact that other countries have acknowledged and embraced the critical
importance of industrial policy—especially in aerospace. After all, what were once
fledgling aerospace industries are now U.S. competitors.12 As succinctly stated by
the Aerospace Commission, “... foreign nations clearly recognize the potential bene-
fits from aerospace and are attempting to wrest global leadership away from us.” 13

A country that truly understands the importance of adopting a comprehensive
aerospace policy is China. In our testimony in 2001, the IAM singled out China for
developing an effective industrial policy in an effort to develop its own “aerospace
industry.” In that testimony, we recounted the IAM’s “Mission to China” in 1998
to observe the development of the aerospace industry in that country. As we noted,
the U.S. International Trade Commission (USITC) had already found with respect
to China, “... the nation’s aviation sector intends to pursue a principal role in com-
mercial aircraft manufacturing.” 14

During our 1998 visit to China to tour aerospace facilities, IAM participants re-
ported the enormous aerospace capacity that existed in China.'5 China’s huge indus-
trial capacity has been noted by other observers as well.16

How did China develop such a huge capacity for aerospace? While there are obvi-
ously many different and related methods China utilizes, one significant method
used is by extracting production and technology from other countries through “off-
sets,” one of several forms of outsourcing.1?

“China is one of the most aggressive countries in pursuing offsets agreements and,
with its market potential and minimal labor standards, it has substantial leverage
in negotiating these agreements.” 18 As explained by one business person in refer-
ring to China, “[TThey’re interested in having total access to technology. ...” 19

10Final Report of the Commission on the Future of the U.S. Aerospace Industry, 8-5, Dec.
2002; citing Lean Aerospace Research Agenda and Lean Aerospace Initiative, p. 11.

11 Aerospace Commission, p. 8—12.

12E.g., European Aeronautic Defense and Space Company/Airbus.

13 Aerospace Commission, p. 1-2.

14 See, IAM Comments citing U.S. International Trade Commission, The Changing Structure
of the Global Large Civil Aircraft Industry and Market: Implications for the Competitiveness of
the U.S. Industry, Investigation No. 332—-384, Nov. 1998 (hereinafter referred to as Investigation
No. 332-384), at 5-1, citing Leslie Symons “The Rise and Fall of Soviet Influence on the Chi-
nese Aircraft Industry and Air Transport,” Chapter 16, in Transport and Economic Develop-
ment—Soviet Union and Eastern Europe, (Berlin: Osteuropa Institut 1987), p. 450.

15See JAM Comments.

16 This enormous capacity in aerospace appears to be consistent with China’s booming econ-
omy: “China’s current level of investment in new factories is unprecedented and will deliver an
even greater supply shock to global industry in the next five years, producing even greater
losses in U.S. manufacturing jobs, . . .” AFL-CIO, Section 301 Trade Petition, 3/16/04.
GlobalSecurity.org, http:/www. globalsecurlty org/mlhtary/world/Chma/Avw html. no. 67 Jiao-
daokou Naka Jie, extracted Sept. 9, 2004.

17The IAM has decried the use of offsets for many years. As we have stated on many occa-
sions, offsets mandating the transfer of technology and/or production in return for market ac-
cess, is increasing at an alarming rate. Offsets have resulted in a growing, global competition
as vlvell as overcapacity, which in turn has resulted in the loss of U.S. jobs directly and indi-
rectly

Of course, offsets also lead to threats to our national security as emphasized by the China
National Aero-Technology Import and Export Corporation issue of the mid-1990’s involving tech-
nology transfer and military equipment. (See, U.S. General Accounting Office Report to Congres-
sioréal Reporters, Export Controls, Sensitive Machine Tool Exports to China, Nov. 1996.)

18 Faux.

19The Wall Street Journal, “China’s Price for Market Entry, Give Us Your Technology, Too,”
Feb. 26, 2004. It should be noted that this quote was not directly in reference to the aerospace
industry. As also explained in the article, “China officially agreed to phase out many tariffs and
technology-transfer requirements as part of its entry in December 2001 to the World Trade Or-
ganization. But China didn’t sign a key piece of the WTO agreement that would have prohibited
its top planning agency from making such demands, and government negotiators have continued
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Notably, while offsets are used by U.S. aerospace concerns to gain market access,
its success is questionable. After all, U.S. exports to China are relatively limited.
U.S. aerospace exports to China constituted slightly more than 5 percent of total
aerospace exports.2® As some have concluded, the small percentage of exports to
China “indicates that the benefits from offsets have been limited, while the costs
in terms of job losses and lost technologies are significant.” 21

China’s aerospace industry serves as a supplier for premier aerospace companies
like Boeing. “Currently, more than 3,400 Boeing airplanes—nearly one-third of the
Boeing world fleet—include major parts and assemblies built by China.” 22

Boeing acknowledges the importance of China’s aerospace industry. The following
comments by the President of Boeing China, David Wang, indicate the nature of its
relationship with China:

e As China’s premier aerospace partner, we have a sincere desire to share knowl-
edge with our Chinese partners ...23

e Boeing’s cooperation with China’s aviation industry has achieved remarkable
accomplishments ... Today, China’s aviation manufacturing companies are play-
ing key roles in Boeing’s global supplier network ... Boeing’s industrial partner-
ship with China is real and current .. .24

The China Boeing website lists work performed in China in some detail. Included
in the information provided by the company is an entity named “BHA Aero Compos-
ites Co., Ltd.,” which is described as “a joint venture between Boeing, Hexcel, and
AVIC I for secondary composite structures and interior parts.” 25> Boeing recently an-
nounced that it would also rely on China to provide parts for the new 7E7 program:

Two state-owned Chinese manufacturers will provide parts and assembly for
Boeing jets, including its next generation 7E7 Dreamliner, the planemaker said
yesterday. The Boeing co-signed a memorandum of understanding in Beijing with
China Aviation Industry Corp. I and China Aviation Industry Corp. II for a deal
that the Boeing Co. said was valued at several hundred million dollars.26

Boeing is, of course, just one of many aerospace companies investing in China’s
aerospace industry, including Boeing’s chief rival, Airbus. Airbus Chief Executive
Noel Forgeard explained his company’s philosophy with respect to China: “Airbus
is not only selling aircraft in China but is also committed to the long-term develop-
ment of China’s aviation industry.”27 As previously noted, China is working with
Airbus in many different endeavors, including a recent report that parts of the A380
will also be produced in China: “European aircraft maker Airbus has subcontracted
a state-owned Chinese manufacturer to make parts for its super-jumbo A380 plane,
in a deal worth about $170 million. China Aviation Corp. I (AVIC I) will make pan-
els for A380 nose-landing gear ... China’s Shenyang Aircraft Corp., affiliated with
AVIC I, would also be subcontracted to make A330/A340 forward-cargo door projects
Fi\}rle Chinese companies are now making parts for Airbus.”28 Other reports indi-
cate that—

Airbus will increase its annual subcontracting commitments in China—largely
for aircraft doors, wing sections and landing gear parts—from the current 30 mil-
lion euros to 60 million euros in 2007 and 120 million euros by 2010 ... The com-
pany was also discussing the possibility of setting up an “Airbus China” operation
which would assemble planes in the country.29

Brazil’s aerospace industry is also teaming up with China. “Empresa Brasileira
de Aeronautica, SA, the world’s fourth-largest commercial aircraft maker, plans to
develop new regional jets with China Aviation Industry Corp. II. ...”30

20 Top Twenty U.S. Aerospace Export Manufacturers, Aerospace Industries Association, 2004,
citing, U.S. Department of Commerce, Bureau of Census as its source.

21 Faux.

22Boeing Press Release: “Boeing Takes Delivery of Shenyang Aircraft Corp.’s First 737 Hori-
zontal Tail Center Section,” 11/25/04; see also “Boeing Press Release: Chinese to Partner on Boe-
ing Airplanes, 7E7 Dreamliner,” 6/10/04.

23“Boeing News Release: Boeing Provides Important Support to Civil Aviation University of
China,” 9/01/03.

24“News Release: Boeing and China’s Industrial Cooperation Reaches New Milestone,”
10/14/03.

25 Boeing China website, extracted 09/09/04.

26 Seattle Post Intellegencer, “Chinese Companies to Make 7E7 Parts,” 6/11/01.

27The Australian: Airbus Enlists China, 6/14/04, extracted 09/09/04.

28 bid.

29“EADS chief outlines ambitious plans for China market,” Beijing (AFP), 12/7/04; extracted
from http://news.yahoo.com, 12/7/04.
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Eurocopter, a subsidy of EADS, is also involved with China’s aerospace industry.
“France’s Eurocopter and Singapore Technologies Aerospace have signed with Hafei
Aviation, a listed arm of one of China’s top military contractors, to make helicopters
for domestic civil use.” 31

China’s aerospace industry is not, however, complacent with its current programs.
There are reports that “China is hkely to start developing 1ts own large aircraft
rather than rely solely on forelgn giants Boeing and Airbus. .

