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April 24, 2009

The Honorable ROBERT C. BYRD

President Pro Tempore of the Senate, Washington, D.C. 20510
The Honorable NANCY PELOSI

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

DEAR SENATOR BYRD AND SPEAKER PELOSI:

We are writing to report on the U.S.-China Commission’s March 24 public
hearing on “China’s Industrial Policy and its Impact on U.S. Companies, Workers and the
American Economy.” The Floyd D. Spence National Defense Authorization Act
(amended by Pub. L. No. 109-108, section 635(a)) provides the basis for this hearing, as
it requires the Commission to report to the U.S. Congress on “the national security
implications and impact of the bilateral trade and economic relationship between the
United States and the People’s Republic of China.”

In the hearing, the Commission examined the adoption by China of a detailed
industrial policy intended to advance specific economic goals. The Commission heard
testimony concerning the effects of those industrial policies on the Chinese economy and
on the economies of China’s major trading partners, particularly the United States.
Witnesses were asked to consider possible responses by the U.S. government to China’s
industrial policy, especially in those instances where Chinese policies may violate
international trade rules or otherwise harm U.S. interests.

China’s industrial policy is characterized by three main goals: 1. the creation of an
export-led and investment-led manufacturing sector; 2. the creation of jobs sufficient to
reliably employ the Chinese workforce; and 3. an emphasis on fostering the growth of
industries such as manufacturing and high technology products that add maximum value
to the Chinese economy. China adopts, modifies and abandons other economic policies in
order to meet these primary goals. For example, low wage jobs in the textile industries
may be supported by government policies in order to provide employment for minimally
skilled workers.

China’s industrial policy is promulgated through a top-to-bottom process that has
been outlined in 11 successive five year plans adopted by the State Council and
implemented by the central and provincial governments at the direction of officials of the
central government and the Communist party. Subordinate and elaborative policies, such
as the 15-year “National Outline for Medium and Long Term Science and Technology
Development Planning (2006-2020),” supplement the five year plans.

China has wielded a variety of tools to accomplish its ends. It has variously
designated “pillar” or “strategic” or “heavyweight” industries of which government is to
retain ownership or control. In many cases the government pursues policies to
significantly aid their development. These industries include telecommunications,
information technology, aviation, automobile manufacturing, construction, energy, and
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steelmaking, in addition to Chinese banks. Other industries specially favored by
governments in China include biotechnology, wholesale marketing, computer chip
design, and software.* These industries receive special support from the government,
including low interest loans and loan forgiveness from government-owned banks at the
direction of government officials. The government also deploys such indirect subsidies as
lax enforcement of intellectual property rights and worker protections. Direct aid includes
subsidized fuel, land, infrastructure improvements, and electricity. China also levies a
value added tax on imports and rebates the tax on exported goods. While general rebates
of indirect taxes are permitted by the rules of the World Trade Organization, it
nonetheless results in a 17 percent tax levied on U.S. imports into China. Serious
questions have been raised about the trade-distorting impact of the selective use of such
tax rebates. Unfortunately, WTO panels have ruled repeatedly that attempts by Congress
over three decades to provide an income tax credit for U.S. exports violate the
organization’s trade rules.

China’s industrial policies have had a profound effect on the U.S. economy. The
trade deficit with China in goods reached $266 billion in 2008, resulting in slower U.S.
economic growth and fewer jobs here than if the trade relationship were more balanced
between imports and exports. Witnesses differed as to the degree that the overall U.S.
trade deficit would decline if the trading relationship between the two countries were
brought into balance. But it is significant that the U.S. deficit with China represented 33
percent of the total U.S. trade deficit with the world and 42.6 percent of the deficit with
non-oil exporting countries.”  In addition, it is not just the size of the deficit that
policymakers should examine, but the changing nature of its composition. The United
States in 2008 ran a record $72.7 billion trade deficit with China in advanced technology
products.

In addition, export-led growth policies pursued by China and other Asian nations
have inevitably led to excess capacity in many products, notably steel and automobiles,
which has contributed to declining jobs and production in many market-oriented
countries, including the United States. Witnesses were unanimous in their conclusion that
the undervalued Chinese currency serves as an indirect subsidy to Chinese exporters by
lowering the final cost of their exported products and as a hindrance to U.S. companies
attempting to export to China since the undervalued Chinese currency makes U.S. exports
relatively more expensive.

China has manipulated the process of setting industry-wide standards in order to
benefit its indigenous industries and to protect them from foreign competition. That has
been the case with China’s telecommunications industry, one of four industries that the
Commission examined in depth in the hearing. Others included nanotechnology,
optoelectronics, and information technology. These four industries also were
beneficiaries of China’s practice, plainly identified in its 11" five year plan, of
encouraging the transfer of foreign technology to China.

! U.S.-China Economic and Security Review Commission, testimony of George Haley, University of New
Haven, New Haven, Connecticut, March 24,
? Department of Commerce, Bureau of the Census.
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As part of this effort, China has been successful in attracting U.S. corporations to
locate some of their production and research facilities there, but also in transferring
technologies to their Chinese joint venture partners.

China is investing heavily in the computer and telecommunication sectors. It has
reorganized and consolidated the telecommunications industry into three giant service
providers while at the same time restricting the entry of foreign providers to the Chinese
market. While these companies are largely operating in the domestic market, they hold
considerable potential as international competitors to U.S. and European
telecommunications companies. In fact, state-owned and state-invested enterprises
account for about 23 percent of China’s exports while foreign-invested enterprises
account for more than 55 percent of China’s total exports in 2008, according to one
witness, citing figures released by China’s government. 3

Witnesses offered a number of suggestions to counter the effects of China’s
industrial policy and to improve America’s ability to compete. Among them were
methods to counter China’s underpriced currency, subsidies to favored industries,
intellectual property theft, and the use of indigenous standards to block U.S. products.
Witnesses also emphasized the need to place a stronger emphasis on education in the
United States, particularly in science and technology. The Commission will evaluate
these and other recommendations obtained during its hearings and incorporate them in its
recommendations to Congress that will be contained in its 2009 Annual Report to
Congress to be published in November 2009.

Thank you for your consideration of this summary of the Commission’s hearing.
We note that the full transcript of the hearing plus the prepared statements and supporting
documents submitted by the witnesses can be found on the Commission’s website at
www.uscc.gov, and that these can be searched by computer for particular words or terms.
Members of the Commission are available to provide more detailed briefings. We hope
these materials will be helpful to the Congress as it continues its assessment of U.S.-
China relations and their impact on U.S. security.

Sincerely yours,
c“”}é"ﬂ; ( % VA~

Carolyn Bartholomew Larry M. Wortzel, Ph.D.
Chairman Vice Chairman

cc: Members of Congress and Congressional Staff

® U.S.-China Economic and Security Review Commission, testimony of Terry Stewart, Stewart and
Stewart, Washington, D.C., March 24, 2009
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CHINA'S INDUSTRIAL POLICY AND ITS IMPACT
ON U.S. COMPANIES, WORKERS AND THE
AMERICAN ECONOMY

TUESDAY, MARCH 24, 2009

U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION

The Commission met in Room 236, Russell Senate Office
Building, Washington, DC at 9:02 a.m.,Chairman Carolyn
Bartholomew, Vice Chairman Larry M. Wortzel, and Commissioners
Patrick A. Mulloy, and Daniel M. Slane Hearing Cochairs), presiding.

OPENING STATEMENT OF CHAIRMAN CAROLYN
BARTHOLOMEW

HEARING COCHAIR SLANE: Good morning, everyone.
Welcome to today's hearing on "China's Industrial Policy and its
Impact on U.S. Companies, Workers, and the American Economy."

Today's hearing will be cochaired by Commissioner Patrick
Mulloy and me. Congress has given our Commission the responsibility
to monitor and investigate the national security implications of
bilateral trade and economic relations between the United States and
China.

We fulfill our mandate by conducting hearings and undertaking
related research, as well as sponsor independent research. We also
travel to Asia and receive briefings from other U.S. government
agencies and departments. We produce an annual report and provide
recommendations to Congress for legislative and policy changes.



This is the third hearing from the 2009 reporting year, a year
with a new administration in Washington. The new administration will
have to deal with a lot of critical issues in 2009, along with the worst
economic crisis the world has seen in the past 60 years.

I'd like to welcome our panelists and kindly ask that each speak
for no more than seven minutes. This will allow the maximum time for
questions and answers.

Now, I'd like to introduce Commissioner Mulloy.

OPENING STATEMENT OF COMMISSONER PATRICK A.
MULLOY, HEARING COCHAIR

HEARING COCHAIR MULLOY: Thank you, Mr. Chairman.

I'm very pleased to have the opportunity to cochair today's
important hearing. | also want to thank members of Congress who
have been very supportive of the work of this Commission.

Oftentimes, we have members come and testify to start off the
hearing, but there's so much going on in the Congress right now that it
was difficult. But some of them sent over statements for inclusion in
the record.

Let me read from Congressman Mike Michaud who is the head of
the House Trade Working Group. He tells the Commission:

“Your work has been invaluable to those in Congress who are
concerned about the economic, political and security implications of
the U.S. relationship with the People's Republic of China.”

Senator Sherrod Brown will be coming by later this afternoon to
make a statement.

Since taking power in October 1949, China's communist
government has pursued an industrial policy. It wasn't very successful
in the beginning because it was trying to do it within China. Deng
Xiaoping in '78 decided that they needed to seek foreign technology,
foreign investment, and foreign markets.

Back in 1981 when | first went to China, there were hardly any
cars on the street. Today, China may make more automobiles than the
United States of America. So something is working over there, and it's
quite evident that this policy has implications for the United States of
America.

So, today, we want to explore the overall nature of China's
industrial policy and we want to look at the role that foreign direct
investment and China's use of incentives to attract foreign investment
have played in building their strategic and pillar industries.

We want to thank our witnesses who have all submitted very
good testimony. The commissioners have had a chance to read it, and



we'll take it into account both in today's hearing and then when we
write our annual report for the Congress. So we appreciate your being
here. Now let me turn it back to my cochairman, Commissioner Slane.

OPENING STATEMENT OF COMMISSIONER DANIEL M. SLANE
HEARING COCHAIR

HEARING COCHAIR SLANE: Thanks. Thank you, everyone,
for coming, and we want to express our appreciation to the Senate
Armed Services Committee for providing today's hearing venue, and a
special thanks to our staff for the great job they did in putting this
hearing together.

A transcript of today's hearing will be published on our Web
site, which is uscc.gov, and today's written testimony will be posted on
the Web site as well, and by the end of November, our 2009 Annual
Report will appear on the Web site and in the form of a bound paper
copy. Today's hearing will provide a wealth of information for that
annual report.

For those of you who will be with us the entire day, I'll note that
there will be a break for lunch at 1:00 p.m., and we will resume
promptly at two. There's a snack bar and carry-out in the basement of
the Russell Senate Office Building. There's also a cafeteria in the
basement of the Dirksen Building that is connected to the Russell
Building by a long hallway, and | have to warn everybody that the
microphones are always on so please don't embarrass yourself.

Now let me introduce our first panel. Our first panel for today is
going to address, among other things, the evolution of industrial policy
in China. In particular, we're interested in hearing about China's pillar
and strategic industries in general.

Alan Wolff leads Dewey & LeBoeuf's International Trade
Practice Group which represents clients involved in some of the most
important trade issues of our day.

Mr. Wolff has a long and distinguished career in international
trade that includes over 25 years as a Managing Partner with Dewey
Ballantine. Before that, Mr. Wolff worked as General Counsel and
Deputy U.S. Trade Representative for the Carter administration.

George Haley is a Professor of Industrial Marketing at the
University of New Haven where he teaches in the Graduate and
Executive Programs.

Dr. Haley is also the founding Director of the Center for
International Industry Competitiveness. Dr. Haley is an expert on
emerging and industrial markets including the historical, cultural and
legal environments in which the Chinese business strategy is



formulated.

