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April 5, 2011   
 
 
The Honorable Daniel Inouye 
President Pro Tempore of the Senate, Washington, D.C. 20510 
The Honorable John A. Boehner 
Speaker of the House of Representatives, Washington, D.C. 20515 
 
DEAR SENATOR INOUYE AND SPEAKER BOEHNER: 
 

We are pleased to notify you of our March 30, 2011 public hearing on “Chinese State-
Owned Enterprises and U.S.-China Bilateral Investment.”  The Floyd D. Spence National Defense 
Authorization Act (amended by Pub. L. No. 109-108, section 635(a)) provides the basis for this 
hearing. 

 
At the hearing, the Commissioners heard from the following witnesses: Dr. Barry J. 

Naughton, Dr. Derek Scissors, Dr. Theodore H. Moran, Dr. Robert E. Scott, Dr. K.C. Fung, Mr. 
Daniel H. Rosen, and Dr. Karl P. Sauvant. The subjects covered included the nature and activities 
of state-owned enterprises in the People’s Republic of China as well as the patterns and 
implications of bilateral investment between the United States and China.  
 
 We note that the full transcript of the hearing will be posted to the Commission’s 
website when completed. The prepared statements and supporting documents submitted by 
the participants are now posted on the Commission’s website at www.uscc.gov.  Members and 
the staff 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.  
 

 The Commission will examine in greater depth these issues, and the other issues 
enumerated in its statutory mandate, in its 2011 Annual Report that will be submitted to 
Congress in November 2011. Should you have any questions regarding this hearing or any other 
issue related to China, please do not hesitate to have your staff contact our Congressional 
Liaison, Jonathan Weston, at 202-624-1487 or jweston@uscc.gov.  

 
Sincerely yours,                                                   

                                                                                                    
                        William A. Reinsch                          Daniel M. Slane                                     
                           Chairman                                                  Vice Chairman 

 
 

 

http://www.uscc.gov/
mailto:jweston@uscc.gov
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CHINESE STATE-OWNED ENTERPRISES 
AND U.S.-CHINA BILATERAL INVESTMENT 

 
 
 

WEDNESDAY,  MARCH 30,  2011  
 
 
 
 
 

U.S . -CHINA ECONOMIC AND SECURITY REVIEW COMMISSION  
    

    Washington,  D.C.  
 

  
 
 The Commiss ion met  in  Room 538 Dirksen Senate Off ice  Bui ld ing ,  
Washington,  D.C.  at  8 :55 a .m.,  Chairman Wil l iam A.  Reinsch,  and Vice  
Chairman Danie l  M.  S lane and Michael  R.  Wessel  (Hear ing Co -Chairs) ,  
pres id ing.   
 
  

OPENING STATEMENT OF COMMISSIONER MICHAEL R.  WESSEL  
HEARING CO-CHAIR 

 
 HEARING CO-CHAIR WESSEL:   Let 's  go  ahead  and get  started th is  
morning,  and we' l l  d ispense with  opening statements  and appreciate  
Congresswoman DeLauro making her  way over  to  th is  s ide of  the Capito l  to  
be with  us  th is  morning.  
 Congressman DeLauro represents  Connect icut 's  3rd  Congress ional  
D istr ict .   She is  a  member of  the House Appropr iat ions Committee and the 
Ranking Member of  the Subcommittee on Labor,  Health  and Human Services,  
Educat ion and Related Agencies.  
 The Congresswoman has been a  leader  in  the f ight  for  food safety and 
has  supported the restr ict ions on poultry  imports  f rom countr ies  l ike  China 
that  have faced avian  inf luenza.  
 The Congresswoman is  a lso  a  st rong advocate for  American workers  
and is  the sponsor  of  H.  Res.  106,  a  b ipart isan resolut ion express ing the 
House of  Representat i ves '  sense that  the new pres ident ia l  hel icopter  f leet  
should  be bui l t  us ing products  manufactured in  America  and that  the 
Defense Department  should  prohib it  any defense acquis i t ion  b id  involv ing 
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any ent i ty  control led,  d irected or  inf luenced by the governme nt  of  China.  
 Congresswoman,  we're  happy to  have you with  us  today,  for  your  long -
standing f r iendship  for  th is  Commiss ion and leadership  on issues important  
not  only  to  your  state  but  working people  a l l  across  the country.  
 [The writ ten statement  fo l lows:]  
 

PREPARED STATEMENT OF COMMISSIONER MICHAEL R.  WESSEL  
HEARING CO-CHAIR 

 
Good morning and thank you for coming. Today’s hearing on “Chinese State-Owned Enterprises and U.S.-China 
bilateral investments” is our fourth hearing of the year.  I would like to thank Senator Sherrod Brown and his staff 
for helping to secure today’s hearing venue.  
  