There are also reports that “China is developing a new stealthy fighter jet aircraft
and many of the design concepts and components have already been created. ...
This new aircraft is the first Eastern rival to the West’s F/A-22 Raptor and F-35
Joint Strike Fighter to be put into development. ...”33

China aerospace may also be expanding to space itself. In an article headlined
“The Next Space Race: China Heads to the Stars,” The New York Times raises the
“possibility” of a space race with China noting:

The Chinese plan to send more astronauts into space next year, to launch a
Moon probe within three years, and are aiming to land an unmanned vehicle on
the Moon by 2010. ...”34

IV. China’s Unfair Advantage Regarding Labor

China has the dubious advantage of a workforce that does not enjoy fundamental
human rights. Failure to permit labor to enjoy freedom of association through the
formation of legitimate trade unions and to engage in meaningful collective bar-
gaining, is a market distorting mechanism that artificially holds down wages. There
is certainly no dispute that wages in China are low, even compared with those from
developing countries. A recently reported study calculated that “[TThe cost of Chi-
nese factory labor is a paltry 64 cents an hour.” 35 While aerospace workers in China
are presumably on the higher end of the wage scale, they indisputably receive only
a fraction of pay that U.S. aerospace industry workers receive and “although reli-
able data on comparable labor costs in China are not available, we can be confident
%%t’%%rospace wages in China are below Mexican levels, and far below those in the

According to the AFL-CIO, China’s lower wage rates in turn, directly results in
the loss of thousands of manufacturing jobs in the U.S. As the AFL-CIO’s Section
301 trade petition to the United States Trade Representative argued: 37

By lowering wages by between 47 and 85 percent, China’s labor repression also
diverts millions of manufacturing jobs from countries where labor rights are not
so comprehensively denied, increasing unemployment and poverty among workers
in developed and developing countries. Highly conservative methodology show
that China’s labor repression displaces approximately 727,000 manufacturing jobs
in the United States, and perhaps many more.38

Examples of China’s refusal to honor internationally recognized labor standards
are abundant and are described in a variety of international reports. For example,
the U.S. Department of State Country Reports on Human Rights Practices con-
cerning China annually describes numerous human rights violations, including vio-
lations of international labor standards.3® Violations of human rights are described
in other reports as well, such as those issued by Human Rights Watch and the
International Confederation of Free Trade Unions.

As China’s aerospace industry further develops, its lower cost basis, derived in
part from a workforce that cannot legally form its own labor unions let alone engage
in meaningful collective bargaining, represents a further detriment to U.S. workers.

V. Proposals to Restore the U.S. Aerospace Industry and U.S. Aerospace
Employment

In order for the U.S. aerospace industry to remain competitive against a growing
threat from China, the following proposals should be given serious consideration by
U.S. policymakers:

31 Reuters, CNN.com, “China Makes Links with Eurocopter,” Nov. 21, 2003.

32 USAToday com, “China Studies Building its Own Large Alrcraft ” 03/15/04, extracted
09/09/04.

33 Janes—“China Reveals New Stealth Fighter Project,” 12/11/02, extracted 09/09/04.

34The New York Times, 1/22/04.

35“Just How Cheap is Chinese Labor,” BusinessWeekOnline, 12/13/04.

36 Faux.

37 Submitted to the U.S. Trade Representative’s office, 3/16/04. The petition was subsequently
rejected.

38 AFL—CIO 301 Petition submitted 3/16/04.

39 See U.S. State Department, Country Reports.
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1. Acknowledge the growing threat of offsets as well as other forms of outsourcing
and implement an effective response for mitigating their negative impact.

The issue of offsets and other forms of outsourcing are significant and pose a
major threat to the U.S. aerospace industry and its workers.4® The U.S. cannot
delay any further in formulating an effective response to this market distorting
mechanism. Among other things, efforts to move quickly to reinvigorate bilateral
and multilateral negotiations that will lead to the elimination of the use of offsets
by signatories to various trade agreements and trade organizations must be made.
Such agreements should be aggressively enforced. In addition, as suggested be-
fore, a permanent commission “consisting of representatives of industry, govern-
ment, labor, and academia” should be established “to develop a comprehensive
policy to address the numerous issues related to offsets and outsourcing.” 41

2. Adopt the implementation of Economic Impact Statements.

As has been said before, “taxpayers should know whether their hard-earned dol-
lars are going to support good jobs at home or are going to create jobs in other
countries.” 42 Unfortunately, information gathered by the U.S. Government per-
taining to the number of aerospace and aerospace related jobs that are moved to
other countries by companies who receive contracts, awards, or forms of support
funded by U.S. taxpayers is lacking. The U.S. Government should adopt effective
methods for gathering this information so that it knows the true employment im-
pact of its decisions. Information gathered should be examined prior to making
any decision regarding funding and should be accessible to the public. Information
should also be analyzed to determine employment impact in the short, medium,
and long-term. For example, if a government funded transaction involves a trans-
fer of technology and/or production, an analysis should be conducted regarding the
transaction’s ultimate impact on U.S. employment.

3. Assure that internationally recognized labor standards, particularly those re-
flected by the International Labor Organization’s Conventions, are incorporated
and effectively enforced throughout the industry.

The adoption of internationally recognized labor standards are not only moral
issues, they are also economic issues and are directly related to the issue of “fair-
ness.” U.S. aerospace workers should not have to compete with workers in other
countries where basic human rights are neither recognized nor respected. Without
effective mechanisms to incorporate these internationally recognized labor stand-
ards, countries like China threaten to drive wages and benefits in the United
States down as our workforce competes in a labor market with workers in Xian,
Shanghai, and elsewhere. U.S. industry should take pride in leading a world aero-
space industy that recognizes and enforces these fundamental human rights.

While these proposals address the U.S. aerospace industry as a whole, they are
particularly significant when referring to China. After all, as explained in this testi-
mony, China has in part developed its aerospace industry through the use of offsets
and other forms of outsourcing which poses a significant threat to U.S. aerospace
employment. As also stated in this testimony (as well as in numerous other docu-
ments), China’s lack of recognition for internationally recognized labor standards as
well as other fundamental human rights has also given it an unfair advantage in
world competition. As China’s aerospace industry develops, this unfair competition
will be exacerbated in a tightening global market resulting in an increasingly nega-
tive impact on the U.S. aerospace workforce.

VI. China Aerospace Industry—A Future Global Leader?

Will China’s aerospace industry remain behind the U.S. aerospace industry?
China is implementing an industrial policy that is poised to contribute to growing
global competition. As discussed in this testimony, China has the capacity, skilled
workforce, and, of course, the “will” to make this a reality.

At the outset, we explained the contributions of the aerospace industry to our
country—jobs, products, skills, and innovations—which serve as the basis for our

40 While some claim that offsets actually create jobs, their conclusions are speculative at best.
On the other hand, the workers whose jobs have actually been transferred to other countries
know all too well what offsets mean for them—the loss of a good and decent job here at home.

41See Dissent of Commissioner R. Thomas Buffenbarger, Aerospace Commission, (“Dissent”)
Nov. 2002.

42 See, Dissent.
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nation’s economic and physical security. It is not surprising then that China seeks
the same benefits from developing its own aerospace industry. However, while U.S.
policymakers are seemingly reticent to leave the future of the industry to aerospace
corporations and the tightening global market, China is aggressively implementing
a comprehensive industrial policy aimed at securing its position as a strong and vi-
brant aerospace producer.

We are well aware that some skeptics dismiss our alarms over the growing threat
from China. For them, China does not have the skilled workforce, technology and
related ability to produce “quality” products to compete with the U.S. Of course, this
same response was made years ago with respect to Japan. That response was prov-
en to be incorrect as “Made in Japan” became a sought after label by some con-
sumers who believed it represented high quality, technologically advanced goods.
And, lest we forget, forty years ago, the notion that Europe would house one of the
top two commercial aerospace companies in the world would have been hard to be-
lieve. No one finds it to be hard to believe now, however—least of all the U.S. aero-
space industry.

Will China follow Europe’s rise in this vital industry? The answer to this question
will have a serious impact on our nation’s aerospace workers, and, of course, our
nation’s economic and physical security.

STATEMENT OF MARK BLONDIN
PRESIDENT AND DIRECTING BUSINESS REPRESENTATIVE
INTERNATIONAL ASSOCIATION OF
MACHINISTS AND AEROSPACE WORKERS (IAM)
DISTRICT 751, SEATTLE, WASHINGTON

Mr. BLONDIN. Thank you.

I represent approximately 40,000 machinist union members at
Boeing—not at Boeing at this time but in this area. The fact is,
only 17,000 members remain in the factory, about 8,000 are re-
tired, and that leaves 15,000 that have been laid off. And if you've
heard Boeing’s statements, not a lot are going to come back, they
want to keep this employment stable, and it’s been tough. And you
talk about opportunities. That doesn’t leave an opportunity for the
next generation. Someone mentioned where are we going to be in
10 years. Well, I'll tell you, I hired in at 19 years old. My great
grandfather started at Boeing. My mother retired there. I had
brothers, cousins, aunts and uncles that worked there. We had that
opportunity. That opportunity isn’t there in manufacturing for the
next generation. I don’t have a member under the age of 30 right
now working in our factory. The average age is 50 years old. Like
I said, I hired in there at 19 years old. You don’t see that no more.

And what’s wrong with machining and manufacturing? There’s
nothing wrong with that. They say get training. Train for what?
We heard that high-tech jobs are going away. Who are you going
to service when nobody is creating the economy to go buy that serv-
ice?

They say get a service job. I got members out there, took a 50
percent pay cut and no healthcare benefits, that are out there try-
ing to survive and pay mortgages and worrying about sending kids
to college, because of what’s happened to this industry. Mr. Walsh
hit it on the head: The game’s changed. It’s about chasing sales and
trading jobs for sales, and there is no policy in this country. The
export policy is exporting our jobs. That’s what we’ve seen.

We can’t compete with wages, pennies on the dollar. We can com-
pete in the workforce and support lean manufacturing and process
improvements—and be efficient, and our members have done that.

I want to give you some quick numbers.

Looks like we got a new time.
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Cochair BECKER. I wasn’t counting all three of you as under
seven minutes.

Mr. BLONDIN. That’s good. I won’t be too long, but I want to give
you some numbers here.

In 1989 there were roughly 44,000 IAM workers in the Boeing
factories right in this Puget Sound region, and that year I believe
the number of deliveries was about 284, so somewhere under 300
deliveries. 44,000 IAM members. This last year we delivered just
under 300 aircraft, roughly the same, with 17,000 members, so, you
do the math, nearly 30,000 less workers.