Clyde Prestowitz is founder and President of the Economic
Strategy Institute which deals with international trade policy,
economic competitiveness, and the effects of globalization.

Prior to founding ESI, Mr. Prestowitz served as a Counselor to
the Secretary of Commerce in the Reagan administration. Mr.
Prestowitz regularly writes for leading publications, including the New
York Times, the Washington Post, Fortune and Foreign Affairs, and
wrote a great book on China.

Thank you.

We'll start with Mr. Wolff.

PANEL I: OVERVIEW OF CHINA’S PILLAR AND STRATEGIC
INDUSTRIES

STATEMENT OF MR. ALAN WM. WOLFF
PARTNER, DEWEY & LEBOEUF LLP
WASHINGTON, DC

MR. WOLFF: Good morning and thank you to Commissioners
Slane and Mulloy and the other commissioners this morning.

| appreciate the opportunity to be before you this morning.
There is too little focus on industrial policy in this country, the
industrial policies of other countries. We were not very well focused
on what the Europeans were doing with Airbus. We as a country were
not very focused on what the Japanese were doing with electronics and
a number of other industries, and that was to our cost, | think, as a
country and to our industrial base.

I think that the work you are doing is extraordinarily important.
This subject is important for China as well because there is a
misallocation of resources that takes place with industrial policy that
the Chinese should be focused on as well.

There is no definition of “pillar industries” as a generic term in
that each Chinese municipality, every province, has a series of
industries that it treats as pillar industries. | think that looking at
autos, steel, and the industries that are cited in the Medium and Long-
Term Science and Technology Plan, the 15-year plan from the Ministry
of Science and Technology in China, that would be a pretty good list.
And the specific projects and sectors are listed in my testimony.

There are very elaborate papers that are being issued by the
Ministry of Science and Technology and other Chinese ministries,
which in effect create what the Chinese government sees as the
necessary support for their pillar industries, their strategic industries.



For my testimony, I've misappropriated Deng Xiaoping's saying
that, "I don't care if it's a white cat or a black cat; it's a good cat as
long as it catches mice.”

In fact, I'm using it in the reverse of the way he was using it
because "black"” to him was capitalism, and to me "black" is what
might be WTO inconsistent or cause a problem for China's trading
partners.

So there is a duality to Chinese policies. They fall into two
categories:

There are policies that we have to match—namely the emphasis
on science, technology, engineering, math education. Clearly, that is
in the President's Budget, and it is in the stimulus package, and it is
something that you can't fault.

Science and technology parks. The Chinese have a vast number
of these. They are very large. If you look at what Research Triangle
did for North Carolina, which was a phenomenal success--for North
Carolina was 49th in the country in terms of per capita GDP, and is
now in the upper ranks as a result of Research Triangle Park, in large
part, and the resulting attraction of industry.

My first trip to China included a lecture | gave at Pudong
University in 1988. If you look across the river from Shanghai,
Pudong was just an empty field. It is no longer empty.

Of the black policies, of the three areas which | chose as
examples--one is product standards using as an illustrative practice
encryption. It is going to be a major cause of friction between the
United States and Japan and Europe, on the one hand, and China on the
other. The use of standards is going to be very trade-distorting. We
already experienced the WAPI, Wireless LAN, example as a problem,
but we are going to have very serious problems going forward.

China has declared that its MLPS, Multi-Level Protection
System, in which it grades the level of encryption that is necessary,
making banking and finance a level three, that requires Chinese
indigenous technology, indigenous patents.

If we did that the same thing, China wouldn't be trading with the
United States to any great extent. If we just said, well, we want
everything coming into this country in a whole variety of areas to have
American technology and American patents, then if we reciprocated
what China is saying that it will do--the regulations are not fully in
effect yet--China would have major trade problems with the United
States.

I also have looked at information technology equipment and
looked at the means that China uses to exclude foreign competitors
from its market, and it's not just the use of subsidies. It is an



industrial organization, not quite like Kkeiretsu, but there are
relationships which provide a very serious protection. So the problem
is a combination of subsidies as well as protection.

A third example | gave was oil country tubular goods. One could
have chosen something else, but we at our firm studied this product
sector in some detail. It was a primary industry of concern to China.
It got enormous policy support--many billions of dollars of subsidy
and protection. And the result is that the United States industry will,
in fact, suffer injury at some point if it hasn't already.

And it includes, as we saw in Europe, debt-to-equity swaps, not
perhaps dissimilar from what we're doing with AIG, except for one
thing, and that is our intent is not to have AIG emerge dominant in the
world as the leading financial services provider, whereas, what the
Chinese are doing, as the Europeans did in past times, is try to have
their industries emerge as dominant suppliers.

In terms of the implications of China's policies, one study that
we did recently indicates that the results are very mixed, that
American semiconductor producers, for example, are not increasing the
location of their R&D location to China very much because of
concerns over intellectual property.

While the semiconductor executives responding to our survey
didn't say this, | would suggest that it was not just the lack of
intellectual property protection, it was government policy that was a
matter of concern. So China is having, | would say, mixed results.

In sum, | think our government has to know more. You are
performing an extraordinarily important role in that process, but |
think the Commerce Department and other agencies in the U.S.
government should spend a good deal more attention on what's going
on abroad that reshapes our economy.

Thank you.

[The statement follows:]

Prepared Statement of Mr. Alan Wm. Wolff
Partner, Dewey & Leboeuf LLP
Washington, DC

[This testimony is not intended to represent the views of Dewey & LeBoeuf or its clients.]

The invitation to this hearing listed ten specific questions which | will attempt to address in the context of
the work that | and our firm has done to date:

There is no single, permanent definition in China of a "pillar industry." Beijing municipal authorities
announced in 2008 that for it tourism would be a pillar industry in the post-Olympics period. The same for



Xinjiang. Coal mining is Shanxi's pillar industry. Automobile manufacturing is said to be the pillar
industry for the Chinese economy. Also biotechnology. For Chongging, information technology. For
Nanchang, the semiconductor industry. But also pillar industries for all or part of China are variously:
petrochemicals, non-ferrous metals, insurance, telecommunications, banking, wholesale, and utilities. So
to some extent, being a "pillar industry" is synonymous with being "important enough to be supported by
central, provincial or local government policy".

As the focus at this Hearing is the impact on United States industries and workforce of China's supportive
policies, a more relevant class of China's pillar industries for today's discussion are those that are now or
will in the future offer competition to American industries. Aside from automobiles, which are likely to
arrive on these shores from China in the not terribly distant future in large numbers as they did from Japan
and Korea, | would turn to the Medium and Long Term Science and Technology Plan of the Ministry of
Science and Technology (MOST) for guidance as to areas of primary interest. A key aspect of the Medium
and Long Term S & T Plan it to make intensive investments in “strategic products".

Under China's S&T Plan, key projects cover a number of priority sectors;

—  core electronic components,

— high-end general chips and basic software;

— the technology for manufacturing extremely large integrated circuits;

— new-generation broadband wireless mobile telecommunications;

— high-end numerical controlled machine tools and basic manufacturing technology;

— development of large oil and gas fields;

— large nuclear power plants with advanced pressurized water reactor, high-temperature
gas-cooled reactors;

— control and treatment of pollution in water bodies;

— nurturing new, genetically modified biological species;

— development of important new drugs;

— control and treatment of major contagious diseases such as AIDS and viral hepatitis;

— large aircraft; high-resolution earth observing system;

— manned space flights; and

— lunar exploration projects.

Detailed, elaborate papers address the policies which are believed to be necessary to achieve the
project goals. Over ninety-nine of these papers have been planned, called “Guiding Opinions”. A sampling
indicates the breadth of their coverage:

*  Accelerating Creation of Independent, “‘Well-known’ Chinese Brands;

»  Supporting Technology Innovation of Small and Medium-sized Enterprises;

» Issuance of Corporate Bonds for Qualified High-Tech Enterprises;

» Regulation on Management of Start-up Investment Funds and Debt Financing ability of
Start-ups;

»  Suggestions on Establishing and Improving Regional Intellectual Property;

» Standardizing Foreign Acquisition of Key Chinese Enterprises in the Equipment
Manufacturing Industry;

»  Building Research-orientated Universities;

*  Promoting the Development of State Supported High and New Technology Industry
Development Zones;

»  Establishing Guidelines and Funding for Venture Capital Investment;

»  Creating Tax Policies Supporting the Development of Start-Ups; and



e Establishing ‘Green Channels’ for High-level Talents Who Have Studied Abroad to
Return to China.

The comprehensiveness of these papers is remarkable by any measure. They are designed to at least equal
the results achieved by more evolved market economies that have had a head start of decades and in some
cases of over a century. This requires China to acquire a financial, educational and legal infrastructure in
record time to support an economy whose growth is to be based on innovation.

How much intervention and of what kind?

I don't care if it's a white cat or a black cat.
It's a good cat so long as it catches mice.
Deng Xiaoping

A key question everywhere is what kind of state interventions best serve national interests and are deemed
constructive by a country's trading partners. Globalization has put all nations into one world economy with
fewer national barriers separating one trading partner from another. The origins of the current economic
crisis stem in part from an excessive rate of savings in some countries, most prominently China, and in too
high a propensity to borrow (and invest poorly) among other countries, most prominently, the United
States. Global imbalances may have their roots in relative rates of savings, but combined with industrial
policies, they have a differential impact on various sectors of each economy. Promotion of a given sector
by one country will not in fact result in a win-win result as seen from the vantage point of those companies
located in another country who are trying to compete in that same sector. (Ask Boeing about Airbus.)

Chinese government policies have a dual nature -- that is that there are promotional policies which are
broadly considered to be acceptable by China's trading partners (white cat analogues) and other Chinese
policies that are a matter of real concern (black cat analogues). About this latter category, a key question is
whether the policies which harm others are in fact good for China. Another question is whether each black
cat measure is consistent with China’s WTO commitments, including those contained in its Protocol of
Accession. In the category of black measures fall inadequate protection of intellectual property, national
standards that act to insulate the Chinese market from the rest of the world, potential use of competition
policy as an industrial policy tool, discriminatory government procurement, and subsidization that
excessively distorts trade and investment patterns.

Taking the most recent past first, it is worth focusing on the much-praised series of Chinese stimulus
packages. China has put into place a series of measures that appears to be intended to preserve, as
governments wish to do, maximum benefits at home. China’s Ministry of Industry and Information
Technology (MIIT) currently plans to assist its electronics and information industries: electronics,
telecommunications and Internet; via a number of key projects: integrated circuit, flat panel display, TD-
SCDMA, digital TV, computer and next generation Internet, software and information service. According
to reports, the measures to be used include direct state financial support, tax breaks, and measures to
expand domestic demand. The Shanghai IC Industry Association is seeking additional investment from the
government in IC companies. For the mobile phone and household electrical appliance industries, it is
expected that there will be lower tax rates, additional subsidies, cash grants and increased state-bank
lending.

Foreign industry concerns center on aspects of China's stimulus package that go beyond limited subsidies
to encompass measures which limit competition: by emphasizing procurement by government and state-
owned enterprises of products incorporating indigenous Chinese intellectual property, requirements for
government purchases of software that is only interoperable with Chinese software, further emphasis on



use and development of indigenous standards and use of exclusive information security standards. None of
these concerns are new.

a. the drive toward indigenous innovation.

We must aim to be at the forefront of the world's S&T development, speed up the building of a
national innovation system, and strengthen an original innovation capability.” . ..
Hu Jintao

One of the chief driving forces of Chinese policy, aside from maintaining a strong growth rate annually for
the sake of political stability and the welfare of its people, is the desire to build an independent
technological base. For the last three decades, China relied heavily for its economic development on
foreign direct investment, and still welcomes it with some limitations. Relying on foreign investment and
imported technology has not been abandoned, but the emphasis has shifted, as noted in the National
Development and Reform Commission’s 11th Five Year Plan for Use of Foreign Investment:

[We shall] encourage foreign enterprises -- especially large-scale multinationals -- to transfer
the processing and manufacturing processes with higher technology levels and higher added
value and research and development organizations to China, ... to develop a technology spillover
effect, and strengthen the independent innovation ability of Chinese enterprises. [emphasis
supplied]

... [T]he overall strategic objective of use of foreign investment in China is to...change the
emphasis in use of foreign investment from making up the shortage of capital and foreign
exchange to introducing advanced technologies...