For those who are new to our hearings, we are a bipartisan Congressionally-chartered Commission composed of 12 
members, six of whom are selected by the Majority and Minority leaders of the Senate and six by the Speaker and 
the Minority Leader of the House.  
  
Today’s hearing will examine three aspects of China’s economic policy. The first is China’s state-owned or state-
controlled companies and industries, which together constitute an estimated 30 to 40 percent of China’s economy. 
These companies, generally the largest ones in China, are operated and managed by the central government of the 
People’s Republic. They are an instrument of state power as well as the centerpiece of China’s industrial policy. 
They receive massive government subsidies and are protected from competition from foreign companies. In 
addition, there are more than 100,000 smaller companies that are owned or operated by provincial and local 
governments. These companies also receive many benefits from their government ownership. Their persistence 
and their outsized influence in China certainly violate the spirit of the free market principles of the World Trade 
Organization. 
 
All this is occurring just as our ability to address China’s unfair trade practices is threatened by a decision from the 
World Trade Organization.   Two weeks ago, the WTO issued a decision that attacks the vital ability of the United 
States to fight unfair Chinese subsidies. In addition, in just five years, China’s official WTO designation as a non-
market economy expires, further hobbling the U.S. ability to challenge China’s unwillingness to embrace further 
economic reform. 
 
These state-owned enterprises are increasingly active globally, seeking to expand China’s economic opportunities 
and power around the globe.   They’re involved in aerospace, autos, oil, steel, telecommunications and numerous 
other industries. 
 
As agents of the state, their activities demand enormous scrutiny as they come armed with support not only of 
their government, but with the trillions of dollars in financial reserves that the country has amassed. 
 
But, we also need to understand what other Chinese entities are doing – not a simple task. Beyond the state-
owned or state-invested enterprises, there are companies that act under the direction of the state or with 
delegated authority.   We need to understand the implications of their efforts. 
  
Two separate panels will examine U.S. direct investment in China and Chinese direct investment in the United 
States. Both forms of investment have been increasing, especially U.S. investment in China. As you will hear, more 
than half of the imports to the United States are from foreign invested enterprises in China.  
  
We have some excellent witnesses today who are quite expert on these complex issues. I’d like to ask that each 
witness limit his remarks to just seven minutes in order to leave plenty of time for questions and answers. First, we 
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will hear from Congresswoman Rosa DeLauro from Connecticut and when he is able to come, Congressman 
Maurice Hinchey from New York.  
 