Now, we don’t build airplanes the same. Everybody knows that.
There are efficiencies. And as I said, our members have been key
into improving the way you build an airplane. But I don’t give
30,000 jobs worth of efficiencies. These jobs that went overseas not
only to China and Japan and Malaysia, you name an overseas
aerospace company and I guarantee that Boeing has got some work
there. These were good American jobs—that went away.

The domestic content of the airplane, they (Boeing) used to be
pretty happy that they could say, we had 65 percent domestic con-
tent. I don’t believe they can claim 50 percent domestic content
now. And we need help to fix the game.

I have no problem with incentives for American companies to be
able to survive as long as the payback is they create and maintain
good American jobs. And healthcare plays into it too. We're protec-
tionist and it comes to getting cheap medical care and drugs but
we sure aren’t protectionist when it comes to good-paying American
jobs. It’s too easy for business to go overseas. It’s too easy. I'm okay
for a partnership that creates jobs and opportunities for the next
generation. I just don’t see it right now.

Cochair BECKER. Your colleague?

STATEMENT OF RICHARD SCHNEIDER, AEROSPACE COORDINATOR
INTERNATIONAL ASSOCIATION OF
MACHINISTS AND AEROSPACE WORKERS (IAM)
UPPER MARLBORO, MARYLAND

Mr. SCHNEIDER. Well, thank you for the opportunity again, Com-
mission. I had the privilege of testifying before you in the year
2001.

I feel a little embarrassed, however. I guess I've been one of the
fortunate few to be able to visit China, where the Commission has
not been able to achieve that goal.

Let me say this right at the outset about the Chinese. The Chi-
nese people themselves, on a visit, are the most wonderful people
that I've met in the world. They're just generous, theyre just a
wonderful, wonderful people. And they treated us very well while
we were there. However, the government of China, as has been
said, is a communist country. It’s a totalitarian government, and
thl;ey want what we have here in the United States, and that’s our
jobs.

And we talked about Wal-Mart earlier in somebody else’s testi-
mony. I feel right now with the onset of a global economy that
we’re all in now, that the United States is kind of like Wal-Mart.
We're for sale. We're for sale, and to go back to the comments of
Commissioner Becker at the outset, the America that I grew up in
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was not about corporate America manipulating the rest of us into
dollars for themselves and their shareholders.

When I went to work in a machine shop, when I got out of the
United States Army, I had a job for life if I wanted it. Nobody said
I didn’t. I worked at the job that I had until I moved on and up-
ward in the union. And if I hadn’t moved onward and upward in
the union I'd still be working at the same job that I started out
with. The American dream—the American dream was you got out
of school, you went to school, you educated yourself, you went, you
worked, and hopefully you had a job for life. That’s the way it used
to be. And now the new dialog in this nation is, Well, let’s retrain
ourselves. Well, Mark hit it on the head. Retrain ourselves for
what? It changes daily.

I represent workers. I represent every Boeing worker in North
America. I represent every worker employed by Healthrie Commu-
nication, Lavinol Corporation, which is a French-owned company,
British Aerospace in Irving, Texas, a British-owned company.
These are companies where Boeing has sold fabrication facilities
off. And, again, we’ve been able to negotiate contracts with the new
owners, but still, our members, when they went to work for Boeing,
expected to have that job for life. That was the American dream.
To buy the house, to support your kids, to educate your kids. And
that’s changed.

And American workers didn’t change that. We go to work, we
punch the time clocks, we collect our paychecks, we go home, we
make the house payments, we feed the kids, we put the money
away to send our kids to school, and that’s changed. That’s
changed. America’s changed.

To quote a colleague of mine that is a fellow coordinator in the
IAM’s aerospace department, this nation in 20 years is going to be
a third-world country, and what has happened, our good friend Lou
Dobbs said it last night on his nightly television show, somebody
has pitted the middle class America against Chinese wages. We
can’t do that. Unions have been saying for years to employers, we
can’t compete against Chinese wages. We just didn’t start saying
it five years ago, 10 years ago. We've been saying it for 50 years.

When the maquiladoras started up on our Mexican borders, orga-
nized labor said, Look, that’s fine, but it’s going to cost us 500,000
jobs. Fortunately somebody in government determined it was only
going to be 10,000 in a 10-year period.

Well, our numbers were right on the dime, we lost a half million
jobs to our neighbors in Mexico, and that was 500 manufacturing
jobs that American workers no longer enjoy.

And the same thing is going to happen and is happening around
the world, particularly China. And when is it going to stop? And
if we take the numbers that have been projected, where are we
going to be in 20 years? Where is the American worker going to be
20 years? Where are the members that I represent going to be in
20 years? And more importantly and personally, where are my
grandchildren going to work? And I have 10 of them. What are
they going to do?

So Commissioners, I appreciate being here today, and I know
that it’s an awesome task, there are many challenges, there are
many questions, there are many points of views, but to me this is
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not a Democrat or Republican or independent—it’s not a political
problem. It’s a problem for America, and America’s got to solve it,
and somebody a heck of a lot smarter than I am I hope has the
answers, and I hope we’re able to help you in some fashion. Thank
you.

Cochair BECKER. Thank you.

Ms. Heidi Wood.

STATEMENT OF HEIDI WOOD
AEROSPACE/DEFENSE ANALYST
MORGAN STANLEY, NEW YORK, NEW YORK

Ms. Woob. Thank you very much, Mr. Chairman, and fellow
Commissioners, for having me.

We have a report out and notes—statements in the back, but
we’re going to confine our comments to two areas. One is China’s
importance to Boeing. And very quickly we’re going to touch on
what we’d like to see in terms of Boeing’s changing of its strategic
direction.

First I want to discuss the Chinese market as part of an overall
Asia. We've described Asia Pacific, which includes China, as the
backbone of Boeing’s commercial aircraft group, and I’d like to take
a few moments to describe why. The U.S. and European markets
have predominated Boeing’s aircraft deliveries over the last 40
years, but that market new appears to be fully saturated, and fu-
ture aircraft opportunities appear to be confined largely to replace-
ment, with some small areas of modest growth. The U.S. major car-
riers, when you look at it as a percentage of Boeing’s deliveries,
have declined from 34 percent of Boeing deliveries in 1999—in
1990 to an estimated six to eight percent in 2004.

The U.S. market overall is declining as a—in terms of—the U.S.
market is declining in its overall importance, as well. If you take
a look at the global fleet, the U.S. market has declined from 42 per-
cent in 1997 to 39 percent today, and we expect that the U.S. mar-
ket will decline as a percentage of the global market share about
two to three percent per year over the next decade.

The greatest opportunities, then, for future growth are really
going to be in Asia Pacific region and China specifically. I'd like to
give you some statistics to give you an indication why. First of all
is the low fleet aircraft density. There is one plane for every 63,000
Americans in the United States; there is one plane for every 2 mil-
lion people in China. So clearly this is a highly unsaturated mar-
ket. More importantly is that it’s an area that’s going to experience
very robust economic growth. We took a look at the Morgan Stan-
ley estimates for China. It’s expected to grow at eight percent a
year over the next 10 years. That’s in comparison to the United
States, which is expected to grow at a rate of 3.6 percent a year
over the next decade. So again, China will significantly outpace
most of the other major regions in the world.

But thirdly, I think an area that is possibly underappreciated is
the types of planes that are flown in China expected over the next
decade, and also specifically in the Asian Pacific region. There’s a
tendency to clump aircraft together, but there is actually a very big
difference between single-aisle aircraft and twin-aisle aircraft. If
you think conceptually, a single-aisle aircraft is about a $30 million
jet. Because Boeing and Airbus compete on a very level playing
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field, we think Boeing enjoys somewhere in the mid to—mid to low
single-digit margins on those $30 million planes. Twin-aisle aircraft
run in the range of $150 million per plane, and we think Boeing
enjoys 15 to 20 percent average margins on those planes.

So when you realize that the twin-aisle market is very attractive
and then you look at the world globally and you say, Well, where
do the twin-aisles reside, it’s very interesting to see that 73 percent
of the U.S. market and the European market predominantly oper-
ate those single-aisle aircraft, those $30 million jets, but 53 percent
of the fleet in the Asia Pacific region is twin-aisle, and so that real-
ly marks the sweet spot for aircraft deliveries, and that’s going to
be—we’ve referred to Asia Pacific as Boeing’s fortress, and that’s
where Airbus is going to most significantly attack them, because
not only does it have an unsaturated market, great opportunities
for growth. Again, remember that GDP is highly correlated with
aircraft demand, and then obviously they operate the most attrac-
tive forms of aircraft, the twin-aisle aircraft.

And there’s a second order of effect of the growth that’s going to
be taking place in China throughout the rest of Asia, which bears
considering. Remember that China is not a service economy but
manufacturing economy. There’s only two ways those products that
are being manufactured in China will leave China’s shores,
through shipping containers and secondly through aircraft, so we
think belly cargo and cargo aircraft are going to experience signifi-
cant growth as products have to move outside of China throughout
to Inter-Asia and then out to the rest of the world.

Boeing’s strategy has been obviously one of expansion. By most
measures they’ve made good progress. If you take a look, in 1980
there were 13 Boeing planes in China. That has expanded to 493
in 2004. China’s fleet has grown from those 13 planes to 669, so
Boeing’s market share has declined from a hundred percent of 13
aircraft to now 74 percent today, and Airbus has gone from zero
to 26 percent of China’s market from 1980 to 2004.

So there is concern about Airbus’s gain of market share, but we
found it interesting, we looked at the fleet expansion the last seven
years. In fact, China has been relatively democratic in its according
of aircraft orders to both Boeing and Airbus. 60 percent of the fleet
added the last seven years went to Boeing and 40 percent went to
Airbus, and we would expect most possibly that that would go to
50-50 over the next couple of years.

Lastly—well, one minute left.