This emphasis is in turn captured and amplified in a wide variety of documents emanating from the various
ministries:

Fundamental Principles: firstly, to combine the import of advanced technologies and the
optimization of importing structure and raise the proportion of proprietary and patented
technologies in product designing and manufacturing process;

It says much about China’s success in its economic development strategy that it can stress home-grown,
that is, indigenous innovation. Some of the policies that foster innovation are positive ("white cat™) and
others are negative ("black cat"), that is, trade and investment distorting, and possibly WTQO inconsistent.

b. Positive (white cat) policies —
1. Human capital and the S & T Workforce

China graduates each year nearly 600,000 engineers. Much is made of this phenomenal output of
engineers, and other STEM graduates. And much should be. These are impressive numbers. It is true that
studies by Duke, McKinsey, Cao and Simon, indicate China’s educational system:

= is outdated, suffers from having a Marxist focused curriculum,
= emphasizes depth over breadth,

= has a quantitative over qualitative focus,

= does not nurture creativity

= leads to “transactional vs. dynamic engineers”, and



= produces a shortage of “innovative” engineers.

But it cannot be concluded that of this vast population of annual graduates in engineering there is not a
very talented top tier that is fully internationally competitive. Shocking evidence of this fact is seen in U.S.
data showing that more than half Ph.D. candidates in engineering at present in U.S. universities are
graduates from Chinese universities.

2. Science and Technology Parks

In creating S&T parks, China is emulating none other than the United States' experience. Menlo Park was
the first research park, dating back to 1958, followed by Stanford Park, Research Triangle in North
Carolina and then Waltham, Massachusetts, each in the 1950s. It is hard to read that description of
Research Triangle Park today without thinking also of Pudong. In 1988, Pudong was a large empty field
across the Huangpu River from Shanghai. Today Pudong contains a High Tech Park and the Zhangjiang
Life Science Cluster, the latter comprised of 25 square kilometers, seventeen of which are developed. As
of 2005, there were 110 research and development institutions and 3600 companies in the technology park,
with more than 140 of them foreign. The park’s total output exceeds 11.122 billion yuan, up 190% from
the previous year. The park employs 100,000.

China announced six years ago that it would build 100 national university science parks by the end of
2005. More than half that number appears to exist today. "The university-based science parks, by joining
with local governments and companies, were playing a positive role in speeding up the industrialization of
academic research results, and pushing forward reform of the school teaching and management systems"
according to one Ministry of Education official. China's parks are said to average in area about 150% of
the size of America's largest park, Research Triangle.

Zhongguancun Science Park in Beijing covers four times the area of the Pudong Zhangjiang Park, about
100 square kilometers, with some 400,000 professionals and support staff, and 6000 companies, with
production of well over $14 billion yearly. It is heavily in IT, especially internet, and views itself as
China's Silicon Valley. Suzhou Industrial Park developed in conjunction with the Government of
Singapore, by the end of June 2008, attracted over3299 foreign enterprises, including 77 Fortune 500
MNCs with cumulative contractual foreign investment of USD 33.96 billion, and domestic companies with
total contractual investment of RMB 129.57 billion.

The impact of China’s science and technology parks on China’s trading partners is hard to gauge. For one
thing, foreign firms have a very substantial presence in the parks. Secondly, just as Mao was said to have
replied when asked what he thought the impact of the French Revolution: “It is too early to tell.” What
may emerge could be a number of Chinese “pillar” biotech and other high tech industries.

3. Taxation
While tax schemes can easily cross into black categories, the simple, nonpreferential corporate tax rate in
China is substantially lower than that of the United States: 25% v. 39%. Rob Atkinson of the Information
Technology and Innovation Foundation, citing World Bank data, lists the effective corporate tax rates as
China 15.7% and United States 32.0%. The U.S. effective corporate tax rate before all the specific
advantages that China may accord a favored investment is just slightly over double the U.S. effective rate.

b. Distortive (black cat) policies

Having as a goal the promotion of a more innovative economy and series of industry is laudable. The
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promotion of indigenous technologies may be less trade and investment distorting, such as through science
parks (again abstracting the idea of a park away from that of a subsidy), but there are measures that can
cross a line and give rise to claims of market closure.

1. Product standards and encryption

One of the clearest statements of the relationship between standards setting and achieving indigenous
innovation was issued by the Shanghai Municipal Government in September 2004

» [We shall] actively promote the formulation and implementation of technical standards
with self-owned intellectual property rights and translate that technological advantage
into a marketplace advantage to maximize the benefits of intellectual property rights.

This kind of statement issued by a sub-national government is unique to China. Its meaning is clear, and it
deserves to be taken seriously.

Further, as the State Council's Medium and Long Term Policy for Science and Technology notes:

» [We shall] actively take part in the formulation of international standards, and drive the
transferring of domestic technological standards to international standards...

Taken together, these statements are a reasonable indication of the central tenets of Chinese standards
policies at the domestic and international levels. As articulated here, the Chinese government is not
seeking technology neutrality, or market driven outcomes, either through its domestic standard-setting
activities or through its participation in the establishment of international standards. It is seeking
commercial advantage. WAPI (WLAN Authentication and Privacy Infrastructure) was an extreme
example. Product standards work hand in had with "accreditation measures" to provide a protected market
for products having independent innovation.

Since a substantial portion of leading edge procurement in China will occur under the auspices of the 16
key projects set out in the Medium and Long Term S & T plan, and much of the Chinese economy is state-
owned, state-invested or otherwise highly state-influenced, which products are accredited may prove to be
extraordinarily important in gaining or maintaining access to the Chinese market. It is worth mentioning in
this connection that as part of its Protocol of Accession to the World Trade Organization, China pledged to
have its state-owned enterprises procure only on a commercial basis.

An example of a seemingly coordinated approach that relies on standards setting, government procurement,
and other policies, is the current Chinese government approach to encryption policy. Over the past year,
various Chinese government agencies have issued new policies related to encryption technology and/or
information security that will, if implemented, have a potentially profound impact on foreign information
technology (IT) companies seeking to do business in China.

What is best for China and various Chinese interests, commercial and otherwise? The point of departure
should be that setting a standard should not drive innovation, rather: innovation (creating something unique
and in demand in the market) should drive the setting of standards. Misguided standards policies can not
only interfere with Chinese goals but can do great damage done to non-Chinese companies as well.

2. Information technology equipment

One study that our Trade Group produced looked at a major Chinese competitor that | will call "CTC".
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CTC frequently underpriced its U.S. and European competition by 50 percent. This could not be explained
by natural cost advantages: Equipment and components were priced at world levels; labor-cost advantages
exist but not to necessary degree to explain the differential; and capital costs would be expected to be
higher than those of competitors, reflecting higher risk of new entrant.

CTC'’s profitability was not driven by parent-company operations. Indeed, profits had been reported to be
higher than cash flow. Normally, income from operations is less than cash flow from operations. CTC’s
cash from operations could not explain the profits. We found that a significant portion of CTC’s financing
operations and profit sources occurred in its subsidiaries.

Part of the answer lay in Chinese government programs that promoted the Chinese information technology
sub-sector through provision of R&D, favored procurement, provision of financing, requirements for local
content, and other forms of assistance.

CTC was formed from elements of the People’s Liberation Army. Important to its early viability was a
very large contract from the PLA to provide services. In the early 1990s, the CTC continued to depend
heavily on PLA contracts for both equipment and maintenance. Within a few years, non-PLA sales began
to increase.

China’s president pledged that:

The State shall become strongly involved [in the industry] to ensure its healthy development and
make China’s competitive product when turning to the outside world.

In the mid-1990s: CTC began the practice of creating local joint ventures (LJVs) with local governments
and local information technology entities. This is a pattern whose significance is not initially fully
understood by its foreign competition.

China's Vice Premier of the State Council visits CTC, accompanied by the presidents of the four
commercial banks, and hears of CTC’s financing problems. Instructions follow. Merchants Bank “begins
widespread cooperation” with CTC and introduces a novel “buyers credit” program (perhaps not so
different than Japan’s financing the leasing of Japanese made computers nearly a generation earlier as
Japan struggled to overcome foreign products’ competitiveness in the Japanese market).

CTC named in 9th Five-Year Plan. Provincial and local government support for CTC is granted. In 1998,
China Construction Bank provides increase in buyers’ credit. In 1999, the Central government issues
“encouragement guidelines” for service providers to source domestically. During this same period, the
Central government begins the practice of directly assisting CTC win overseas contracts.

In 2000, China’s 10th Five-Year Plan explicitly targets the principle equipment produced by CTC for
“accelerated” development. It provides US$450 million to CTC in buyers' credits, and US$23 million for
research. Within the next few years a Chinese government-owned “policy bank,” provides CTC with a
three-year revolving domestic buyers' credit.2000-03. Another “policy bank” provides CTC with US$145
million in long-term loans. 2001

In 2004, China’s Ministry of Information Industries (MIl) and the Ministry of Commerce (MOFCOM)

“hammer out” a set of policies designed to encourage domestic IT and information technology firms to
expand overseas. The same year a policy bank provides CTC with US$10 billion to “finance overseas
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expansion.” Government officials state that a given percentage of equipment in China’s next-generation
systems must be locally produced. Chinese authorities “encourage” service providers to source from
participants in science and technology development programs.

CTC presents itself as having no government ties. But the Central Government controls the service
providers and the provincial governments control the projects for which procurement is required.

Now, let us revert to a peculiar set of corporate relationships that affect procurement in the Chinese market
for CTC’s products, and affect some third country procurement.

Each Provincial government forms a joint venture with the domestic Chinese competitor, CTC. The co-
owned JV will bid for the provincial contract to supply goods and services. The purpose of this structure is
described as follows: CTC has numerous local joint ventures to establish “communities with aligned
interests” to “prevent the entrance of competitors by exclusion.”

The joint venture receives cash in the form of investment by the provincial government and also revenues
from the provincial project in which it is a successful bidder. The JV in turn provides a revenue stream to
CTC, the joint venture partner. CTC did not have to rely exclusively on its revenues from selling
equipment to the JV. This explains the mystery first cited in this section, profits being higher than revenue
from sales of equipment.

In addition to the above, with respect to expanding sales in third country markets, the Chinese government
purchases equipment from CTC to make donations to foreign developing countries. The Central
government also provides, through government-controlled banks, buyers’ credits to these foreign national
information technology service provider customers. In some cases, the winning bidder in a third country
transaction is a CTC JV partly owned by the foreign purchasing authority, replicating what takes place at
home in China. In 2006, .a major Chinese policy bank provided an additional US$1.5 billion loan, the
same institution that gave CTC the $10 billion buyer's credit previously.

It is clear that this state support alters the conditions of competition in world markets.

3. Oil country tubular goods. [This section, on OCTG, is an edited version the work
of Tom Howell and Bill Noellert of Dewey & LeBoeuf.]

The socialist system is better than the capitalist system in terms of fundamental political and
economic systems, as public ownership is superior to private ownership ... In 1999 China’s steel
output was 786 times that in the early years of the PRC ... What did we rely on? We relied on the
Party’s leadership and the socialist system.