PANEL I :   CONGRESSIONAL PERSPECTIVES  

  
STATEMENT OF ROSA  DELAURO 

A U.S.  REPRESENTATIVE FROM THE STATE OF CONNECTICUT  
 
 MS.  DeLAURO:   Tha nk you very much.  
 I t ' s  a  real  honor  for  me to  be here th is  morning.   I t  gave me an 
opportunity,  as  wel l ,  to  come over  to  the Senate s ide,  which  I  don't  have too 
much opportunity  to  do.   Though the House members  usual ly  come over  to  
the Senate s ide,  i t ' s  o f ten not  the case in  reciprocity.   But  i t ' s  a  del ight  to  
be here with  you,  and I  thank you for  the introduct ion.  
 I  want  to  a lso  say a  thank you to  V ice  Chairman S lane and the 
Commiss ioners  for  hold ing what  is  a  very important  hear ing on "Chinese 
State-Owned Enterpr ises  and U.S. -China Bi latera l  Investment ,"  and again  i t 's  
an  honor  for  me to  be here th is  morning to  test i fy .  
 I  want  to  extend a  thank you to  my good f r iend,  long -t ime f r iend,  
Commiss ioner  Michael  Wessel ,  a  very helpfu l  advisor  over  the years  an d 
resource on a  number of  i ssues for  me over  the years  as  a  member.  
 The work that  you do here at  the Commiss ion,  and part icu lar ly  the in -
depth annual  report  that  you put  out ,  i s  cr i t ica l ly  important .   We count  on 
your  expert ise  and ins ights  to  inform our  work in  the Congress  as  we seek to  
meet  the economic and nat ional  secur i ty  chal lenges posed by China.    
 I  know today's  hear ing wi l l  examine a  broad range of  i ssues.   I  want  to  
focus on a  deep concern of  mine and one that  could  have an impact  on both  
my state  of  Connect icut  and the nat ion at  large,  and that  is  China's  
advancements  in  the aerospace industry.  
 According to  a  report  publ ished last  year  by the Economic Pol icy  
Inst i tute,  between 2001,  when China jo ined the World  Trade Organizat ion,  
and 2008,  2 .4  mi l l ion  jobs were lost  or  d isp laced as  a  result  of  our  t rade 
def ic i t  with  China.   Th is  cost  over  27,000 jobs in  Connect icut  a lone.   
 In  1990,  our  t rade def ic i t  with  China stood at  just  $10 b i l l ion,  and in  
the two decades s ince,  i t  has  r isen astronomical ly  and is  now est imated at  
$273 b i l l ion.  
 That  t rade def ic i t  i s  a  large dr iver  of  the cr is is  in  domest ic  
manufactur ing that  we now face here at  home.   The erosion of  our  
manufactur ing base has,  in  fact ,  r isen to  such dangerous proport ions that  
the Director  o f  Nat ional  Inte l l igence has  reportedly  launched a  Nat ional  
Inte l l igence Est imate to  examine the impl icat ions of  the U.S.  decl ine in  
manufactur ing for  our  nat ional  secur i ty.  
 I  be l ieve the most  d irect  cause for  concern is  c lear :  the more that  
wel l -subsid ized fore ign  ent i t ies  are  a l lowed to  take advantage of  our  open 
market -or iented procurement  pol ic ies ,  the greater  the l ike l ihood that  our  
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Defense Department  wi l l  one day f ind  that  no domest ic  manufacturer  exists  
for  a  cr i t ica l  p iece of  mater ia l .   
 In  other  words,  as  our  v i ta l  defense jobs and technology cont inue to  
be outsourced,  I  be l ieve that  our  very nat ional  secur i ty  is  put  at  r isk.  
 Th is  i s  not  a  concern d irected so le ly  at  China.   The Ansonia  Copper  and 
Brass  Company of  Waterbury,  Connect icut ,  again ,  in  m y d istr ict ,  for  example,  
i s  the so le  domest ic  producer  of  wide d iameter  copper  n ickel  tubing,  which  
is  used by the Defense Department ,  but  i t  has  been detr imental ly  impacted 
by the apparent  pr ice  manipulat ion of  a  European f i rm and is  now struggl ing 
to  stay af loat ,  with  the loss  of  count less  jobs.  
 Nonetheless ,  the pract ices  of  China's  state -owned enterpr ises  are  of  
paramount  concern to  us.   Their  heavi ly -subsid ized ent i t ies  are  decimat ing 
cr i t ica l  manufactur ing sectors  here in  America  such as  steel  and e le ctronic  
equipment  parts .  
 When i t  comes to  aerospace,  China's  advancement  in  recent  years  can 
be attr ibuted to  government  support  for  their  a i rcraft  manufacturers ,  
namely,  Aviat ion Industry  Corporat ion of  China,  AVIC,  and the Commercia l  
A ircraft  Corporat io n of  China,  C -O-M-A-C,  COMAC,  and i ts  cooperat ive  
ventures  with  the world 's  leading aerospace f i rms.  
 In  these ventures,  China se lects  a  fore ign  a ircraft  manufacturer  to  
supply  China with  commercia l  a i rcraft  with  the condit ion  that  the suppl ier  
establ ish  a  local  product ion faci l i ty .  
 Ch ina's  intent  is  to  gain  technology t ransfers  to  i ts  own manufactur ing 
industry  through such agreements  whi le  the suppl ier  ga ins  access  to  low -
cost  Chinese labor.  
 As  China develops i ts  c iv i l ian  capabi l i t ies ,  the dual -use nature of  these 
capabi l i t ies  a l lows i t  to  then develop i ts  mi l i tary  capabi l i t ies ,  and today,  
with  help  f rom mult inat ional  companies,  AVIC is  producing c iv i l ian  and 
mi l i tary  a ircraft  to  compete in  fore ign  markets ,  inc luding the C -919 
passenger  jet ,  which  wi l l  c ompete with  the Boeing 737.    
 I t  i s  developing the J -20 stealth  f ighter ,  a  r iva l  of  the F -22,  which  
conducted i ts  f i rst  publ ic  test  f l ight  ear l ier  th is  year  whi le  Secretary Gates  
was v is i t ing China.  
 Most  recent ly ,  i t  was reported that  AVIC may team with  a  Cal i forn ia -
based aerospace company to  of fer  the AC -313 hel icopter ,  the largest  
developed in  China to  date,  to  b id  on the new pres ident ia l  hel icopter  