I'm going to talk quickly on Boeing’s strategy, what we’d like to
see change. There are three aspects that we think that are flaws
in Boeing’s strategy. One is their inadequate R&D dedication, sec-
ond is branding, and third is their approach of pricing by com-
mittee. Because of time, I'm just going to talk about R&D dedica-
tion. We think Boeing spends insufficient amount of R&D. Boe-
ing—well, our chief complaint is that insufficient spending on
R&D, with the result being that Boeing has been too slow in
launching the product and possibly insufficiently innovative. Some
of the world’s top airlines have told us this much, and we think
this partly may contribute to Airbus’s steady gain in market share.
Boeing shelves many more ideas than it embarks on, with the re-
sulting output of one new plane every decade. We think that’s ter-
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ribly slow for what we think is a high-technology product. For a
high-technology company for Boeing, the R&D investment should
be higher. Boeing’s commercial R&D-to-sales ratio we project to be
4.8 percent in 2005. In comparison, Airbus we are projecting at
eight and a half to nine and a half percent in 2005.

Their R&D-to-sales ratio has been as low as 1.5 percent back in
1999. In dollar terms, that’s 500 million to a billion dollars in R&D,
and that clearly is not sufficient. The low dollars spent on R&D,
which gives us some baseline of how innovative a company is, has
to be related when you contrast to Airbus’s high level of dedication
to R&D to what we’re witnessing in terms of market share dynam-
ics.

Consumer markets almost always move towards the areas of
highest innovation. So we would probably be more sympathetic to
Boeing’s charges about unfair competition if the comparable R&D
numbers were higher and all indications were that Boeing was
equally as innovative as Airbus.

Airbus has announced the intention to develop or has developed
three aircraft in the same time frame that Boeing proposes to do
one. The A380, the A318 and the A350 have all occurred in the
same time period that Boeing has come to market with the 7E7.
By most measures the A318 is not going to be a successful plane,
but innovators merit credit for taking risks, and not all of them
will work. We'd like better—we like that better than a company
strategy of being so risk adverse that they attempt to engage the
market with older products.

So in conclusion, we believe Boeing’s strategy is on target with
respect to having very high-quality planes when they do come out,
the 777 may prove to be the best commercial aircraft Boeing has
ever built, and Boeing is remarkable for its dedication to safety and
excellent honest communication with airlines about the mainte-
nance of their aircraft. Boeing is heading in the right direction, we
believe, with the 7TE7, and is defending a well-established turf in
Asia and its attempts to expand in China.

Areas where we differ on Boeing’s strategy pertain to its philos-
ophy about R&D. We don’t believe that Boeing is being sufficiently
innovative or is sufficiently willing to take risks. We’'d like to see
a clearer branding strategy, and we hope the company will address
an all-too-distant by-committee approach to aircraft pricing nego-
tiations. We believe if Boeing could better attune itself to these
three areas its market share concerns could be more effectively ad-
dressed.

Thank you very much, gentlemen and ladies.

Panel II: Discussion, Questions and Answers

Cochair BECKER. Thank you. You ran a little bit over but you
were talking awful fast. If you had stopped for a breath of air I
would have interrupted you.

I'm going to exercise my prerogative and ask the first round of
questions on this, so start my five minutes.

The first time I went to China was shortly after Nixon made his
trip over there, and Leonard Woodcock was opening up the em-
bassy. And they didn’t really have an airline. So when you look at
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it from that short period of time up to date, they’ve made remark-
able strides.

Mr. Bender, the President of the state AFL—-CIO in Washington,
offered testimony about developing technologies with—with Boeing
employees here in the state of Washington and then turning it over
to some country out of the United States for them to produce.
China has been known for this—what do you call it, offsetting or
whatever. They’ve been able to move and gain technology.

Right now I understand they have the technology, the capabili-
ties of designing mainline aircraft, to make large mainline aircraft,
designing, the whole works, producing, making. They have this
technology. They even go so far as to say who they got it from the
United States. This goes back to the McDonnell Douglas and the
MD-90.

Just what are China’s capabilities?

My experience in other fields dealing with China has been that
once they gain the technology they make it themselves. They make
knockoffs—now they’re producing automobiles that are a mirror
image of some of them that we developed and took to China. Com-
puters, cell phone, different types of technology. Do they need Boe-
ing? Do they need Airbus? Just what are the capabilities of the
Chinese now that they’ve moved into these technical areas?

Mr. WALsH. If I may, I think they're a bit overstated in terms
of what they've stated they can do. The closest thing—they did—
back in the days of Nixon, which you just addressed—they did get
the opportunity to get some 707s and play around with them.
There was then a long period of time that elapsed before they did
a deal with McDonnell Douglas for MD80 aircraft. It took like eight
years to bring it to fruition. They played around with it and when
it was over—I believe it was 25 aircraft contract for five aircraft
a year for a five year period, after that they shut it down and went
nowhere.

At the moment they’re aggressively pursuing doing their own
business jets, and I do believe they have the capability to design
and build a business jet aircraft. Business jets are typically five-
to 10-seat aircraft. The Chinese are actively engaged with Bom-
bardier and Embraer with regional jets, which are 50-seat aircraft.
I think they have to tackle, get through and convince the world
that they can do the smaller aircraft before they can move on to
Boeing turf, hence my statement that suggested 10 years from now
it would still be a Boeing Airbus market, but they’ll be trying,
they’ll be moving towards competing directly with Boeing, but it
will take awhile.

Mr. HERRNSTADT. If I may, your question—really there are two
questions. One refers to the company and its competition, but
there’s also another, and I think as my colleague Schneider pointed
out, there’s the employment question, that also Mark Blondin
pointed out, as well. It’s not so much that even if there is not an
immediate direct threat to Boeing, there is to the work force, the
supplier end of it, the parts problem. All of those issues. That’s one
issue.

The second is, there is great capability and great capacity in
China in terms of the aerospace industry, and as Chairman
D’Amato pointed out, one of the questions is what will happen 10
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years from now, and that is a serious question to U.S. aerospace
workers. We're all too mindful that “Made in Japan” many years
ago meant a very different thing to many people than it does today.
The development of electronics and auto industry and in aerospace
industry, dealing with many parts.

And also, let’s not forget in terms of Europe, several years ago
no one would have been taken so seriously that an aerospace con-
sortium company from Europe would be giving Boeing such com-
petition.

Cochair BECKER. All right. Let’s move on. If anybody has any fur-
ther thoughts about that, just give us an additional statement.

Commissioner Wessel?

Commissioner WESSEL. Thank you, and thank everyone for being
here equally, but Ms. Wood, I want to thank you for taking the
time to be here. You and your colleague, Steve Girsky, who was at
our Ohio hearing, have given us great testimony, some of the most
insightful, and having looked back at the facts and figures, accu-
rate analysis of any of the firms, and we really do appreciate your
taking the time to be here.

I want to follow up on the point that was just made. Mr. Walsh,
I think you said that we’re going to be hip deep in it. If I remem-
ber, that was your comment a couple minutes ago. And my concern
is less about being hip deep in the food fight between the compa-
nies, although that is extremely important. But if I remember—and
Mr. Schneider, you were talking about the Airbus employees that
the union has here. So it’s not just Airbus versus Boeing, it’s what
happens to the work force, because you represent the aerospace
workers, and so it’s success of the industry overall that also mat-
ters. And the food fight between the companies, while important,
it’s really a question of at what point does China become a major
aircraft mainframe competitor.

We've seen this in our analysis, in our hearings about the ques-
tion of China’s platform integration—that they’re great at making
commodities but their ability to integrate those together, whether
it’s avionics, airframes, the wing technology, which I understand is
sort of crown jewel in many of this, that with the—I think it’s the
ARJ21, which they’re going to be producing in the next couple of
years, the regional jet. Are Boeing and Airbus going to be expand-
ing dramatically their production, their employment, their R&D fa-
cilities in China, so that while they may be gaining some profits,
at the end of the day it’s the American worker who is going to be
holding the bag? What do you see is the future?

Mr. SCHNEIDER. Commissioner, you referred to me, and let me
attempt to spin my point of view on it.

Having visited China and airplane manufacturing facilities in
China in 1998, just let me express to you—I disagree with Mr.
Walsh. Chinese are very innovative people. What we observed was
they had the technology that was provided to them by American
corporations. And they've been innovative enough to expand on
that, and somebody said it earlier, you can buy a Boeing aircraft
and disassemble it and learn how to build an airplane. I think that
within the next 10 years they will have the capability to manufac-
ture their own large-size commercial aircraft, at the expense of
those folks that we represent.
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Just like Mr. Herrnstadt alluded to, Japan, a short number of
years ago, I remember the first Honda automobile that was
brought to Portland, Oregon for sale. They couldn’t sale it so it
wound up in the scrap heap. Now Honda today is a sought-after
vehicle. And that’s what’s going to happen to China, and the ques-
tion being is what happens to the American worker, those folks
that I represent, and your grandchildren and mine.

Again, we need an industrial policy in this country. We need to
enforce trade laws that are already on the books in this country,
if we're going to project the jobs and the workers that we have.

Again, America is not about those folks who sit in the boardroom.
America was built by hand labor, brick by brick, by American
workers. And just like a Boeing aircraft, it used to be canvas coat-
ed. It’s changed over the years. Our membership has trained them-
selves over the years to keep pace with technology. But no matter
how well they train themselves today, those jobs are going to go
overseas.

And to answer your question about expansion in China, it’s a vi-
cious cycle. I had the firsthand opportunity while in China to hear
how the offset game is played. I heard the ABAC officials tell the
head of Boeing’s delegation, Well, Fred Mitchell, you know, we
really want to buy that, but if you can’t give us this, Airbus will.
Okay? And so those two aerospace giants are pitted against one an-
other in China, and to capture the growing need for large twin-
aisle aircraft in China, the two companies are going to do whatever
it takes to maintain their market share or expand their market
share in China, and it’s going to be at the expense of the American
worker, our members.