OCTG include drill pipe used in exploration; tubing (the tubes through which oil and gas pass to the
surface); and casing, the circular pipe which encloses and protects tubing and forms a structural retainer for
the walls of an oil or gas well. OCTG are required to provide access to oil and gas deposits located in
earth, rock and ocean environments. OCTG are of central importance to some degree of energy
independence of China, the United States and Canada. As depletion rates have increased in Canada and
the United States the amount of gas and oil found per foot drilled has declined. Most of the remaining oil
and gas deposits in the United States and Canada now lie deep below the surface of the earth or ocean and
can be accessed only through intensive use of OCTG, which are designed to perform in extreme
environments. To offset high depletion rates, drill rig operators are drilling more wells and using more
intensive drilling techniques. As a result a large portion of the total world market for OCTG is attributable
to drilling activity in the United States and Canada.
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Chinese government policies and measures created a large and expanding industry to produce OCTG. The
government of China has placed a high priority on expanding the indigenous OCTG industry to eliminate
imported products in its domestic market and to establish a major presence in export markets. China has
already installed more production capacity for OCTG than it needs to meet its domestic needs, and
additional projects to add capacity are under way.

Due to the state-backed expansion of OCTG capacity in China, Chinese production of OCTG has grown
from under 1 million tons in 1999 to 5.5 million tons in 2006 -- the year-over-year growth rate in Chinese
output between 2005 and 2006 was 53.8 percent. China already produces more OCTG than it consumes
and will add an estimated 3.2 million metric tons of new OCTG capacity between 2007 and 2009 -- enough
to supply 90 percent of the U.S. OCTG market at the 2006 apparent consumption level of 3.56 million
metric tons. The result of Chinese production rapidly outpacing consumption has been a large increase in
Chinese net exports of OCTG. As recently as 2002 China was a net importer of over 230,000 metric tons
of OCTG. By 2006 Chinese net exports were 849,000 metric tons, a change in net exports of OCTG of
over 1 million metric tons in just four years. .

China has rapidly emerged as the principal exporter of OCTG to the United States, accounting for 54.7%
of U.S. imports in 2008. China’s share of the U.S. OCTG market tripled in two years, from 6.3 percent in
2004 to 19.3 percent in 2006, and Chinese export volume continued to increase throughout 2006 so that its
share of the U.S. market in December 2006 stood at 30 percent. As existing known reserves of oil and
natural gas in the United States are depleted, the energy sector must drill deeper and operate in more
extreme environments to develop new sources of oil and gas. As a result, energy extraction efforts in the
United States will become even more OCTG-intensive than they are today. If present trends continue, the
prospect exists that the United States could become dependent on China to supply the basic equipment
upon which its aspirations for energy independence are based.

The growth of China’s steel industry, including the OCTG sub-sector, is entirely a reflection of decisions
by central and regional government planners. Government organizations have defined objectives for
establishment and expansion of specific steel enterprises pursuant to short, medium and long term plans for
the economy. The enterprises tasked with carrying out these plans are themselves overwhelmingly state-
owned entities. Government officials have marshaled the financial, technological and infrastructural
resources to ensure that the plans have been carried out. Foreign steel producers have frequently provided
technical and financial support, enabling China to create world class steel.

Financial support has been channeled to the steel industry primarily through the banking system, which is
owned and controlled by the government of China. The government sets interest rates at levels that are
lower than would exist in a market economy, giving rise to an excess demand for credit. Government
officials direct the banks to channel their loans to enterprises and projects that are given priority in
government plans. Because steelmaking projects have enjoyed such priority, financing has seldom proven
an obstacle to industry expansion.

Many of China’s steel mills would have faced difficulties surviving without repeated bailouts and infusions
of government financial support. Billions of dollars of steel enterprises’ debts have been written off to
equity, taxes have been forgiven and new loans extended. Numerous so-called “debt-to-equity swaps”
converted steel mill debts held by government banks into “equity” held by government asset management
organizations. Because in most cases the government had an ownership interest of 100 percent in the mills
prior to the swaps, its ownership interest did not increase in these firms.

The OCTG industry has benefited from all of the financial support measures applicable to the steel industry
generally. With one exception, all of the major OCTG producers are state-owned enterprises. Outside of
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Tianjin Pipe Group Corporation, a stand-alone pipe and tube producer specifically created by the
government to end China’s import dependency in pipe and tube products, all of China’s principal OCTG
producers are subsidiaries within steel industrial groups that have figured prominently in the five year
plans of the central government and the five year plans of the governments of the regions in which they are
located.

The Chinese steel industry reportedly has been shielded from many of the competitive pressures that
normally confront privately-owned enterprises operating in a market economy and relying on market-based
commercial financing. Prices have reportedly been stabilized through agreements among enterprises
establishing output quotas and minimum prices. Compliance with such arrangements has reportedly been
enforced by the government, which threatened to cut off bank loans to enterprises that do not adhere to
price and output controls. In recent years China’s OCTG producers have reportedly met periodically to
stabilize market prices and “avoid vicious competition.”

The steel industry has also been protected from external competition. The government of China has
maintained the goal of replacing imported steel with domestic production since the mid-1980s and a
succession of tax rebate measures has been implemented to create incentives for domestic users to favor
domestic steel. Imports have been restricted through non-transparent administration of an import licensing
system, the existence of which has been denied by the Chinese government. Imports have also reportedly
been limited through government-to-government and industry-to-industry agreements establishing
guantitative limits on Chinese steel imports. In the OCTG subsector, the government’s efforts to replace
imports with domestic production have been highly successful, with imports as a percent of domestic
consumption plummeting from 82 percent in 1994 to 8 percent in 2006.

Protection of enterprises from competition almost inevitably leads to excess capacity, particularly when
coupled with subsidized, low-risk financing. China’s principal steel enterprises do not confront investment
risks that face private firms operating in normally functioning markets. Rather, they have found that when
they fall into a loss position and/or confront depressed prices, the state is likely to intervene to bail them
out and to help them raise prices.

China’s restraints on internal competition increase the risk of dumping in export markets. Given the sheer
size of China’s steel industry, the impact on international markets could be significant. China’s steel
exports have already begun to affect external markets, and China has in recent years agreed to limit its steel
export volume to a number of major world markets, including the European Union and Korea. Chinese
steel producers have also reportedly been asked by their Japanese counterparts to restrict export volume to
Japan and have given assurances that Chinese steel “will not massively flow” into Japan. These measures
could have a funneling effect on Chinese exports toward markets where such restrictions do not exist, such
as the United States and Canada.

While dramatic expansion of China’s OCTG capacity raises obvious concerns with competing foreign
OCTG producers, it should also be raising concerns with Chinese policymakers. Expansion on this scale,
driven by government policy decisions, is not in China’s long run interest for several basic reasons:

e Government-directed investment leads to major resource misallocation and acts as a drag on
economic growth.
The creation of large-scale overcapacity results in the establishment of trade barriers abroad.
Domestic adjustment to overcapacity is a painful and potentially destabilizing process.

o  Excessive investments in heavy industrial sectors exacerbate environmental problems.
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Excessive investments in heavy industries, which tend to produce a higher proportion of local pollutants
and greenhouse gasses than other sectors, place an unnecessary burden on the environment in the regions
where the investments take place. This can ultimately spill over into domestic and international criticism

The competitive equation: The effect of China’s policies

a. Policies to which objection is less likely to be taken.

Some government policies are unobjectionable — such as the promotion of STEM education. Others will
raise questions about their consistency with China's international obligations. The impact of China’s
promotional policies will differ dramatically by sector, and each major industry sector deserves individual
consideration. There are some bottom line judgments that can be made, however.

As one of China's goals is to enhance the international competitive position of many of its pillar industries
by attracting both foreign investment and technology, it is useful to consider whether China is being
successful in this regard through its use of financial incentives. Here the picture is mixed. While many
foreign companies have research facilities in China, presumably many R&D facilities are end-product
design centers which are placed in China to be close to the companies' manufacturing plants. These
facilities are unlikely to generate core technologies.

It is difficult to track transfer of technology. Some transfers are no doubt negotiated as part of individual
investment deals. Some is just follow the movement of engineers from jobs in foreign companies to jobs
with indigenous Chinese companies. What one can track, through surveys, is the location of R&D
expenditures by an industry. In a study recently completed by our International Trade Group for the
Semiconductor Industry Association, we found through our survey of major U.S. semiconductor producers
that the growth in U.S. company R&D outlays was almost negligible in China over the last several years.
The primary growth in these expenditures was in Europe (thought to be primarily Central Europe) and in
"rest of world", which in this case did not include China.

Even though the financial incentives were higher in China as a percent of R&D spending, the survey found
that “the perceived inadequacy of intellectual property protection in China has limited U.S. industry R&D
spending in that country significantly." Direct cash benefits did not overcome other locational factors.

Most companies surveyed indicated that they would not locate their most advanced and critical
R&D activities in China, despite encouragement and even pressure by the government to do so,
and regardless of the availability quality and size of incentives, due to concerns about the
inadequacy of intellectual property protection in that country. While intellectual property
protection issues occasionally arise in other jurisdictions, industry respondents indicated that in
general sufficient safeguards could be devised to permit certain R&D activities to take place. No
jurisdiction other than China was identified as particularly problematic from this perspective.

While most of the incentives in China consist of direct financial support, the tax treatment for
R&D is favorable. The Dewey Semiconductor R&D study notes that:

Under China's law of taxation in effect in 2007, qualifying semiconductor manufacturers were
entitled to receive a 5-year tax holiday with respect to corporate income tax beginning in the first
year the business was profitable, and another 5 years of taxation at half the applicable rate
pursuant to Several Policies to Encourage the Development of the Software and Integrated
Circuit Industry (Circular 18, June 24, 2000). Although a new Enterprise Income Tax Law came
into effect in 2008, that law provides a five-year transition period for businesses receiving
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preferential treatment under the old regime. In addition, the new law provides that firms
qualifying as high-technology companies are entitled to a permanent reduced rate of 15 percent.
In addition, qualifying semiconductor manufacturers are entitled to a full exemption from income
tax for five years from the first year of positive accumulated earnings and a 50 percent reduction
for the following five years under the new law. This combination of tax abatements has led
Semiconductor Manufacturing International Corporation [not a U.S. company] which has been
operating in China as its principal locus of operations since 2000 to disclose in 2007, “Our
income tax obligations to date have been minimal.”

This favorable treatment for investors is on top of a general corporate tax rate that is, as noted previously,
lower than that in the United States, and a rate that has been decreasing over time. Nevertheless, there is
no significant allocation of the total U.S. semiconductor R&D being redirected to China.

There are a number of factors affecting the attractiveness of China as a destination for foreign
direct investment. In overall ranking of countries in terms of global-based innovation competitiveness, the
Atkinson Study (Information Technology & Innovation Foundation, February 2009) using a wide variety
of measures — including higher education, number of researchers, amount spent of corporate and
government R&D venture capital, broadband deployment, business climate, FDI, GDP/adult, etc.— places
the United States 6" and China 33". But before complacency sets in among Americans, the Atkinson
Study also notes that China, of the 40 countries (including the EU) reviewed, moved its score up most over
the last decade and that the United States least.

Of the various general measures of where investment should be located, among the most telling,
the U.S. ranks 5" in business climate and China ranks 36". This comports with our firm's study regarding
location of American semiconductor R&D expenditures. Availability of talent is a factor: Atkinson looks
at the percent of the workforce (adults age 25-34) with graduate degrees — 39% for the U.S., 9% in the case
of China. This would be more compelling as an explanation were it not for the fact that China's population
is 3.4 times that of the United States. So in fact the absolute numbers in the adult workforce with advanced
degrees in the two countries could be about the same. In terms of availability of qualified workforce, the
constraint in China may not necessarily be supply, although on this, the data is mixed. Atkinson notes that
in 2006 the United States had 9.7 researchers per 1,000 employed, while China had only 1.5. (But the
percent change for China for the period 1999-2006 was 111% while the gain for the United States was only
8%.)