program, the Marine One hel icopter .  
 Whi le  some may consider  the poss ib i l i ty  of  AVIC gett ing th is  contrac t  
remote,  we need to  be cognizant  of  the fact  that  others  may see contracts  
involv ing Chinese f i rms as  a  way to  improve t ies  with  Bei j ing and to  lower  
DOD costs  at  a  t ime when cutt ing spending is  f ront  and center  in  
Washington.  
 In  response to  these report s ,  I  introduced a  b ipart isan resolut ion with  
my col league Frank Wolf ,  and I 'm proud to  say that  there are  21 cosponsors.  
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 We obviously  need more,  but  there are  12 Democrats  and n ine Republ icans 
so  i t  i s  t ru ly  a  b ipart isan p iece of  legis lat ion.  
 I t  i s  supported by my col league Maurice  Hinchey of  New York,  who I  
understand is  going to  test i fy  in  f ront  of  the Commiss ion later  th is  morning.  
 Th is  argues that  the Defense Department  should  not  consider  a  b id  on 
the Marine One hel icopter  involv ing any ent i ty  contr ol led,  d irected,  or  
inf luenced by China.  
 The resolut ion a lso  states  that  Congress  wi l l  not  fund th is  or  any other  
defense system i f  the contract  award involves  any ent i ty  control led,  d irected  
or  inf luenced by the Chinese government .  
 And recogniz ing the v i ta l  ro le  of  our  aerospace industry,  i t  urges  the 
Defense Department  to  l imit  i t s  procurement  of  the new pres ident ia l  
hel icopter  and any other  system to  products  manufactured in  the United 
States,  pr imar i ly  with  U.S . -made parts .  
 In  Strat ford,  Connect icut ,  which  is  in  my d istr ict ,  we have S ikorsky 
Aircraft .   The faci l i ty  has  approximately  9 ,000 employees manufactur ing the 
best  commercia l  and mi l i tary  hel icopters  in  the world ,  inc luding the Black 
Hawk and Marine One,  and I  am just  recent ly  back,  as  of  last  w eekend,  f rom 
Afghanistan where I  f lew in  Black Hawk hel icopters ,  and ta lked with  mi l i tary,  
both  rank and f i le  and the brass ,  about  the Black Hawk and the ro le  that  i t  i s  
p laying today in  our  secur i ty  and our  ef forts  in  Afghanistan.  
 The Marine One hel icopt er  has  been produced in  Strat ford,  
Connect icut  s ince 1958 and the pres idency of  Dwight  E isenhower.    
 S ikorsky has  been cooperat ing with  China on hel icopter  developments  
s ince 1995.   I t  i s  not  necessar i ly  c lear  that  the answer to  th is  chal lenge is  to  
curta i l  that  cooperat ion or  the cooperat ion occurr ing with  aerospace f i rms 
across  the industry,  inc luding Pratt  and Whitney,  which  is  a lso  a  major  
employer  in  Connect icut ,  and which  is ,  in  fact ,  supply ing the engines for  the 
AC-313.  
 But  i t  i s  c lear  that  we can not  a l low a  Chinese state -owned enterpr ise  
to  take advantage of  our  open procurement  process  to  compete for  mi l i tary  
contracts ,  and I  bel ieve we should  be wary of  the impl icat ions of  China's  
advancements  on the commercia l  s ide on U.S.  manufactur ing as  wel l .   Th is  
t rend is  exempl i f ied  by AVIC's  current  attempt  to  buy Minnesota -based 
pr ivate-a ircraft  maker  Cirrus  Industr ies ,  their  l ine  of  four -seat  propel ler  
a i rcraft .  
 When we outsource our  manufactur ing jobs and our  technology,  i t  
severely  hurts  our  economic  and our  nat ional  secur i ty.    
 Ladies  and gent lemen,  we are  a  nat ion today that  consumes.   We no 
longer  bui ld .   We need to  be in  the bui ld ing business.   I t  i s  about  our  
technology,  and when we outsource the jobs,  we outsource the technology - -
make no mistake about  that - -and i t  goes e lsewhere,  and then we are  
cont inual ly  not  on the cutt ing edge of  new technology and new development  
for  the next  generat ion of  hel icopters  and anyth ing e lse.   We cannot  re ly  on 
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other  countr ies ,  regardless  of  whether  they are  a l l i es  or  adversar ies ,  to  
supply  defense -re lated mater ia ls .   
 And we certa in ly  cannot  a l low Chinese companies  that  do not  p lay by 
g lobal  t rade ru les  to  compete for  these government  contracts .  
 As  I  sa id ,  the damaging ef fects  of  these pol ic ies  are  being fe l t  in  my 
state  r ight  now.  From the days  of  E l i  Whitney,  Connect icut  has  a lways been 
known as  a  v i ta l  center  of  industr ia l  and manufactur ing innovat ion in  
America,  and that 's  how we came by the name of  being the quote,  "Arsenal  
of  the Republ ic ,"  and companies  l ike  Ansonia  Copper  and Brass ,  Pratt  and 
Whitney,  and S ikorsky are  proud inher i tors  of  th is  f ine  Connect icut  
t radit ion.  
 But  r ight  now,  we are  the canary in  the coal  mine.   I f  these t rends in  
defense outsourcing cont inue,  we wi l l  not  only  cont inue to  lose h igh-ski l led  
defense manufactur ing jobs in  Connect icut  and a l l  across  America,  but ,  
again ,  I  be l ieve that  we put  our  nat ional  secur i ty  at  r isk  as  wel l .  
 And I  thank you very,  very much for  the opportunity  to  come before 
you th is  morning and ask you to  heed my comments  and those of  others  as  
we,  yes,  look at  how we want  to  be part  of  a  g lobal  compet it ive  market ,  but  
let 's  not  do i t  at  the r isk  of  our  own economic and industr ia l  base and the 
jobs that  these have h istor ica l ly  a l lowed for  workers  to  become part  of  the 
middle  c lass  of  th is  country and to  be able  to  make their  way and be 
economical ly  v iab le  for  their  secur i ty  and the secur i ty  of  their  fami l ies .  
 I  thank you very,  very much.  