Cochair BECKER. Ambassador Ellsworth?

Do you want to comment on that?

Mr. BLONDIN. If I could.

American workers are left holding the bag right now, with, as I
said earlier, hundreds of thousands of aerospace workers displaced,
and as I said earlier healthcare plays into this. What is it, 40, 50
million Americans with no healthcare insurance, and the trend
right now throughout the aerospace industry—and these industry
leaders sit at the same aerospace round table. In every collective
bargaining agreement across the country the trend is take care of
these older workers, continue to allow them to have a pension, but
try to get them to agree to contracts that say future hires will get
no pension. So is that what we’re going to go to, that the next gen-
eration, if there is an opportunity, because we’re in such a state of
disarray in the aerospace industry, that future workers, if you do
get a job building an airplane, you’ll have limited health insurance
and no pension. Is that right? They're already left holding the bag.
That seems to be the direction they want to go.

I want to agree with Ms. Wood on Boeing’s inability to invest in
R&D. That was in our 1995 negotiations and it came up again in
’99. That was the thing that we were saying. You tell us we can’t
compete yet you suck the profits. They had some good years in
there, selling some airplanes, record deliveries, yet instead of rein-
vesting, sucking the profits out, paying their investors, putting it
into other sectors, defense, yet telling us we can’t compete in the
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commercial industry because of Airbus, so you need to take less.
Shortsighted policy.

And when you talk about the wing being the crown jewel, we
were always told that that is our crown jewel. We would never give
up that technology. That was part of Phil Condit’s Vision 2016.
That was one of their core competencies.

I got a call three years ago, on Christmas day, from a reporter,
wanting a comment from me on Boeing in Japan negotiating. They
were going to build a 747X, extended version, which got shelved,
but what 1s your comment, was the question to me on Boeing nego-
tiating with Japan on them designing and manufacturing the wing.
Well, we followed up on it, and sure enough, Boeing was in talks
with them on giving away the wing, and they have given it away
on the new airplane, the 7E7. When we questioned that, as far as
the Vision 2016, well, now the vision’s changed. Well, you know,
the wing is the wing. Anybody can do that. You sell them an air-
plane, they can take it apart.

Let’s not forget, that technology was bought and paid for by U.S.
tax dollars, and came out of the defense industry. And that was
paid for by U.S. tax dollars, and now that technology is—Ah, “it’s
just a wing.”

Cochair BECKER. Thank you.

Ambassador Ellsworth?

Ambassador ELLSWORTH. Thank you, Mr. Chairman.

Well, Mr. Herrnstadt and Mr. Blondin, Ms. Wood, with all of the
different things that you've said, that raised a very important phil-
osophical question with very concrete consequences. Mr. Schneider
defined the American dream as it was when he was a younger
man, and then he said over and over again, America has changed.
Then Ms. Wood spoke about the importance of Boeing increasing
its allocation of percentage of its revenues to R&D. Then Mr.
Blondin just spoke about the importance of R&D to the people you
represent. So part of the reason America has changed is because
of technological innovation, and the philosophical question is can
you have technological innovation and still preserve adequate and
sufficient jobs. I'm not talking about China right now; I'm talking
about a deeper philosophical question.

I'm not expecting any of you to answer it now, but we’re going
to try to wrestle with this in our report because it does feed into
the China situation.

If anybody wants to comment on that, you're welcome to do so,
but before you do, I want to go back to Ms. Wood and to Mr. Walsh.
You've talked about the China market and Asia market as driving
the fortunes of Boeing, as well as Airbus too, and you talked about
the size of the GDP and the number of airplanes per 2 million peo-
ple and so forth. And I didn’t hear anybody talk about—other than
China market, to serve the China demand for aircraft transpor-
tation. Hasn’t China in the last several years built 45 new airports,
and isn’t there the expectation, not just by Chinese-operated air-
lines but by airlines all over the world, a huge increase beyond the
China market for airplanes? I've been told that by experts. Am I
listening to those experts accurately or do you have other views?

Mr. WALSH. I think clearly the Chinese market has the fastest
traffic growth rates, in the eight to 10 percent range——
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Ambassador ELLSWORTH. I'm talking about the demand of Chi-
nese operating airlines

Mr. WALSH. Yes, that’s the air travel market, yes. That’s revenue
passenger miles, if you will, demand for air travel.

But you got to keep it in perspective when you look at the Chi-
nese base fleet. They have 600 or so Boeing and Airbus aircraft,
and another hundred or so Russian aircraft. So you have a Chinese
fleet that has approximately 700 airplanes.

When you look at the United States with its three percent traffic
growth, 1t’s coming from a base of 5,200 aircraft. So there’s a big
difference. There’s rapid traffic growth in China, but it is starting
from a small base.

There are also constraints near term on growing travel in China
in particular, and they want to have their own indigenous flight
crews, so training flight crews is a problem. They can only train
about 700 a year. You need about four or five flight crews per air-
craft. So there’s a cap of about 150 or so airplanes that they can
take on and fly with their own crews. There are also safety issues.
So I think it’s clearly the focus or the jewel in the crown for future
growth for aircraft manufacturers, but it’s not the majority of the
market, by any means.

Ambassador ELLSWORTH. I thank you for that answer, very clear.

Ms. Wood, what I'm trying to get at, is there—are you under-
estimating the demand for Boeing and Airbus aircraft, when you
just talk about the need of Chinese operating airlines?

In other words, supposing Lufthansa wants to increase by 10
times its flights into China and out of China. Doesn’t that create
demand?

Ms. Woob. Well, that’s why—actually, and when I've referred to
in our writing about China and their promise of orders for Boeing
and Airbus, we've often referred to it as a situation of Lucy with
the football. There is often more promise of orders than actually
materialize. In the 12 years that I've been following this industry,
I recall many instances where there was supposed to be a big order
from China, but the problem is their infrastructure really is going
to take some time, and so the growth intra-Asia—intra-China, the
domestic traffic growth, will not occur as quickly as the inter-
national growth, because China is obviously going to be seeking to
export as much as it can internationally.

And your question about Lufthansa is absolutely correct. That
again pertains to what I'm saying, which is that twin-aisle aircraft
are going to be the predominant need. The wave of planes that will
be flying within China is the second wave. That’s probably a dec-
ade away before that’s really going to be material.

I regret that I don’t have time. You pose such an interesting phil-
osophical question. It’s one that we think a lot about, with respect
to an inherently American quality, which is innovation, and then
the desire to project jobs and how you balance that. And certainly
that is something that you and the Commission are going to have
to wrestle with, so I'm just going to give you or offer to you a cou-
ple of puzzle pieces from the aerospace perspective. Again, not try-
ing to give an opinion, but I want you to understand, or at least
in our opinion, that Boeing really is challenged. And I'm not so
sure it can afford to swim upstream and attempt to dislocate itself
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from the global labor arbitrage that is taking place overall. We fol-
low United Technologies, and they are moving their air-condi-
tioning manufacturing out of the states into Eastern Europe. Glob-
al labor arbitrage is going to happen, I think it’s an inevitability,
and I think that it’s especially prevalent when you have long-cycle
businesses with high costs, high labor intensity, and where pricing
is going to be a factor, and I think the brutal reality is that we are
not going to see pricing for aircraft being able to go up. If anything,
I think we should anticipate price deflation for aircraft for both
Boeing and Airbus.

If T can just take a minute to walk through this. Do I have the
time, Chairman?

Cochair BECKER. Go ahead.

Ms. Woob. Can I? Okay. Because I took notes on this, so if I can
just read what I jotted down.

Because of the secular shift in air travel towards buying online
and the emergence and rapid market acceptance of low-cost car-
riers, we've all been insured the permanent commoditization of air
travel. This means that the only airlines that will survive and
some that might thrive in this environment need low-cost product,
because you cannot assume much in annual appreciation of ticket
prices, but since taxes, security costs, labor, fuel and other costs
are guaranteed to rise annually, and the number of seats on any
given plane is largely finite, the math points to aircraft pricing
staying flat at best but most likely point to price deflation. And so
that is one of the things that really Boeing and Airbus are chal-
lenged to face, which is the—you have to start first with the end
consumer, which is all of us. We buy our tickets online, we now can
instantly price a Northwest versus a United versus a Delta, and we
obviously go with the cheaper price, so we have commoditized per-
manently air travel, and from that all of the rest of the con-
sequences come out.

Thank you.

Cochair BECKER. Again, let me remind everybody here. I'd like
to listen to everybody, but you’re going into your lunch hour now.

Commissioner TEUFEL DREYER. Thanks to all of you for your val-
uable insights on a question of tremendous importance to all of us.

I am especially interested in what people have been saying about
Airbus and Boeing. It would seem to me that Boeing would have
certain advantages in competing with Airbus. First, European
wages are very high; second, the productivity of the European
worker is lower. I have a European son-in-law and a daughter resi-
dent in Europe, and two-month vacations are normal for starting
workers, benefits are generous, and so on. Decisions have to be
made by entities in several nations. In the case of Airbus, pieces
of planes are made in different countries and have to be trans-
ported in order to get them assembled.

In our briefing book there was a very interesting piece about
how, in order to build the A380, they had to build special ferries
and also to widen the Bordeaux to Toulouse Road and things like
that. The question that occurs to me is why aren’t we competing
better given these advantages we have.
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Ms. Wood mentioned that part of Boeing’s problem is insufficient
investment in R&D and pricing by committee. I wonder what the
situation is in Airbus. How do they manage to do this?

I teach a course dealing with the European Union, and I'm famil-
iar with the various squabbles that go on over almost petty matters
within the European Union countries—for example on how you
ought to define chocolate and what should be the formula for beer
and it’s hard to imagine that the formula for producing Airbuses
doesn’t have these problems.