With respect to semiconductors, as process R&D tends to be associated with place of production
(this may well be true for other R&D-intensive industries as well), it is important to note that, overall, the
share of worldwide wafer fabrication capacity in the United States has declined from 42 percent in 1980 to
16 percent in 2007, reflecting the growth of indigenous semiconductor industries in several Asian
countries. China has increased its share of global production to about 8%, and the trend is clearly upward.
Location of fabrication facilities is closely linked to available financial incentives. .

The Dewey & LeBoeuf study looked solely at U.S. semiconductor company placement of R&D,
and while this may be a good proxy for foreign investment in China of R&D funds, it is not an indicator of
Chinese company and government investment in R&D generally. According to the Atkinson Study, in
terms of corporate investments in R&D as a percent of GDP, the U.S. outranked China -- 1.7% to 1.0%,
but it should be noted that China had increased its corporate R&D by 160% during this period while the
U.S. figure had dropped by 5%. Looking at government R&D as a percent of GDP (in 2006), Atkinson
found the U.S ranked 4™ at 0.76% with China in 19" place at 0.35% of GDP expended on R&D. But
China had increased its expenditure ratio for R&D by 20% in the seven years covered by the study, while
the U.S. increased its investment in R&D by only 1%. The bottom line is that China is improving its
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position relative to the United States by many measures, although the United States has a substantial lead at
present.

The likely policy response to the above-outlined Chinese policies is to match them or exceed
them, not to complain of them.

b. Policies of Concern.

Break the technological monopoly of developed countries . . . . Assist domestic enterprises in
obtaining information on international technology market. . . . . [S]upport and encourage them to
apply for domestic and overseas patents for re-innovated technologies; (Issued by several
ministries, Shang Fu Mao Fa [2006] No.13),

There is a fair amount of transparency in China, dramatically better than it was ten years ago.
This allows one to get a sense of a number of policies that should be of concern not only to foreign
competitors seeking to sell in China, invest in China or who will be or are competing with Chinese goods
in third country markets. Some policy directions may well be harmful to Chinese development and China's
goal of greatly increased "indigenous innovation" as well.

Among the policy tools that should be of greatest concern are:

e The creation of exclusionary standards that can wall off the Chinese market, creating
national champions that are not internationally competitive, potentially diminishing
China's rate of GDP growth if Betamax-style standards impair the degree to which IT, for
example can contribute to the rate of GDP growth. To be enhance economic
development, standards must be market-driven not market constraining.

e An intellectual property system that frightens off multinational companies from
developing the latest technologies in labs based in China while risking ending up
fostering what is many cases may be second-tier indigenous technological development.

o Potential use of the new antimonopoly law to protect domestic competitors rather than to
enhance competition.

e Subsidies that excessively distort trade and investment. An example was the
discriminatory VAT rebate for domestic manufacture of semiconductors which practice
China terminated to be consistent with its WTO obligations.

e The temptation to force technology transfer which causes companies to shy away from
placing the latest technologies in China. WAPI was one example.

e Buy-Chinese policies to attempt to foster “indigenous innovation", placing a bet that a
more SOE-like form of industrial organization might work.

The bottom line

China policy makers have to a surprising degree opened its economy to foreign investment and
market forces and this has led to an extraordinary level of economic growth. The central question going
forward is whether China will opt for more state-planning in guiding investment and technology and
whether this can be successful. The United States is sometimes aware that in its own history, when it had a
national goal, the manned-space flight program or the Manhattan project, for example, it could force the
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pace of technological development and that this has had major commercial effects as well. But the U.S. let
the market direct the commercial outcomes. Early semiconductor development is attributed to government
support, but it is the commercial market that is driving technology today and has done so for decades.
China must find an appropriate balance. Walling itself off would prove not only contentious with its
trading partners, on whose markets China must depend for prosperity and growth, but harm its continued
development.

Much needs to be corrected about U.S. domestic policies in education and support for basic R&D.
There will be areas where the United States should be watching what China is doing, and perhaps re-
innovate (incrementally improve upon) what China has re-innovated of America's — and here | am thinking
of research parks and emphasis on STEM education. There are other initiatives some of which are outlined
above that bear watching for other reasons because United States commercial interests may be seriously
adversely affected, as may Chinese economic development and growth.

The impact on the rest of the world of China’s enormous effort to move forward on so many
fronts will be hard to gauge until the policies have been in place for some time. As Mao was said to have
replied when he was asked what he thought the impact of the French Revolution was, “It is too early to
tell.” 1t is not too early to tell what the impact is currently and is likely to be with respect to Chinese world
market share of oil country tubular goods, for example. It may not be too speculative as to what the effects
are going to be of Chinese automobile production, just as an extrapolation of U.S. experience with Japan
and Korea (even accounting for numerous differences among those countries). What will happen with
international competition in biotech, new energy products, software, other information technology
products, large commercial aircraft and other areas of Chinese national priority? Much depends on the
policies chosen by China and the responses chosen by the United States. Too little attention is being given
by the U.S. government to these developments.

I have found on more than one occasion that there is more pluralism among Chinese ministries
and other parts of the Chinese policymaking process than one would expect. A debate is possible in
Beijing and in the provinces and municipalities between those seeking an autarkic path of development and
those who still see an advantage in being a magnet for leading edge foreign investment and for more
market-oriented solutions. It would be a profound error to be absent from that debate.

HEARING COCHAIR SLANE: Thank you, Mr. Wolff.
Dr. Haley.

STATEMENT OF GEORGE T. HALEY, PhD
PROFESSOR & DIRECTOR, CENTER FOR INTERNATIONAL
INDUSTRY COMPETITIVENESS, COLLEGE OF BUSINESS,
UNIVERSITY OF NEW HAVEN, NEW HAVEN, CONNECTICUT

DR. HALEY: I'd like to thank the commissioners, the
Commission, its cochairs, Messrs. Patrick Mulloy and Daniel Slane,
and the Commission staff for the opportunity to present this testimony
today.

The questions before the Commission are important to the future
economic well-being of the United States. In this statement, 1'll

19



address what the Chinese pillar industries include, discuss the impact
of policy, and analyze their competitive effects and ramifications for
U.S. competitiveness.

Pillar industries are chosen on the basis of four criteria: they're
whether an industry contributes to defense, to job creation, to
technology acquisition, or to competitive advantage.

The following 16 industries constitute pillar industries for China
as promulgated in China's Tenth and 11th Five-Year Plans:

Aerospace; autos and auto parts; banking and insurance;
biotechnology; computer chip design and manufacture; computing and
computer hardware; information technology; iron and steel; logistics,
shipping and storage; machinery and mechanical equipment; oil and
petrochemicals; software; telecommunications and telecom equipment;
utilities and power equipment; wholesaling and retailing; and the
building of strategic brand equity.

The central government offers special incentives for foreign
companies to enter China in some of the pillar industries. For
instance, autos and auto parts, telecom equipment, biotechnology,
computer chip design and manufacture.

In many industries, provincial and local municipal governments
also offer incentives. The government of Shenzhen, for instance, is
offering ten billion yuan in subsidies to information technology
industry.

In some instances, such as steel, the logistics, shipping and
storage industry, and more recently in the acquisition of leading
brands, foreign companies experience barriers and regulatory obstacles
to entry.

China's support of its pillar industries has had dramatic effects
on U.S. industries and the U.S. economy. Steel industry is an industry
which China began investing in earlier than most. Hence, Table 2
from my written statement which focuses on the steel industry provides
a lens to understand the effects that China's policies and its pillar
industries are now having and will have in the future.

From 2003 to 2007, periods of economic growth in both U.S. and
China, U.S. steel production grew from 93.7 million metric tons to
97.2. China's steel production, on the other hand, more than doubled
from 222.3 million metric tons to 489 million.

In 2008, China's production grew additionally to 502 million
metric tons, this even though China's economic growth rate shrank
substantially.

Additionally, Chinese steel exports to the United States have
increased dramatically. In 2008, Chinese steel exports to the U.S.
were 20 times what they were in 2003.
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Conversely, U.S. steel industry employment fell from 108,200
employees to 97,540 in 2007, or by 10,660 employees, which is 9.9
percent of the workforce.

With the steel industry's multiplier of 3.3, that means that
35,178 U.S. workers lost their jobs.

Labor costs cannot explain this trend. While Chinese hourly
labor costs are 1/20th of the United States in the steel industry, U.S.
steelworkers are 12 times more productive.

Transport costs to the U.S. more than make up for the
differential. Where labor costs are a major factor, U.S. companies will
not be able to compete. Where they are minor factors such as in the
steel industry, they will suffer the same fate as the steel industry.

China's policies will limit the growth of U.S. industries, limit
the growth and creation of U.S. jobs, and limit U.S. industries to
higher value-added products and to those where perceived quality is a
deciding factor in the purchase decision.

Chinese banks are used by the government in various ways.
They provide low cost loans to both businesses and consumers. For
example, low cost consumer loans are now being offered for the
purchase of automobiles with 1.6 liter engines and smaller.

They're being offered to farmers for the purchase of vehicles
with engines smaller than 1.3 liters.

They supplement the government spending. The government is
only funding 25 percent of its economic stimulus plan, for instance.
Banks and local governments are funding the balance. Banks were also
ordered to make five trillion yuan or $732 billion in new loans to
support the economic recovery plan.

Other ways that Chinese companies benefit are through tax
rebates, facilitation of government export documentation, government
subsidies of normal business expenses like research, quality control,
product and technology development, subsidized energy costs,
government-engineered industry consolidation, share price
stabilization, and subsidization of grand equity building efforts.

Chinese policies will affect global markets. Global markets will
have an overall reduction in price, but tremendous price instability
will occur due to government policies and changes in them.

Subsidized construction of excess capacity will cause severe
price competition and force consolidation and closures within non-
Chinese industries, provoking job losses inherent in such actions, and
periodic skyrocketing of costs for raw materials, commodities, and
inputs to industries, as has happened in recent years with iron ore,
coal, oil and grains.

Only two days ago, the Financial Times reported that stockpiling
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of copper by China State Reserves Bureau has driven up copper prices
by 35 percent in the last three months.

The U.S. will be competitive in some industries, but only if
several changes are made to U.S. industry and policy. There will have
to be substantial consolidation in U.S. industries. It must occur to
gain economies of scale to match Chinese scale and help offset
Chinese subsidies and policies.

Substantial investment must occur in product and process
innovation. Vertical integration up the supply chain must occur to
control costs and increase reliability of supply. The market must
perceive quality advantages in the U.S. products.

Changes take place in traditional U.S. government policies such
as antitrust and the acceptability of collaboration between competitors
in the same industry. And the market perceives a brand equity
advantage in the U.S. product.

In summary, given the extent of Chinese subsidies and support
for its pillar industries and leading brands, U.S. industry will face
substantial difficulty competing in low labor input industries and be
unable to compete in high labor input industries. US. jobs will be lost.
U.S. industries and consumers will be faced with generally lower
prices, but periodic bouts of severe price instability, especially in raw
material and commodity costs.

Finally, as more Chinese brands become classified as leading
brands, U.S. companies will be prevented from entering increasingly
large portions of the Chinese economy.

[The statement follows:]

Prepared Statement of George T. Haley, PhD
Professor & Director, Center for International Industry
Competitiveness, College Of Business, University of New Haven,
New Haven, Connecticut

| thank the Commission, its Co-Chairs, Messrs. Patrick Mulloy and Daniel Slane, and the Commission’s
staff for the opportunity to present this testimony today.

The questions before the Commission today are important to the future economic wellbeing of the United
States. In this statement, | will address what the Chinese pillar industries include, discuss the impact of
policy, and analyze their competitive effects and ramifications for U.S. competitiveness

The Pillar Industries:

What pillar or strategic industries has China currently chosen to support? What criteria did China use to
choose these Industries? Does the government of China offer special incentives to attract foreign
investment to build such industries?