 
 

 HEARING CO-CHAIR WESSEL:   Thank you for  appear ing before us  th is  
morning.   
 I  know your  t ime is  short ,  and I  bel ieve there is  a  comment  by one 
Commiss ioner,  very quick,  and we' l l  let  you get  back on your  busy schedule.  
 MS.  DeLAURO:   Thank you very much.  
 HEARING CO-CHAIR WESSEL:   Appreciate  your  leadership  on th is  i ssue.  
 MS.  DeLAURO:   Thank you.  
 COMMISSIONER D'AMATO:   Thank you,  Mr.  Chairman.   
 Congressman DeLauro,  I  wanted to  welcome you to  the hear ing and 
thank you very much for  your  test imony.   I  remember fondly  the days  when 
you and I  were both  represent ing Connect icut  i n  a  staf f  posit ion.   I  was with  
Senator  Rib icof f ;  you were with  Senator  Dodd.   We d id  a  few th ings  together  
then.  
  I  commend you for  your  pass ion on outsourcing and preserving our  
h igh-tech base and jobs,  part icu lar ly  for  the industry  in  Connect icut ,  and I  
hope that  your  legis lat ive  in i t iat ive  gets  widely  debated,  and that  we can 
move forward to  doing some th ings  here in  the Congress  that  need to  be 
done legis lat ive ly  that  aren't  being done e lsewhere,  Congresswoman.  
 MS.  DeLAURO:   Thank you so  very much an d a  proud her i tage,  and I  
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have very,  very fond memories  of  Senator  Rib icof f  and c lear ly  Senator  
Dodd's  race up to  be the newly e lected replacement  for  the Senator  though 
Abe Rib icof f  wi l l  never  be replaced.  
 And I  thank you,  and i t 's  our  hope that  we can i n  a  b ipart isan basis  
make th is  p iece of  legis lat ion a  part  of  our  defense legis lat ion as  we move 
forward.    
 COMMISSIONER D'AMATO:   Thank you.   We hope so.  
 MS.  DeLAURO:   Thank you very much.  
 HEARING CO-CHAIR WESSEL:   Thank you.  
 COMMISSIONER D'AMATO:   Th ank you.  
 