Another question for, again, all of you is on the outsourcing
issue. Might we not be creating the seeds of our own destruction
here? China has been demanding offsets, which come with training
for their workers. We heard testimony in a classified hearing, but
this is not classified. A representative of a particular government
agency explaining the problems he was hearing about from Amer-
ican aircraft manufacturers. They agree to give certain training to
their workers in China to produce a certain article, and then as
soon as the workers are trained they all disappear, and that means
that the aircraft company has to train a whole new bunch of work-
ers. They believe that China has an integrated strategy here. Some
workers find out how to make a wing, certain workers find out how
to make something else, and the object is that someday the whole
plane is going to be made in China.

Mr. Walsh predicted that in 10 years Boeing and Airbus still
wouldn’t like each other very much. I was wondering if perhaps in
20 years Boeing and Airbus would be thinking how to cooperate
algainst AVIC 1, the Chinese company producing the country’s own
plane.

Again, a very quick question for Ms. Wood. We were briefly
touching on the A380, this 555-passenger plane, which frankly, as
a flying passenger, scares me. I mean the logistics of it. I'm not
talking about the plane crashing; I'm talking about boarding all the
people. Dreyer’s rule is that the he larger the number of passengers
the surlier the flight attendants become. You mentioned cargo com-
ing either by ship or by plane. I'm wondering if there are any plans
to have larger cargo planes? Since presumably the inanimate ob-
jects can’t complain and the flight attendants will get less surly
and that sort of thing. These are my questions.

Ms. Woob. Can I——

Commissioner TEUFEL DREYER. Please.

Ms. WooD. Several issues. I'm just going to tackle them quickly,
one %t a time, with the 23 seconds I have. Can I take a little more
time?

Commissioner TEUFEL DREYER. Just don’t take a breath and he
won’t stop you.

Ms. WooD. The A380, I think you can expect that this is the first
variant; they’ll come out with another 655-passenger variant.
You’re going to see cargo variants of the A380, absolutely, and I
would also expect that Boeing will counter at some point with the
747, increased gross weight of some kind.

AVIC 1, I would advise the Commissioners not to anticipate that
Chinese aircraft are going to be sold internationally for a very long
time. The safety requirements are so high, the Chinese airlines do
not want the planes, and they’re very concerned about the planes.
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It’s important to understand that the MD-90 trunk liners had to
be reshipped to the United States and material parts of it rebuilt.

The 100-passenger agreement that took place between Airbus
and China fell apart ultimately because China always seeks to
have systems integration capabilities, they don’t have it, and as
long as they don’t have it I think we are a good decade away from
them materially threatening us.

Talking about Europe, why Boeing may have some advantages,
respectfully, I disagree, and let me explain why. One is that Airbus
has shown its ability to withstand colder water than Boeing can
with respect to pricing. Part of it leads to the fact that the Euro-
pean government has been willing to pay for certain things, so the
special ferries, the road widening, all of those aspects were borne
by the French government, the German government when nec-
essary, and so those weren’t costs to Airbus. If Boeing had to do
similar things, Boeing would have borne those costs.

Their labor costs are higher, you're absolutely right, but the
strategy that Airbus does to counter that is that they use greater
number of nonpermanent employees and also part-time employees,
which better enables them to accommodate the shrinking business
cycles, for one.

Secondly, they have had the structural advantage. It’s important
to understand that there is a structural advantage to being the
number two player. You can watch all the mistakes that are made
by the trailblazer and you sit back and you say, Oh, well, instead
of doing aircraft this and then that, they should have a family, and
so Airbus is—has more automation than Boeing does in its fac-
tories, they use less labor, and they have more up-to-date factory
processes than Boeing, not because one is more intelligent than the
other, it’s simply the structural advantage of being the number
two.

And pricing by committee. Airbus’s approach is much more
hands on, much more personal. Even in multibillion dollar deals I
think a personal touch matters, and so, in most of the biggest nego-
tiations John Leahy and Noel Forgeard are the men right there at
the spot, and Boeing’s hands-off approach by committee—I think
really the order book of 04 and ’03 are really telling us that that
is not liked by the customers, and the airlines continue to tell me
that.

Thank you.

Commissioner TEUFEL DREYER. Thank you.

Anyone else?

Mr. HERRNSTADT. I'll be brief. I'd like to speak faster than Ms.
Wood but I think I would have to resort to haiku.

Very, very briefly, one of the questions you posed regarding Eu-
rope, I think it would be interesting to look at the commitment of
the European aerospace industry to its workers compared to the
U.S. aerospace industry. If one wanted to, one could easily look at
the number of layoffs that occurred post-9/11 and compare that.
That may be helpful.

Second, in terms of outsourcing, it’s something that obviously we
have been setting off the alarm bells for years because we have ex-
perienced it in this country, and our biggest fear is that the aero-
space industry here will go the way of the U.S. shipbuilding indus-
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try and the U.S. machine tool industry, in part decimated because
of outsourcing and because of offsets.

And lastly, I just wanted to also point out that the 1.5 million
in jobs that Dr. Scott referred to also played into all of this, and
while those are—numbers are exceedingly sobering, unfortunately
they’re not all that surprising, since we have seen these loss of jobs
occur continually.

Thank you.

Cochair BECKER. Commissioner Reinsch?

Mr. WALSH. If T could summarize my thoughts on this issue. I
think the biggest near-term threat to loss of U.S. jobs is Airbus
penetrating China, the Chinese government favoring Airbus air-
craft, Airbus aircraft have less U.S. content than Boeing aircraft,
United States job gains disappear. So I think there has to be a
level playing field established with Airbus selling aircraft, and if
you wanted to make that level you've got to go after a market like
Europe does, with a lot of government and political support into
this sector of the market.

Cochair BECKER. We went into this knowing that there wasn’t a
level playing field. Boeing is a private company, Airbus is a private
company. We’re dealing with the Chinese government. They’re not
motivated by the same things as regular airline buyers would be
in China. So it’s not a level playing field. It’s not going to be a level
playing field, and I don’t know quite how we deal with that.

Mr. WALSH. The combination of the two forces, Airbus and
China, are formidable. When you put those two together and you
get them working together, that’s going to be very difficult for Boe-
ing.

Cochair BECKER. Commissioner Reinsch?

Commissioner REINSCH. Thank you, Mr. Chairman.

That last comment is something worth noting. There is a subsidy
issue that underlies a lot of this. The announcement two days ago
by the two parties that they were going to engage in a three-month
negotiation to try to produce a new agreement I think is a good
sign. We’'ll see how well we negotiated. I was having a discussion
about this during the break. We don’t always come out on top on
these things, but I think the fact that there’s a recognition that
something needs to be done and that the goal is elimination of sub-
sidies may bode well. If we have time later you might want to com-
ment on that, but I do have a couple questions I want to get to
first, I think primarily for Mr. Herrnstadt.

We’ve been talking about, it seems to me, the dilemma that Boe-
ing faces that has been I think amplified by the comments of the
two analysts as to where the growth’s going to be in the sector,
namely that they are effectively trading off short-term sales for cre-
ating competition down the road, which is a term that Mr. Blondin
referred to during the break, which is one that I've used myself. It’s
not that the technology transfer via offset or whatever is gratu-
itous; they’re presumably getting short-term sales; yet what the an-
alysts are telling us is that the main area of growth where Boeing
has to look or both of them have to look for sales, is the Asian mar-
ket and primarily the Chinese market.

Assuming that’s correct, and if you want to disagree feel free, but
how does Boeing, currently locked in this sort of death struggle
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with Airbus for market share and for sales, deal with the situation
where the largest and most rapidly growing buyer is making in-
creasing demands on it for technology transfer and has another
place to go if they’re not met?

That’s for you, Mr. Herrnstadt.

Mr. HERRNSTADT. I think you’re asking a very tough question.
It’s the question that’s been asked when it dealt with Europe. It’s
the whole offset question. It’s the whole is it a necessary evil ques-
tion, and as others have phrased it long before me, it’s the pris-
oner’s dilemma issue, particularly for U.S. workers on it. And it’s
a question that’s been asked now for many, many years, and we've
been urging, urging policymakers to address it in a sophisticated
comprehensive way. We talked about it in terms of the Presidential
Commission on Offsets, which I think met for half a day several
years ago. And it’s been raised in other forums.

It’s a multilateral issue. It’s a WTO issue, or it should be a WTO
issue. It should be an issue that’s brought forth with the Euro-
peans. I mean, after all, we’re really talking about two of the big-
gest commercial aerospace manufacturers, Boeing and Airbus, and
if both of them were agreed to compete on a fair playing field with
China to eliminate offsets, and if those agreements were enforced
with respect to China, we might go towards a long way to miti-
gating some of the damage that occurs.

It is a tough issue, but we are not complacent to say merely that
it is a necessary evil or that we accept that we’re in a prisoner’s
dilemma. We've lost too many hundreds of thousands of U.S. aero-
space jobs here, due to many other reasons, as well, and we’ve got
to be doing everything and anything we can to stem that tide, and
we've got to be taking a comprehensive approach to that.

Commissioner REINSCH. Thank you.

On that, both you and Mr. Blondin alluded to something that I
think is food for further thought, and that is that when it comes
to technology transfer, it probably is in the interest of both Boeing
and Airbus not to engage in too much technology transfer to Chi-
nese, because they both face the same problem down the road,
which is the creation of a competitor. If the Chinese succeed in de-
veloping large mainframe aircraft, and I'm inclined to agree with
Ms. Wood that that’s farther away than you might think, but leav-
ing that aside, if they do succeed it’s a threat to both companies,
not just to Boeing. That suggests that on some of these issues in-
stead of getting played one off against the other, they ought to be
cooperating.