China chooses pillar or strategic industries on the following criteria:
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Defense

Job creation
Technology acquisition
Competitive advantage

Several industries fall under more than one criterion. Table 1 lists the pillar industries under their different
criteria, and in some instances, under more than one criterion. The following industries constitute pillar or
strategic industries for China as promulgated in China’s 10" and 11" five year plans:

Aerospace

Autos & auto parts

Banking & insurance

Bio-technology

Computer chip design & manufacture
Computing & computer hardware
Information technology

Iron & steel

Logistics, shipping and storage
Machinery and mechanical equipment
Oil & petrochemicals

Software

Telecommunications & telecom equipment
Utilities & power equipment
Wholesaling & retailing

Strategic brand equity

® & & & 6 6 6 6 o o o o o o o o

In addition to standard subsidies such as direct cash transfers to no-cost loans, etc., the central government
has started offering subsidies in support of brand equity or support to specific brands of products. The
central government does offer special incentives for foreign companies to enter China in some of the pillar
industries, for instance autos & auto parts, telecom equipment, bio-technology, information technology and
computer chip design & manufacture. In many instances, provincial and local municipal governments
offer incentives. In some instances, such as with the steel industry and the logistics, shipping and storage
industries, and more recently in the acquisition of leading brands, foreign companies experience barriers
and regulatory obstacles to entry.

Policy Impact:

What impact has China’s support of its pillar industries had on U.S. industries and the U.S. economy?
How are state-owned banks used to support China’s industrial policy? How do state-owned enterprises
benefit from Chinese industrial policies?

The impact of Chinese governmental support has been varied and in some instances, quite dramatic. Table
2, which focuses on the steel industry, provides a lens for understanding these impacts. From 2003 to
2007, a period of economic growth in the U.S., especially in the construction industry, U.S. domestic steel
production increased from 93.7 million metric tons to 97.2 million. When the recession hit in December
2007, 2008 U.S. production dropped to 91.5 million. The period from 2003 through 2007 also constituted
a period of economic growth in China, and once again, especially in the construction industry. However
growth in Chinese capacity and production of steel far outstripped growth in demand. Chinese steel
production between 2003 and 2007 more than doubled from 222.3 million metric tons to 489 million, with
double digit growth in each year. With the onslaught of the worldwide recession, growth moderated
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substantially downward to 2.6 percent, but Chinese steel production rose to 502 million metric tons,
regardless of the fact that the Chinese construction industry’s growth has slumped to 7.1 percent, little
more than half its growth rate of 2006, and not nearly enough to offset the growth in steel making capacity.

Table 2 also presents the extraordinary growth in Chinese steel exports to the U.S. Chinese steel exports to
the U.S. in 2008 were twenty times its exports to the U.S. in 2003. Differences in relative labor costs
between the two countries cannot explain this growth in exports. Though Chinese labor costs per hour in
the steel industry are roughly one twentieth that of U.S. labor, labor represents only about ten percent of
the total costs for steel. [Haley, U.C.V. (2008) Shedding light on energy subsidies in China: An analysis
of China’s steel industry from 2000-2007, Alliance for American Manufacturing.] Additionally, U.S. labor
productivity in the steel industry is 12.1 times the labor productivity in the Chinese steel industry. Finally,
Table 2 demonstrates that from 2003 to 2007, the U.S. steel industry lost 10,660 employees, or 9.9 percent
of its workforce. Given the steel industry’s job multiplier of 3.3, this represents a total loss to the economy
of 35,178 jobs.

Chinese banks advance governmental policy in a number of ways. Presently, China’s banks reinforce the
government’s effort to reignite the economy in two ways. First, Chinese banks have the government-
mandated goal of providing a minimum of 5,000 billion Yuan (US$731.6 billion) in new loans. Second,
the government looks to the banks for a significant amount of the funding for its 4 trillion Yuan (US$585
billion) stimulus package. The Beijing government will fund only one quarter of the stimulus package, and
local governments and banks will fund the balance. Additionally, when it wants to stimulate a specific
industry, such as autos, the government instructs the banks to offer extremely low-cost loans. In the late
1990’s and early part of this decade, China stimulated the growth in the auto industry, and thus the growth
of foreign direct investment from Western and Japanese auto companies, in this fashion. When the
government later decided to raise interest rates, Western companies could not meet sales or profitability
projections. Today, China has decided on a policy of stimulating sales of vehicles with small engines, less
than 1.6 litres, and is offering low-interest loans, the elimination of a five-percent vehicle-buying tax, and
for farmers buying trucks or cars with engines of 1.3 litres or less, additional subsidies of 5 billion Yuan
($730 million) payable in lump-sum amounts, have been allocated. These subsidies and tax rebates are
over and above the subsidies and other support measures the government is giving its auto companies
during the present economic crisis.

The Chinese government has often subsidized state-owned enterprises without having the subsidies tracked
to operating companies’ books. Common practices include transferring the state-owned enterprise’s best
assets to an operating company subsidiary which then lists on a Chinese stock exchange. When the
government decides that a company requires a subsidy, it makes a direct cash transfer, or a low-cost bank
loan to the unlisted parent company, which then transfers the funds to its listed subsidiary. In this way, the
subsidy never appears on the listed company’s books.

State-owned enterprises benefit in many other ways. The State Council has allocated 10 billion Yuan ($1.5
billion) in special funds to the auto industry over the next three years to support technology innovation, and
the development of new-energy and electric vehicles and their parts. In addition, while not indicating the
amount of funding, the State Council also announced that it would speed up the building of bases for the
export of autos, support the building of brand equity and recognition of Chinese auto companies, and
mandate a general enhancement of credit arrangements for the purchase of autos (January 14, 2009).

Examples of other benefits include the stabilization of share prices by the State-owned Assets Supervision

and Administration Commission (SASAC); industry consolidation plans developed, mandated and
supervised by SASAC (logistics, storage and shipping industry); funding of capital asset projects (utilities
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and power industry); funding of technology development and quality enhancement projects (auto,
aerospace, bio-technology, steel and telecommunications industries, among others); and funding,
regulatory support and cultural pressure (by naming them “time honored brands™) in support of brand
building for specified Chinese products both overseas and domestically (autos - Chery, appliances - Haier,
computers - Lenovo, liquor - Maotai, candy — White Rabbit Milk Candy, and a host of other products).

American companies will still be able to compete in many industries globally; however, their market
shares, costs, profitability and employment levels will be affected. Questions will arise on the long-term
viability of some second-tier companies. The U.S. is not a low-cost producer. To be competitive, U.S.
companies must contend on the basis of quality and brand equity. Hence, the Chinese government’s efforts
to subsidize technology acquisition, quality control and brand equity constitute direct attacks on the U.S.
companies’ market positions and competitive advantages. This, in concert with the Chinese government’s
naming the wholesaling and retailing industries together with the logistics, storage and shipping industry as
pillar industries, and moving to consolidate them into more efficient cross-nodal logistics and
transportation giants, raises grave concerns. Competitive advantages of distribution and channel
management often pose the most formidable challenges for companies to overcome. The Chinese
government’s industrial policies have focused on the backbone of the value chain and distribution channel.
Efficiency in the value chain and distribution channels will give Chinese companies significant advantages
in China’s export markets that it does not presently have, and may deny U.S. companies equal access to
Chinese markets. This same issue created a difficult competitive environment for many U.S. companies in
Japan.

Competitive Effects:
How are China’s industrial policies likely to affect global markets and American competitiveness? What
developments can we expect to see over the next five years?

China’s policies will probably contribute to severe disruption in global markets. Though the Chinese
policies tend to reduce consumer prices, they do so in anti-competitive fashions. The use of government
subsidies to control costs in Chinese industry, and to promote the acquisition of competitive advantages in
brands and technology, creates situations where foreign companies cannot compete and are forced into
closure.

The global steel industry reflects the effects of Chinese industrial policies. Due to the tremendous
overbuilding of capacity and significant government subsidies from both central and local authorities,
China is dominating world trade and production in steel. Over twenty U.S. steel companies have closed
down operations, creating over 50,000 lost jobs in the U.S. alone. Globally and in the U.S., the steel
industry has entered a period of consolidation that has caused more job losses as companies shed
employees that have become superfluous. Chinese policies have also lead to Chinese auto-production
capacity burgeoning to more than twice Chinese demand. To make profits, Chinese and foreign producers
alike in China have to export and to fight for global market share. U.S. producers have slashed prices, cut
U.S. based capacity and shifted production and employment overseas to remain price competitive.

Over the next five years, the story should repeat globally in the other targeted industries. The government
is encouraging Chinese companies to increase capacity and skills in desired product-markets of all the
pillar industries. Chinese building of chip fabs has contributed to a growing overcapacity in chip
production, accentuated by the present world-wide recession, which has hit the computer industry and its
suppliers particularly hard. The central and local governments’ incentives to draw investment and to build
local competitors in the pillar industries, generally also build significant excess capacity. The excess
capacity in turn forces both Chinese and global markets into severe price competition, creates razor-thin
margins, and shifts competitive advantage to China and other countries willing to subsidize significantly
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their industries. The government is investing heavily in building brand equity for Chinese brands.
However, | do not believe these efforts will have significant effects within five years, given the
government’s inability to enforce quality and safety standards on many Chinese manufacturers. | do
believe that in the longer term, the Chinese government’s brand-building efforts will pose a significant
threat to American interests in particular, due to the position of our products in world markets. Though
not true in all product markets, generally, customers see American brands as more mass-market than
European and Japanese brands. This market position makes U.S. products more vulnerable to Chinese
brand building than their European and Japanese counterparts.

U.S. Competitiveness:

Will U.S. companies be able to compete with Chinese state-owned companies that are able to tap
government resources — including tax abatements, discounted land purchases, low-rate financing, and
other subsidies? What role does forced technology transfer from U.S. to Chinese companies play in
China’s industrial policy?

U.S. companies can compete in some industries and market segments. However, the companies will have
to initiate significant changes in industry structure, in their corporate strategy (focusing on innovation,
especially process innovation), possibly in U.S. government policy, and their margins for error will be
razor thin. The steel industry, an industry that the government of the People’s Republic of China (PRC)
took an early interest in developing, provides a good template for the future.

The Chinese government has invested heavily in developing its steel industry since the 1990’s. As has
been demonstrated in several studies by both independent researchers and the International Trade
Commission (ITC), China’s steel industry has been the recipient of significant subsidies and other
government support. Hence the steel industry provides a good starting point for investigating what
companies from the U.S. and other industrialized countries must do if they are to survive, if not prosper, in
the face of a Chinese onslaught.

Industry structure: The steel industry provides examples of the structural changes in response to global,
mostly Chinese, competition over the past ten to fifteen years. First, tremendous consolidation has
occurred in both the U.S. and global steel industry. Globally, steel giants of previously unimaginable size,
such as Arcelor-Mittal, have arisen. In the U.S., three giants dominate the steel industry - US Steel, Nucor,
and Arcelor-Mittal’s U.S. subsidiary. However, the U.S. giants are medium-sized by global standards,
each less than 1/5™ the size of Arcelor-Mittal, and less than 2/3d the size of each of the next three largest
steel companies. US Steel is smaller than four different Chinese steel companies, Nucor smaller than five.
Table 3 lists the 15 largest steel companies with their production capacity. To compete globally, further
consolidation is desirable among U.S. steel companies.

Second, both product and process innovation have surged. Companies have developed super-light, super-
strong steels and introduced these products into new vehicles. Super-light, super-strong steel allows the
auto industry to replace more costly aluminum in autos, producing a lower-cost, structurally stronger
vehicle with the same enhanced fuel efficiency achieved with aluminum. In the U.S., a joint research
program between the American Iron and Steel Institute, the U.S. Army and Ford Motors developed the
super-strong, super-light steel. However, Australia achieved much the same through a pre-competitive
cooperative agreement, where companies in the same industries collaborate on research to develop
technologies that are more costly or riskier than a single company can reasonably afford. Thus, the
industry can focus on research crucial to its survival, but not necessarily of immediate interest to elements
of national defense. Recognizing the success and potential threat of such strategies, China’s State Council
has declared that it will allocate special funds in its capital budget to promote the steel industry’s
technological progress, adjust its product mix, and raise the quality of Chinese steel (January 14, 2009).