OPENING STATEMENT OF VICE CHAIRMAN DANIEL M.  SLANE  
HEARING CO-CHAIR 

 
 V ICE CHAIRMAN SLANE:   We're  going to  start  with  the f i rst  panel  i f  we 
can have our  two panel ists  come forward.  
 Congressman Michaud has  submitted  a  wr it ten statement ,  which  we 
wi l l  put  into  the record.  
 And we wi l l  impose upon our  two panel ists  to  take a  break in  about  20 
minutes  when Congressman Hinchey arr ives,  and we' l l  take h is  statement .  
 Dr .  Barry  J .  Naughton is  a  Professor  of  Chinese Economy and the 
Sokwanlok Chair  of  Chi nese Internat ional  Af fa irs  at  the Univers i ty  of  
Cal i forn ia .  
 Dr .  Naughton is  an  author ity  on the Chinese economy with  an  
emphasis  on issues re lat ing to  industry,  t rade,  f inance and China's  t ransit ion  
to  a  market  economy.   His  recent  research focuses on reg ional  economic 
growth in  the People 's  Republ ic  of  China and the re lat ionship  between 
foreign  t rade and investment  and regional  growth.   He is  a lso  complet ing a  
general  textbook on the Chinese economy.  
 Dr .  Naughton has  appeared before the Commiss ion in  the  past ,  most  
recent ly  at  a  2007 hear ing on government  control  of  Chinese economy.  
 Dr .  Derek Scissors  is  a  Research Fel low at  the Her i tage Foundat ion in  
Washington.   Dr .  Sc issors  focuses h is  studies  on the economies of  China and 
India  and analyzes  and comme nts  on broader  economic t rends in  As ia ,  as  
wel l  as  re lated chal lenges facing the United States.  
 Dr .  Sc issors  is  a lso  an  adjunct  professor  at  George Washington 
Univers i ty  where he teaches a  course on the Chinese economy.   
 Before jo in ing Her i tage in  August  of  2008,  he was China economist  at  
Inte l l igence Research,  a  g lobal  consult ing f i rm.    
 Dr .  Sc issors '  most  recent  test imony before the Commiss ion was at  last  
year 's  hear ing on Chinese hold ing of  U.S .  debt .  
 Thank you,  gent lemen,  for  taking the t ime to  come ,  and we' l l  s tart  
with  Dr .  Sc issors .  
 



 

 

8 
 

VSM    

  
PANEL I I :  STATE -OWNED ENTERPRISES IN CHINA  

 
STATEMENT OF DR.  DEREK SCISSORS  

RESEARCH FELLOW IN ASIA ECONOMICS,  
THE HERITAGE FOUNDATION,  WASHINGTON,  D.C.  