The Attorney General might have something to say about that,
but it seems to me if you can do it via an offset agreement, which
is something that you and I have discussed in the past, we would
all come out ahead, and—well, maybe not the Chinese, but Boeing
and Airbus would both come out ahead, and we would have an out-
come that was also more market based than the one we’ve got now.
But that’s food for thought.

Mr. Walsh, a short question. Do you agree with Ms. Wood’s com-
ments that Boeing is short on R&D expenditures?

Mr. WALSH. Yes, I believe they have been. I believe, though, that
with the 7E7, that is a market turnaround in events in plans for
expansion and in aggressiveness. You could argue it’s too late, and
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if they hadn’t done it, it would be an absolute disaster, but with
the 7E7 in play now, I think that’s a very positive step for Boeing.

You could argue that they could go do a 747 upgrade, as well,
to be in the marketplace, but they’re committed now, and I think
this 7E7 could turn things around for Boeing. But as I mentioned
earlier, it will be awhile.

Commissioner REINSCH. I'd just say in closing, Mr. Chairman, I
think that last point, the point about R&D spending, plays directly
into what the previous panel was talking about. If we’re going to
run faster and do better, it’s clear that even some of our high-tech
companies have additional work they could do to meet that stand-
ard.

Thank you.

Cochair BECKER. Commissioner Bartholomew, you've got 30 sec-
onds.

Commissioner BARTHOLOMEW. Thank you very much, Mr. Chair-
man, and thank you to our panelists for appearing today, particu-
larly Ms. Wood. I'm always pleased when we see women’s expertise
and talent being tapped into. So we appreciate your participation.
It’s been very interesting.

I just want to mention, of course, “Jobs on the Wing,” the
groundbreaking study that you did in 1995.

For people who don’t know, it was really one of the first studies
that identified many of the issues that 10 years later we are talk-
ing about—the trends in technology transfer, wages, all of these
issues and the implications, and I think that a lot of the trends
that identified it frankly just accelerated.

My question is a bit more of a general one, though. We know
that the Chinese government has been actively and systematically
identifying sectors of its economy that it wants to develop, as well
as identifying technology that it wants to get its hands onto. At the
same time, it seems that the United States Government has been
rather passive in the face of these challenges. I just wondered what
your thoughts are on what the United States Government should
be doing. Ten years down the road from Jobs on the Wing, I don’t
see that we’ve made any progress in identifying these problems. It’s
inordinately frustrating to have to see year after year, people say-
ing the same things. What should government be doing?

Mr. SCHNEIDER. As I stated earlier, develop an industrial policy
in this nation and enforce the laws, the trade laws, that we have
on the books today, in all aspects, to include WTO.

I want to bring up a quick point, and just to put things in per-
spective, because we’ve been talking about Airbus and unfair com-
petition. Boeing has another aspect in this country that Airbus
doesn’t have the burden of, and that’s healthcare. In Europe
healthcare is the right of the citizen. That’s a cost that Boeing has,
and this is a point. Boeing spent more in healthcare last year than
they did in R&D, since that has come up. Now, that’s amazing. And
that’s an issue that’s driving businesses in America out of business
and out of this country.

At any rate, I'm glad to hear that you read our book, because
we’ve been talking and singing the song for many, many years and
nobody has been listening, and I hope that somebody in the future
does.
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Mr. HERRNSTADT. If I may, very briefly. I referred to our written
testimony regarding economic impact statements. I think it’s crit-
ical that our government do and perform a comprehensive analysis
of the short, medium and long-term effects that any technology
transfer has on our employment, particularly when government ob-
viously is involved on it, but I would refer you to our written testi-
mony because I think your question is very welcomed.

Mr. BLONDIN. I believe that this country’s at a disadvantage be-
cause we have a private company, Boeing—Airbus is not a private
company, it’s a consortium of four countries. They subsidize that
company with—you know about Launch Aid. Until you get to the
point that—where they’re treated—Boeing either gets the same
government subsidies, which isn’t going to happen in this country,
or Airbus is truly on their own to make a profit, to where you can’t
sell an airplane at all costs just to beat Boeing, that’s got to hap-
pen. The playing field’s got to be level.

But the philosophy of this country also isn’t about jobs. Over
there it is. Ms. Wood probably has the numbers and Owen, I'm
sure you do. We met in 2002 with Noel Forgeard, the CEO of Air-
bus, and his statement to us at the time was that, the philosophy
of the Airbus is different than Boeing in that we don’t subcontract
as much. We feel that Boeing has lost control of their product be-
cause it’s out all over the world more than we are.

Now, I don’t know how true that statement is right now, but as
Owen said, after 9/11 the work force in Airbus remained somewhat
stable, while Boeing’s was shut 50 percent.

Cochair BECKER. Commissioner Wortzel.

Commissioner WORTZEL. I'm a little bit skeptical, as the two of
you are, that we’re going to see great competition from China in
the large aircraft market. Perhaps in small-capacity regional jets
China can be competitive. Maybe you can help me out with a ques-
tion I've been wrestling with in a number of years of watching Chi-
nese military-related high-tech industries, and I think that the air-
craft industry falls in there. This is a country that began in 1977
working with Rolls Royce on an aircraft jet engine, turbine jet en-
gine, and is only beginning to produce its own this year. This is a
country that in 1986 or ’87 got access to the Israeli Lavi aircraft,
which is essentially the plan and design for the F-16 aircraft, and
has yet to be able to produce this aircraft. This is a country that
from 1949 to today has not designed and produced, and still to this
day does not produce a bomber, which is kind of close to a big air-
liner. So, my question is, why can’t it do those things? And if it
can’t do those things, why are we so worried?

Mr. WALSH. Putting together a commercial transport aircraft is
a very, very challenging activity. I think they've tried, I think
they’ve walked up to it, I think they’ve seen the challenges, and I
think perhaps they’re more content with providing parts of aircraft
and aircraft components, and that’s where the near-term threat is.
I think offering themselves as a threat to building aircraft does
bring Boeing and Airbus to the table in terms of having them sup-
ply parts, and that’s where I think the biggest job threat is, in the
parts end of the business, as opposed to full-blown head-on aircraft
competition.
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Mr. SCHNEIDER. If I may, real quickly. Boeing sold its first air-
craft to China in 1972. One of our good friends, Fred Mitchell, was
on part of that business team that accomplished that goal. But, to
create a market in a—I won’t call it a backwards nation, but it was
a backwards nation at that time. You had to create an infrastruc-
ture. Well, Boeing built that infrastructure, and continued to build
the infrastructure. Air traffic control system, that’s all Boeing,
training pilots, that’s all Boeing. And now you've got Airbus coming
in doing the same thing.

If you'’re a government with as many mouths to feed as there are
in China and you have two companies that are willing to come in
and spend their money, okay, give you technology, spend their
money in building your infrastructure, giving you the technology,
why would you want to immediately snap up and when you got the
cash cow coming your way and just offering you anything you
want, that’s what’s going on.

But never underestimate the Chinese people. They’re an intel-
ligent people. A human being around the world is a human being.
I've been in a lot of countries. And there are a lot of smart people
in China, and when they decide they want to do something, you're
going to see them do it. The technology is there. When they want
to make the move theyll make the move, again, I think within a
10-year period you’re going to see them with an aircraft flying, a
large1 commercial aircraft. It’s a difference of opinion between some
people.

Mr. BLONDIN. We did lose a lot of jobs to China on plastics and
composites. We had a building down in Auburn, been there for
years and years, thousands of people used to work in that building.
At the time Boeing shut it down and put that process assembly
work in China, and other countries, several hundred workers—this
was just in the last few years—were displaced, and Mr. Walsh is
correct. There are a lot of parts and components that are out there,
and you can say, well, when are they going to build their own air-
plane, put their own decal on it? It doesn’t matter. When you have
parts and components built outside of this area, overseas, those
cost real people jobs.

Cochair BECKER. Commissioner D’Amato. Thank you.

Chairman D’AMATO. I want to thank the panel. I think this has
been a very illuminating panel. I must say that I may not be
shocked but I'm very disappointed in what I have to hear, what I
hear from Ms. Wood and others, about The Boeing Company. What
I get is a picture that’s not very favorable, it’s a picture of a com-
pany that’s aging, that doesn’t do enough of its own R&D, that’s
cautious, that doesn’t seem to care about its own people. I'm not
sure that Boeing Company hasn’t lost its way. It’s afraid to come
here and testify before this Commission; afraid the Chinese will
push them around. We can’t leave the future of aerospace in the
hands of a company like Boeing. That’s my opinion of what I've
heard today.

Now, let me ask you, Ms. Wood, I have before me an executive
summary of the Commission on the Future of the United States
Aerospace Industry. You were a member of that Commission, I see
here. And this Commission—was it two years ago?

Ms. Woob. Yes.
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Chairman D’AMATO. I want my colleagues to understand what
they’re saying. “The Commission’s urgent purpose is to call atten-
tion to how the critical underpinnings of this nation’s aerospace in-
dustry are showing signs of faltering and to raise the alarm.” Pret-
ty strong language. Pretty strong language here.

Ms. Woob. I wrote that.

Chairman D’AMATO. Did you write that language, Ms. Wood?

Ms. WoobD. Yes, that’s me.

Chairman D’AMATO. Well, now, it seems to me what we need is
about 10 or 12 Burt Rutans around this country and start feeding
them some Federal funds to get this industry back on its feet. I
mean, do you think that what we need is a new program of Federal
sponsored R&D across the board to jump-start the aerospace indus-
try again?

Ms. Woob. I think we need to have a concerted policy and we
don’t. I think it’s very interesting. I follow Bombardier—I follow
Embraer and I was recently in Brazil twice over the last four or
five months. It’s an interesting thing when you look at Japan, you
look at China, you look at Russia, Brazil, the EU, almost every
country outside of our own highly values aerospace capabilities, de-
sign, manufacturing, production, as being one of the preeminent
stars of a real sign of being a true advanced economy. We take it
for granted, and we will suffer the ramifications of that unless, as
the report said—and we've tried to urge and I've tried to use lan-
guage as strong as I could say, that this is really called out to at-
tention.