26



Third, the steel industry around the world has attempted to gain direct control over supply of raw materials
to control costs. Lakshmi Mittal has pointed to acquisition of raw materials as a primary goal of Arcelor-
Mittal, as have Tata-Corus and the Chinese companies and government. Raw material costs have
fluctuated wildly for much of the past decade, with demand and prices increasing significantly due to
China’s, and more recently, also to India’s economic growth. By controlling sources of their own raw
materials such as iron ore and coal, steel companies can reduce their costs and risk of doing business.
Mexico’s HYLSA (now owned by Techint of Argentina), which controls its own mines, and which for the
last 15 years of its independence, had been the most profitable steel company in North America, provides a
good example of the benefits of vertical integration.

Logistics, storage and shipping: These services form the backbone of value chains and distribution.
Recognizing their importance to competitive advantage, SASAC has declared its determination to
consolidate its logistics industry to make it much more efficient. It manifested this determination when in
July of 2008 it consolidated over twenty logistics and trading companies under the umbrella of one of its
asset-management corporations, the China Chengtong Group. SASAC places enormous importance on
gaining efficiency and competitive advantage in logistical systems. Indeed, China Chengtong is one of the
first two asset management corporations that SASAC created; the other is the State Development
Investment Corporation (SDIC). The SDIC manages SASAC’s holdings in power, coal and fertilizers.
Prior to this merger of logistics and trading companies, SASAC had arranged the merger of three shipping
companies (in April, 2008). With these mergers, among others, the number of companies that the national
(Beijing) SASAC oversees drops to 130.

Innovation and technology: U.S. companies will have to engage in constant product and process
innovations just to survive, as they will not be able to compete on price. As has been mentioned several
times, the PRC is investing heavily in technological innovation and quality enhancement in virtually all of
its pillar industries. With much of their R&D expenses paid for by the government, a major element in the
cost of new products and technologies is being minimized for Chinese companies. The development and
design of a new auto costs Western auto companies anywhere from 2 % to 7 billion dollars. When the
Chinese government covers the Chinese companies’ quality and technological enhancement costs, it
subsidizes the costs involved in making an auto suitable for global markets.

Brand equity: The PRC government and SASAC have recognized the importance and the power of
branding. A recognized, high quality brand name provides one of the greatest competitive advantages a
company can develop. Beijing has established a China Branding Strategy Committee to coordinate the
governmental efforts to boost recognition of Chinese brands. Sun Bo, the Director of the Quality
Management Department of the General Administration of Quality Supervision, Inspection and Quarantine
recognized the economic value of brands when he said, “Branding is a decisive factor in the world’s
economic development, and in some cases, an established world brand’s overall value is even bigger than
that of a middle-sized country.” [Xie Chuanjiao, December 21, 2006, China Daily.] The government
started its efforts to build a brand friendly business environment in China in 2001. Preliminary efforts
dealt with educating business persons to recognize their competitors’ copyrights, and went on to establish
rankings of over 6000 branded Chinese products. The government has created a system whereby
companies can apply for favored status for their brands. Beijing has declared some entirely domestic
brands as “time-honored brands” making them cultural icons of the Chinese people. Favored brands that
are also being exported, garner governmental support through export-tax rebates and facilitation of their
export paperwork and documentation. In a recent policy statement (March 9, 2009), the Chinese
government put on par the direct financial support for the export of favored, branded products with the
support it gives to high-tech and agricultural products. Coca-Cola’s recently (March 2009) failed attempted
to acquire Huiyuan, a Hong Kong listed company that boasts a 42 percent share of the domestic market in
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pure fruit juices, illustrates the importance of brand equity for China: China’s Ministry of Commerce did
not want Coca-Cola to acquire the brand rights of Huiyuan and expressed concerns about the loss of a
leading brand.

Government policy: Historically, U.S. government policy has sought to limit its major companies’ size
and monopoly power, and to prevent cooperative arrangements between manufacturers in their strategic
activities. To compete against huge Chinese companies supplemented by Chinese government subsidies
and other supportive policies, U.S. companies will either have to acquire equal size, compete on brand
equity, compete on significantly superior product quality or technology, or focus on small market
segments. U.S. major companies will have to become at least as large as their Chinese competitors to
attain equal economies of scale and to minimize price differentials. They would need to offset as much as
possible the Chinese companies’ additional advantages in subsidies and government support through
superior management and productivity. Unless they develop truly significant cost reductions through
innovations in production processes, they are unlikely to compete on price. U.S. industry will have to rely
on superior quality and technology because of the Chinese industries’ habitual tendencies to overbuild
capacity and to drive down prices through over supply at the products’ larger, mass-market segments. To
do this, the government must establish policies to encourage R&D, especially production-process R&D, or
face the prospect of continuing job losses in industry after industry.

Conclusions:

The margin for error for U.S. companies will become slimmer, and the potential for error will significantly
increase. Thus risks of failure and job losses will become far greater. Research has shown that business
competitiveness drawing exclusively on research and innovation becomes riskier as difficulties arise in
developing the right products for markets. U.S. companies will also have difficulty competing in industries
where the market cannot perceive, or does not value, differences in quality between U.S. and Chinese
goods. Under those circumstances, U.S. companies cannot compete on any basis with China’s heavily
subsidized industries. Industries where the U.S. is presently highly competitive, pharmaceuticals,
processed foods, electronics and agricultural goods, are industries where consumers have difficulty
discerning quality. Consequently, Chinese industrial policies on pillar industries will probably affect these
industries.

Direct subsidies to Chinese industries hinder U.S. companies’ abilities to compete in mass markets where
low price constitutes the primary strategy. These direct Chinese subsidies combine with indirect Chinese
subsidies to utilities and other industrial suppliers, as has occurred with Chinese power companies. On
February 23, 2009, for example, SASAC allocated 12.67 billion Yuan ($1.9 billion) to five power
companies. Its stated reasons included providing assistance to the power companies to support disaster
reconstruction. However, opportunity costs come into play and if the government funds construction of
new facilities in disaster-affected areas, capital for other building projects becomes more feasible. The
government’s funding policies reduce the power companies’ costs across the board, and hence allow the
power companies to pass on those reduced costs to all its customers. Another recent directive issued by
SASAC on December 26, 2008, indicated that SASAC would require that power companies provide at
least 50 percent of the capital for new projects. Previously, in a clear indication of just how heavily
subsidized they were, state-owned power companies provided as little as 2 percent of the investment for
new projects. The new state-owned capital management budget appropriated 54.78 billion Yuan ($7.7
billion) for capital investment and management, of which 27 billion Yuan ($3.8 billion) funds new projects
and complements key state-owned enterprises’ capital. Once again, because of chain cost reductions, these
subsidies to supplier industries, such as the power industry, help not only the state-owned enterprises that
directly receive the funds, but their customers as well, and harm the interests of U.S.-based producers and
workers.
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Table 1
Pillar Industries by Chinese Governmental Criteria

Defense & Security Job Creation

Aerospace Auto & Auto parts

Computer chip design & manufacture Computer chip design & manufacture

Computing & computer hardware Iron & steel

Iron & steel Machinery & mechanical devices

Oil & petrochemicals Information technology

Software

Technology & Skill Acquisition Competitive Advantage

Bio-technology Logistics, shipping & storage

Computer chip design & manufacture Banking & Insurance

Computing & computer hardware Brand equity

Information technology Machinery & mechanical equipment

Software Wholesaling & retail

Telecommunications Utilities & power equipment
Table 2

Steel Production in Millions of Tonnes*

us Annual China Annual  World Annual US Steel Ind. us

Imports
Change Change Change Employment from

China**
2008 915 -6.8% 502 +26% 1,329.7 -12% N/A 7,449.5
2007 972 -14% 489 +15.7% 13456 +76% 97,540 4,357.8
2006 985 +38% 4188 +185% 12504 +10.0% 95,350 4,199.7
2005 939 -58% 3494 +246% 11365 +63% 94,510 2,153.7
2004 997 +64% 2804 +261% 10689 +10.2% 96,620 1,866.6
2003 937 +22% 2223 +224% 9700 +73% 100,210 3714
2002 916 +17% 1822 +224 904.1 +7.6% 108,200 369.8
2001 90.1 148.9 839.9

*Source: SteelontheNet; J. G. Trench (2004); China Daily on Line; World Steel Association; US Census
Bureau
**in $100,000’s US

Table 3
The Largest Steel Companies, 2008

1. 116.4 Mton ArcelorMittal (Global)

2. 35.7 Mton Nippon Steel (Japan)

3. 34.0 Mton JEE (Japan)
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4, 31.1 Mton POSCO (South Korea)

5. 28.6 Mton Shanghai Baosteel Group Corporation (China)

6. 26.6 Mton Tata Steel (India / Global)

7. 23.6 Mton LiaoNing An-Ben Iron and Steel Group (China)

8. 22.9 Mton Shagang Group (China)

9. 22.8 Mton HeBei Tangshan Iron & Steel Group (China)

10. 21.5 Mton United States Steel Corporation (United States)

11. 20.2 Mton Wuhan Iron and Steel (China)

12. 20.0 Mton Nucor Corporation (United States)

13. 18.6 Mton Gerdau (Brazil)

14. 17.9 Mton Gruppo Riva (ltaly)

15. 17.3 Mton Severstal (Russia)
Source: World Steel Association

HEARING COCHAIR SLANE: Thank you, Dr. Haley.
Mr. Prestowitz.

STATEMENT OF MR. CLYDE V. PRESTOWITZ
PRESIDENT, ECONOMIC STRATEGY INSTITUTE
WASHINGTON, DC

MR. PRESTOWITZ: Thank you. Let me add my thanks also to
the Commission for its invitation to testify, and let me also
congratulate the Commission on the fine work that it has been doing.

Recently, I was in China at a banquet, and my seatmate at the
table and | were discussing the aerospace industry, and he explained to
me that in the future, China would not be buying airplanes from
Boeing, and | asked why? And he said, well, because China will make
them itself.

And that led to a discussion in which he made the comment that
China is a big country with a lot of resources, and it can make
everything. And | was struck by the comparison with earlier
conversations 1'd had in Japan years ago when the Japanese would say
that they were a small country and with no natural resources and they
had to export to live, and therefore, they had to make pretty much
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everything, too.

| was thinking, well, in Asia, if you're small you've got to make
everything, and if you're big, you got to make everything. This is by
way of saying that what we're seeing in China is not new.

We've seen the adoption, beginning with Japan in the 1950s and
then proceeding with the Asian Tigers, Korea, Taiwan, Singapore, and
now we're at the last Tiger or maybe the Dragon with China.

All of them have adopted so-called "catch-up"” export-led growth
strategies which have common characteristics. They all focus on pillar
industries. In Japan, they call them target industries. In Korea, they
call them strategic industries, but they're pretty much always the same
industries--steel, autos, machinery, electronics, aerospace, et cetera.

And it's no surprise that they're the same industries because
those are the industries that typically are characterized by economies
of scale, rapid growth in productivity, increasing technology intensity,
and leading to higher productivity in national economies and higher
standards of living, and it's worked. It worked in Japan, it's worked in
the Tigers, and it's working now in China.

The elements of this involve undervalued currencies, various
kinds of tax and investment incentives to guide investment into target
industries, and an enormous focus on exports coupled with essentially
compulsory domestic savings rates at levels around 50 percent. 50
percent saving levels have never been attained in the West except in
wartime, and so you can look upon these as kind of strategic levels of
saving.

They result almost inevitably in excess capacity in industry
because investment in those industries is favored. Those industries
build enormous capacity and the result typically is global excess
capacity, which results in dumping, particularly into the most open
markets, typically the U.S., but also the UK and other relatively open
markets, and that, of course, leads to trade friction.