    
 DR.  SCISSORS:   Thank you,  Mr.  Chairman,  and the rest  of  th e 
Commiss ion,  for  having me back.  I 'm g lad  to  be here.   I 'm hoping that  we' l l  
have a  v igorous d iscuss ion i f  not  of  the state  of  Chinese state -owned 
enterpr ises,  then of  the U.S.  pol icy  response.  
 I 'm going to  do a  l i t t le  b i t  of  h istory at  the beginning,  ju st  because I  
th ink the h istory is  real ly  re levant .  
 Th is  i s  a  data  s i tuat ion that 's  a  curve.   I f  you refer  back to  1980 and 
1990 as  the reference point ,  you have a  completely  d i f ferent  p icture  than i f  
you refer  back to  the year  2000,  in  my opin ion.  So  back  to  1980 and 1990,  
the state  sector  looks  completely  d i f ferent  and the economy looks 
completely  d i f ferent .  
 I f  you use even 1990 --so  1980 seems a  l i t t le  easy -reform started in  
1978 formal ly - - i f  you use even 1990,  state -owned enterpr ises  are  very 
d i f ferent  than they were,  and there are  many more non -state  enterpr ises,  
inc luding genuinely  pr ivate  enterpr ises.  
 On the other  hand,  i f  you use 2001,  for  example,  ten  years  ago,  the 
pr ivat izat ion t rend,  in  my opin ion,  has  been reversed both  in  terms of  
changing the  nature of  state -owned enterpr ises  and in  terms of  the mix of  
f i rms that  exist  in  the economy.  
 So  a  lot  of  the debate here is  i f  you start  back 25 years  ago,  
everyth ing looks  l ike  i t 's  pretty  good.   You start  back ten years  ago,  in  my 
opin ion,  i t  doesn't  look so  good,  and I  just  want  everyone to  keep that  in  
mind because that 's  going to  under lay most  of  our  poss ib le  d isagreements.  
 I  want  to  c i te  two e lements  that  are  in  my writ ten test imony that  are  
important  and they're  recent .   In  2006,  December 2006,  t he State  Counci l  
lays  out  a  l i st  of  areas  where the state  must  lead,  and the Chinese 
t ranslat ion of  th is  i s  a  l i t t le  b i t  vague for  our  purposes,  unfortunately,  and 
the Engl ish  t ranslat ion is  just  bad,  but  I ' l l  read i t  to  you anyway.  
 The l i st  of  enterpr ise s  where the state  must  so le ly  own or  have a  
major i ty  share in ,  and,  again ,  th is  i s  not  a  good translat ion,  are  everyth ing 
having to  do with  power,  o i l ,  petrochemicals ,  gas,  te lecom and armaments.  
 The state  must  a lso  control - -whatever  that  means - -coal ,  av iat ion,  
sh ipping.   State -owned enterpr ises  should  a lso  be the heavyweights  in  
machinery,  autos,  IT ,  construct ion,  i ron and steel  and non -ferrous metals .  
 Now I 'm giv ing you th is  long l i st ,  which  by the way leaves out  banking,  
insurance,  the rest  of  f inance,  media,  tobacco and ra i lways,  because you're  
going to  start  to  wonder  af ter  awhi le ,  wel l ,  what 's  lef t?   And that  is  the 
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point  I  want  to  ra ise  to  you.  
 In  December 2006,  we got  a  statement  f rom the Chinese government ,  
centra l  government ,  that  real ly  most  of  the economy has to  be reserved for  
state-owned enterpr ises  in  some way that  they have not  def ined.   That 's  one 
point .  
 And the second one was thankfu l ly  provided to  me by the a lways 
re l iab le  Wu Bangguo,  who is  number two in  the Chinese Party  h ierarchy,  an d 
who at  the Nat ional  People 's  Congress  a  few weeks ago threw in  one of  the 
th ings  the Party  wi l l  never  a l low is  pr ivat izat ion.   Just  in  case you were 
wonder ing- -  
 [Laughter . ]  
 DR.  SCISSORS:   - - that  wi l l  never  happen.   A long with  democrat izat ion 
and a l l  th e th ings  that  we a lready knew that  they weren't  going to  a l low.   
 So  those are  a  few comments  ind icat ing why I  th ink s ince 2001,  we've 
seen a  reversal  even though s ince 1980,  we've c lear ly  seen tremendous 
progress.  
 The major ,  the p ivot  point  in  th is  debat e,  and I  hope that  Professor  
Naughton and I  have s ign i f icant  d isagreement  because I  th ink that  wi l l  be  
usefu l  for  the Commiss ion,  the p ivot - -and a lso  because I  l ike  to  f ight - - let 's  
be honest .  
 [Laughter . ]  
 DR.  SCISSORS:   The p ivot  point  for  the debate in  a  lot  of  cases  is  the 
def in i t ion  of  "non -state."   The Chinese use "non -state."   That  a  lot  of  t imes 
for  fore igners  gets  t ranslated to  pr ivate.  Non -state  does not  mean pr ivate  
and China doesn't  make th is  mistake.   We're  the ones who make the 
mistake,  and I 'm  going to  f lesh  that  out  at  great  length.  