I do believe that one fundamental tenet strength that we have
as Americans is that we’re very innovative, and so I count on our
ability to innovate to keep up with and stay ahead of the changes,
the global labor arbitrage, for example.

When Mr. Schneider asked about what his grandchildren will do
in the future, my hope is that they will design supersonic commer-
cial aircraft rather than bending metal. So I don’t mind low-cost,
low-value-added businesses leaving our country, but I hope that the
highest value ones, engineering and some of the critical parts of
aircraft manufacturing, will stay here.

But really first and foremost, we need to really go back to where
we were with Kennedy in the late 1960s, where we viewed it as
ahpreeminent aspect of our national security to pay attention to
this.

Chairman D’AMATO. Thank you very much.

Are you aware, have the recommendations that this Commission
that y{;)u sat on in aerospace—have they been implemented at all
or not?

Ms. Woobp. A few of the implementations have been taken.
They've made some progress. Certainly not as much as we would
have liked. But I think that we hopefully we made noise, and I
think that’s the first step that any Commission can take, is a—
bang loud enough.

Chairman D’AMATO. Thank you very much.

Mr. HERRNSTADT. Chairman D’Amato, our President of the ma-
chinist union, Tom Buffenbarger, also served on that Commission,
and the Commission also said two things: one, “Foreign nations
clearly recognize the potential benefits from aerospace and are at-
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tempting to wrest global leadership away from us,” and there was
also a finding about U.S. policy towards domestic aerospace, “Em-
ployment must reaffirm the goal of stabilizing and increasing the
number of good and decent jobs in the industry.” Hopefully those
types of initiatives will be carried forward.

Chairman D’AMATO. Thank you.

Yes?

Mr. WALSH. Yes. I would suggest that your comments about Xe-
roxing Burt Rutan is good for the long-term implications in this
country, but I think clearly for the Commission, near term getting
behind the 7E7 program is going to be a big step for the United
States to regain where we’ve been, and then from that point, fur-
ther competition for Boeing coming within this country is a great
idea.

Cochair BECKER. Just a quick question. Does Boeing have exten-
sive R&D facilities in China?

Mr. WALSH. I don’t believe so. I think they’ve put in very modest
engineering facilities within Russia, within China, within eastern
European countries, but it’s a very small guarded kind of develop-
ment today.

Cochair BECKER. That’s the exception rather than the rule.

Ms. WooD. There is a facility in Russia, they’re doing some work
in India, but these are very small, and it enables them to do 24-
by-seven R&D, but it’s really not—I’ve watched over the last couple
of years. It hasn’t really expanded. And there are very, very rig-
orous laws about what Boeing can do and allow to go into China.

And one last puzzle piece that I would throw your way was a
comment made about if China and Airbus were to really get to-
gether and how dangerous that might be to Boeing. I think it
would also be important to understand the very close relationship
between U.S.-Sino relations politically and Boeing. Boeing is very
often used as a—they get second-order benefits and negatives that
relate to our relationship, and being that we’re the last remaining
global superpower, I think the ability for China to pair together
with Airbus and just go wholeheartedly and deny Boeing orders I
think would be quite difficult to achieve, given where we stand
globally as a world power.

Cochair BECKER. I want to thank the panel for participating——

Commissioner REINSCH. Mr. Chairman, one more thing, if I may.

Cochair BECKER. Sure. Why not.

Commissioner REINSCH. Just for the record, I want to take excep-
tion to Commissioner D’Amato’s comments about Boeing. I don’t
think that they were appropriate; I don’t think they advanced the
ball. The company has a lot of competitive challenges. I think they
made some wise decisions. There’s clearly some more that they can
do. This panel has been very useful in pointing some of those
things out. I don’t think we need to attack the company.

Cochair BECKER. Thank you very much.

[Whereupon, at 12:18 p.m., a luncheon recess was taken to recon-
vene at 1:00 p.m., this same day.
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AFTERNOON SESSION, 1:08 P.M.
THURSDAY, JANUARY 13, 2005

PANEL III: SOFTWARE/HIGH-TECH

Cochair BECKER. The first one is Mr. Marcus Courtney, Wash-
ington Alliance of Technology Workers, CWA Local 37083, out of
Seattle, and Mr. Courtney is going to give a labor perspective on
China’s impact on the U.S. software and IT industry. Dr. Ron Hira,
Assistant Professor of Public Policy, Rochester Institute of Tech-
nology in New York. Mr. Hira will give an academic assessment of
China’s impact on the U.S. software and IT industry, focusing on
public policy issues and responses. Mr. Jesse Feder, Director and
Counsel for International Trade and Intellectual Property, Busi-
ness Software Alliance, in Washington, D.C.

I want to welcome the panel, and we’ll start with Mr. Courtney.

STATEMENT OF MARCUS COURTNEY, PRESIDENT
WASHINGTON ALLIANCE OF TECHNOLOGY WORKERS (WASHTECH)
COMMUNICATIONS WORKERS OF AMERICA (CWA) LOCAL 37083
SEATTLE, WASHINGTON

Mr. COURTNEY. Thank you, Mr. Chairman, and other Members
of the Commission, for the opportunity to speak with you today.

Everybody has copies of my written testimony so I'm not going
the read it in full. I just want to talk about some of the highlights,
in particular going to talk about three things. One thing I do want
to focus on is the state of the nation’s high-tech economy, what’s
happening here locally in the high-tech economy, then move to
some specific examples around the issue of offshore outsourcing
within the high-tech economy, in particular with an eye toward
China, then kind of wrap up and talk a little bit about how these
issues are impacting high-tech workers, not only here in the Puget
Sound region but throughout the entire country.

I think one word currently describes what’s going on in U.S.
high-tech job creation in the U.S. high-tech economy, and that word
is “crisis.” WashTech came out with a report in September 2004
called America’s High-Tech Job Bust, and it was an economic anal-
ysis of seven regional high-tech labor markets throughout the coun-
try, and what was going on with those labor markets since an eco-
nomic recovery was declared in November of 2001. And one of the
things I think we need to remember in terms is this perspective is
that we have been, quote, in an economic recovery for more than
three and a half years, but even though we’re this far into an eco-
nomic recovery, one of the things that’s starting to happen is this
is a real serious lack of job growth and job creation, and one of the
things I have in my testimony is a chart that talks about IT indus-
try employment in key metropolitan areas. I just want to briefly
talk about that because I think it’s very critical and helps frame
the whole debate.

And when you take a look at March 2001, which was the employ-
ment right after a recession started in the nation, we had a little
over 2.1 million jobs in March of 2001 within the U.S. high-tech in-
dustry. By April 2004 we had 1.7 million jobs in terms of the U.S.
high-tech economy. So it wasn’t necessarily a jobless recovery for
high-tech workers, it was actually a job-loss recovery for high-tech
workers.
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And then when you go bullet down and you talk about the re-
gional labor markets that are absolutely critical to America’s high-
tech infrastructure, Boston, Chicago, Dallas, San Jose, San Fran-
cisco, Seattle, Washington—and the Washington, D.C., area, every
major high-tech job area except for Washington, D.C., has fewer
jobs today than it did three and a half years ago, and that is still
going on currently here in the Seattle area. The high-tech industry
is treading water. It’s adding absolutely zero jobs.

And I think what’s absolutely remarkable and stunning about
this is we have to remember that during the late 1990s and early
2000 it was full employment in the high-tech industry. It was
around two percent and then in some cases one percent unemploy-
ment rate. Today high-tech workers are facing double unemploy-
ment rates from where it was just a few years ago. Now, it’s six,
seven and in some areas eight percent unemployment rates. It’s ac-
tually higher for high-tech workers facing unemployment than it is
for workers in the overall economy. So I think that these statistics
show exactly why I'm saying it’s a crisis.

And that leads to the question: What is going on? Why is the
high-tech industry failing to create so many jobs? I think one of the
key underpinnings of this reason is the fact that companies are in-
creasingly sending their work overseas and are creating jobs in
low-cost labor markets. And this is very true. It’s not just true in
high technologies, it’s true in financial services, it’s true in the
legal environment, it’s true in the healthcare environment. The
U.S. services economy and the corporations that are the underpin-
ning of employment in that economy is rapidly expanding and ex-
porting America’s best paying, best skilled jobs overseas.

Now, let’s take a look at a few examples, and in the Seattle area
it’s not just one or two companies, it’s a whole range of companies.
It’s Boeing, Safeco, Washington Mutual and Amazon. And one of
the things we have heard often in terms of the international trade
debate is the issue that the U.S. is going to focus on highly value-
added service jobs and we’re only going to see the low-level jobs
move overseas, and that’s going to be true in high technology. Well,
I'm here to tell you, the companies are aggressively and rapidly
moving over the most advanced and sophisticated forms, not only
of research and development but also testing and—testing cus-
tomer service, technical support, it’s ranging in the whole options
of the software production cycle.

And in fact, Microsoft’s Brian Valentine is a senior vice-president
of the Windows Operating Division; he gave a presentation in July
of 2002 called India—Touch Down India—Run with the Ball, and
in this presentation he wanted to encourage managers to pick a
project in offshore today. In particular he is talking about India in
this case, and one of the reasons he was saying was because two
heads are cheaper than one, but also he was talking about that you
have to remember that moving this production development is crit-
ical because Redmond is no longer the center of the universe. And
they're really trying to emphasize this corporate shift that
Redmond is no longer just the universe.

And recently Business Week did a cover story about the China
price. No, not of the China price, they did a cover story about inno-
vation in the 21s