Both Alan and Dr. Haley have already, | think, detailed what
happens in particular industries. We know that in the target industries
of the past, U.S. companies have been pushed out. I chuckle
frequently when | hear discussion of Japan's "lost decade.” We talk as
if Japan lost the--that its industrial policies didn't work, and that may
or may not be true at some macro level.

But | note that the United States doesn't make much in the way
of DRAMs anymore or machine tools, and a wide variety of consumer
electronics, the U.S. industry is not present because it got pushed out
as a result of the industrial policies of Japan and the Tigers, and now
the Chinese industrial policies are having the same effect.

But I'd like to focus on two additional points and impacts of
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industrial policy that | think haven't been adequately brought forward.
One of them is the accumulation of chronic current account surpluses.
The export-led growth strategy, the catch-up strategy, the neo-
mercantilist growth strategy, inevitably results in the accumulation of
large current account surpluses. We've seen this in Japan. We've seen
it in the case of Taiwan, Singapore. We're seeing it now also in the
case of China.

And those surpluses, of course, are balanced by large current
account deficits in the U.S. and other relatively open markets, and that
imbalance is not benign. That imbalance underlies the current
economic crisis that we're suffering. In fact, it is the main cause of
the current economic crisis that we're suffering.

And in order to get out of this crisis, it will not be possible for
those imbalances to persist, which suggests that not only does there
have to be an enormous adjustment in the U.S. economy, but it
suggests that the continuation of the catch-up export-led growth
strategy on a large scale by other large countries will prevent the
extrication of the world from the current economic crisis.

The final point I'd like to make is that China's industrial policies
have a somewhat different twist. In the case of Japan and Korea, for
example, foreign investment, foreign direct investment, into those
economies was really resisted. And even today, foreign companies
have little investment in those economies.

China, on the other hand, has not only welcomed but has fostered
and promoted foreign direct investment, and has done so as a way of
effecting technical transfer. And in doing so has used various carrots
in the form of tax incentives and capital grants and so forth to attract
the investment, but also has been in a unique position, because of the
large size and increasingly huge potential of its own market, to take
the position vis-a-vis foreign companies that if they want to be in the
Chinese market and enjoy its potential, they need to invest there; they
need to transfer technology there.

And so, in a way, China has been able to capture significant
investment and | would say significant mind share of the CEOs of
global companies. In fact, in a perverse phenomenon, it seems that in
a democratic society like the United States, the head of a major global
company is a very important political player. The head of a major
global company here in Washington has influence here in Washington
and we can say is influential in not only economic but in the
Washington political scene.

In Beijing, however, the same CEO tends to be deferential
because of the fact he's not a player; he or she is not a player
politically. They're a supplicant. And so, in a funny way, this
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industrial policy also has broader political implications, and it goes in
the direction actually of global companies becoming more responsive
to the wishes and the policies of the authoritarian regimes than to
those of the democratic regimes.

And | think those are two important impacts of the dichotomy
between American neoclassical economics and Asian catch-up export-
led economics that we need to be aware of.

Thank you.

[The statement follows:]

Prepared Statement of Mr. Clyde V. Prestowitz
President, Economic Strategy Institute
Washington, DC

I’d like to thank the Commission for the opportunity to speak today on the China’s industrial
strategy and its effect on the United States.

I have been watching China since the early 1980s and understand the important impacts it has had
on the U.S. economy. From 1981-86, | was Assistant Secretary of Commerce, responsible for the
Department of Commerce’s East Asian and China trade offices and leader of the first U.S. trade mission to
China. Under President Clinton, | was vice-chairman of the President’s commission on trade and
investment in Asia and since then have been a frequent visitor and witness to China’s incredible growth.

Since the late 1970s, China has gradually opened the doors of its economy to the outside world.
Since then China has experienced rapid and indeed extraordinary growth. This growth has been achieved
in part through the Chinese government’s adherence to a “catch-up,” export-led growth strategy similar to
that of Japan and the so-called Asian Tigers — Korea, Taiwan, and Singapore. Not only has the government
turned country into an export giant, it has become an export leader in certain strategic industries. At the
beginning of February 2009, the Chinese State Council unveiled plans to bolster ten pillar industries that
have been most affected by the current economic crisis. So far, detailed rescue plans have been released for
the automobile, steel, shipbuilding, machinery-manufacturing, electronics, information, textile and
petrochemical industries. The support policies include expanding available credit for businesses, export
rebates and tax rebates on imported components, and assistant in updating production technology.

To one unacquainted with China’s industrial policies, this list of industries may seem at odds with
a country that, while growing rapidly, is still relatively poor and whose main comparative advantage is its
abundant labor supply. Products like consumer electronics or semiconductors are typically associated with
much higher wage countries. In fact, the basket of goods produced in China is analogous in its
technological advancement to that produced in a country with three times the per capita income. [Rodrick,
Dani. “What’s so special About China’s Exports?” NBER Working Paper, January 2006, Pg 4] These
industries were targeted and pursued not because they complement China’s natural strengths, but because
they can provide positive externalities in areas like education, science, technology or national security.
The growth potential in each of these areas was obviously significant; consumer electronics is an industry
that did not exist in China circa 1982 but within 20 years, consumer electronics has become the country’s
largest industry, representing over 3 percent of Chinese GDP and 15 percent of total world output in the
industry. [2008 USTR Report to Congress on China’s WTO Compliance, pg 6]

A key component of this strategy is achieving technology transfers by attracting foreign
companies in the high-technology field to set up production and assembly facilities in China. Access to the
Chinese market in some sectors requires foreign companies to enter into joint ventures with domestic
manufacturers. Approval to enter into a joint venture may rest solely on the ability of a company to
provide technology, and future improvements to that technology. Foreign companies do not always get the
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freedom to select their joint venture partner, and may wind up working with a competitor — a competitor
who will potentially have access to patents, production methods, and other intellectual property. In the case
of consumer electronics, companies like Lenovo became the production partner for IBM’s ThinkPad
computers and once technology is transferred, become global powerhouses in their own right.

Unlike Korea and Japan, China has explicitly made inducing technology transfer via foreign
investment a building block of its economic development. Thus China offers large capital grants and
substantial tax abatement to selected foreign companies if they invest in China. Not only does China
provide state support for its domestic and international industries through tax rebates and other types of
funding, it also acts as gatekeeper in selecting which industries it will champion, and whether or not
foreign companies may be selected to enter the market through a joint venture. China also uses moral
suasion as a means of inducing foreign companies to invest and to transfer technology. This gives the
Chinese government tremendous control over its market, and immediate access to technology it otherwise
would have to develop independently.

For domestic businesses, state-owned banks undoubtedly play a major role in development.
Within China there is no formal bond market, and thus no way for businesses to raise funds except through
bank lending. The Chinese state-owned banks are providing loans based on government policies,
funneling funds into strategic industries. This phenomenon does not look to end any time soon, as the most
recent stimulus announcement calls for dramatically increased levels of credit for pillar industries.

Chinese industrial policy inevitably provides special treatment for domestic industries. Chinese
industrial policy goes beyond identifying strategic industries in its domestic economy; it sometimes
artificially prevents competition among its domestic producers, restricts foreign producer participation in
certain domestic markets, and provides Chinese producers special advantages as exporters on the
international market. China currently limits market access for some foreign goods and services, such as
iron ore and auto parts, restricts exports through the use of quotas, license fees and minimum export prices,
and implements unique national standards in high technology areas. The result of these policies is that
China shores up its less competitive businesses, protecting them from any domestic or international
competition, and promotes select industries that it wishes to make a pillar of its economy. [2008 USTR
Report to Congress on China’s WTO Compliance, pg 6] Foreign investment in these industries is also
controlled, through vague and arbitrarily enforced business laws. As a result, manufacturers in the United
States often cannot export their goods to China, and are effectively shut out of the world’s largest market.
U.S. producers that do export to China may be faced with local content requirements or taxes.

A good example of how global markets may be affected is in raw materials. China is a key
producer of several raw materials, such as coke. Exports of coke, used for making steel, are limited to 12
million metric tons per year. There is also a 40% duty on all coke exports. China produced around 350
million metric tons in 2007, and all but 12 million were sold domestically. Not only does this limit the
supply available to foreign downstream producers, but it also affects the world price. In 2008, the price per
metric ton in China was $350, whereas the world price was $750. This $400 difference gives Chinese steel
producers a competitive advantage over international producers. [2008 USTR Report to congress on
China’s WTO Compliance, pg 36]

Applying this pattern across other industries, it is easy to see how China takes advantage of
market forces for the benefit of its producers. The affect on global markets, particularly on U.S. and other
producers, is detrimental at best and catastrophic at worst. These policies could easily put smaller
producers out of business, pricing them out of the market. If this trend were to continue, over the next five
years what we will see are smaller businesses in the United States, and eventually larger ones, pushed out
of the market. Our consumers will be paying artificially high prices for goods. The breadth of American
industries involved that use raw materials from China — including steel, semiconductors, ceramics, aircraft,
and medical imagery — means that hardly any sector of our economy will remain unaffected.

China presents a great challenge to the United States in terms of remaining competitive. China
has an almost inexhaustible supply of inexpensive labor, highly trained scientists and engineers, and a
comprehensive competitiveness strategy. But actually, China’s industrial policy is less significant than
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America’s lack of a strategy and its inability to maintain a highly trained work force; to interest and
educate our students in the sciences and engineering; and to increase R&D efforts. For years our strategy
has been not to have a strategy on the false assumption that market forces would always work to our
advantage.

The next five years will be a critical time for the United States with respect to addressing
competitiveness not only vis-a-vis China, but in general. If the United States does not get serious about
making things in America and encouraging productive investment in America, it will not matter what
impact China’s policies have on the world market. The most level playing field will not make the United
States more competitive if we cannot create or produce innovative goods.

We are certainly at a disadvantage when it comes to Chinese state-owned companies and their
access to government resources. Looking at the steel industry again, domestic Chinese producers receive
subsidies, tax rebates, and loans at low or zero interest. The “Steel and Iron Industry Development Policy”
established by the National Development and Reform Commission provides for direct subsidization of the
steel industry, in the form of tax refunds discounted interest rates, funding for research, restriction of
foreign investment, and export credits. The steel industry as a whole receives a 50% income tax reduction.
The government allocated $6 billion in 2000 for upgrades within the industry, and to transform capacity.
[“Specialty steel industry describes countless Chinese subsidies and their impact on capacity” The Free
Library 16 April 2007. 20 March 2009 <http://www.thefreelibrary.com/Specialty steel industry describes
countless Chinese subsidies and...-a0181486550>.] When currency manipulation is thrown into the mix,
China has devised a policy to make its domestic steel industry almost impervious to outside market forces.
China is now the world’s largest stainless steel producer, and its capacity continues to grow.

These direct and indirect subsidies make it difficult for any foreign producers to compete with
China. It is imperative America respond so as to ensure competitive industrial capability in the United
States.

I have already addressed China’s policy of forced technology transfer. It is a critical element of
China’s support for its strategic industries and has allowed the country to climb the value-added production
ladder much more quickly than might otherwise be possible. China has stated that its new aim is to achieve
independent innovation. By 2020, it wants to establish its own science and research teams, and perform
innovative research in manufacturing, information technologies, aerospace, and defense. It has also
announced that it is going to double R&D expenditures as a percentage of GDP. Although this should
reduce the reliance China places on technology transfers, it will not eliminate it. Nor will these changes
occur quickly. U.S. companies are still at the mercy of these forced technology transfers. Furthermore,
they are frequently victims of trademark infringement and other forms of intellectual property theft.

The United States needs to be vigilant in responding to various Chinese policies and practices.
But even more importantly, the United States needs to make sure that it is doing all it can to remain
competitive, whether we are competing on a level playing field or not. This requires that we invest in
domestic infrastructure and in R&D, that we invest in the education of ou