 But  you' l l  see people  ta lk ing about  the pr ivate  sector  having 60 
percent  of  the economy,  and they mean the non -state  sector .   That  i tse l f  i s  
a  d i f f icu lt  content ion to  prove,  but  they don't  mean the pr ivate  sector ,  and 
they just  s l ip  into  that  language.  
 So,  on  one hand,  we're  going to  get  to  the fact  that  i f  you're  a  state -
owned enterpr ise  that 's  very d i f ferent  f rom a state -owned enterpr ise  25 
years  ago,  what  should  you be ca l led? The Chinese wi l l  ca l l  you a  state -
owned enterpr ise.  They' l l  say SOEs have to  be heavyweights  in  these sectors ,  
and they mean these kinds of  state  f i rms.  But  those state  f i rms are  
completely  d i f ferent  than they were.  
 So  i f  you want  to  ca l l  them something d i f ferent ,  you want  to  ca l l  them 
state-control led  instead of  state -owned,  okay.   But  the Chinese refer  to  
them as  state -owned and,  as  they say,  the state  most  dominate o i l ,  i t  must  
dominate i ron ore,  et  cetera.   
 F i rms l ike  S inopec,  China Mobi le ,  the b ig  f i rms that  we recognize  
around the world  as  having a  g lobal  posit ion,  they have a  sharehold ing 
structure.   They have l i sted subsid iar ies  that  are  very large that  have shares  
owned by reta i l  investors ,  ind iv iduals ,  pr ivate  f i rms,  and so  on.   Bei j ing ca l ls  
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them "state  f i rms."   They are  require d to  control  key sectors ,  and the key 
sectors  have to  be control led  by the state.  
 So  there 's  a  terminologica l  problem.  There's  an  obvious one,  which  is  
non-state  doesn't  equal  pr ivate,  and people  shouldn't  act  as  i f  i t  does,  and 
then there's  a  compl icate d one involv ing what  do we cal l  these state  f i rms?  
 And I  want  to  throw some numbers  at  you.   They're  in  my writ ten 
statement .   But  the pr ivate  sector ,  what  China ca l ls  the pr ivate  sector ,  
const i tuted 11 percent  of  domest ic  investment - -sorry- -of  tota l  inve stment  in  
2004 and 21 percent  in  2010.   That 's  a  b ig  increase.   So  i f  you want  to  say 
the pr ivate  sector  is  waxing in  China,  you have evidence.   I t  went  f rom 11 
percent  of  investment  in  2004 to  21 percent  in  2010.  
 On the other  hand,  the pr ivate  sector  is  21  percent  of  investment  in  
2010.   I t ' s  not  60 percent ,  i t ' s  not  70 percent ,  i t ' s  20  percent .   What  e lse  is  
going on here is  that ,  that  what  China ca l ls  the "state  sector"  is  around 40 
percent  through th is  per iod,  and what  they ca l l  " l imited l iab i l i ty  
corporat ions"  jump up to  about  24 percent ,  and the fore ign  share decl ines.   
And foreign  share decl in ing is  one of  the main  th ings  you guys  ta lk  about  
over  the years .  
 The 24 percent  for  l imited l iab i l i ty  corporat ions tends to  be what  
we're  focused on here.   I f  you put  that  24 percent  in  with  the state  sector ,  
the expl ic i t  state  sector ,  you get  the state  control l ing over  60 percent  of  
investment ,  which  in  my opin ion is  the accurate  number.  
 I f  you want  to  say,  hey,  th is  i s  broken out  d i f ferent ly  by the Chinese,  a  
l imited l iab i l i ty  corporat ion sounds l ike  the pr ivate  sector  to  me,  and put  i t  
over  in  the pr ivate  sector ,  you get  the pr ivate  sector  at  45 percent  of  the 
economy.   
 Why do I  th ink these l imited l iab i l i ty  corporat ions are  state -owned?  
F i rst  of  a l l ,  ther e 's  a  category,  there are  two categor ies  in  the Chinese 
of f ic ia l  breakdown.   One says  whol ly  state -  owned,  and one says  non -whol ly  
state-owned.   Th is  i s  a  l i t t le  b i t  of  a  h int  for  me.  
 The other  th ing is  that  a  lot  of  the l imited l iab i l i ty  corporat ions are ,  in  
fact ,  the state  g iants  that  we recognize  as  dominant  state  f i rms,  l ike  CNPC 
which  has  a  l i sted subsid iary of  PetroChina.    
 So  we don't  know that  a l l  l imited l iab i l i ty  corporat ions are  state -
owned.   We know that  the b iggest  ones,  i t  i s  natural  and obv ious to  regard  
them as  state -owned,  and we a lso  know that  the Chinese d iv ide them up in  
such a  way that  i t  impl ies  they th ink a  lot  of  them are state -control led.  
 So  I  can 't  g ive  you th is  def in i t ive  answer that  a l l  l imited l iab i l i ty  
corporat ions are  state -owned,  the state  controls  62 percent  of  investment  
exact ly ,  but  the case for  saying the pr ivate  sector  is  60  to  70 percent  of  the 
economy is  extremely weak.  
 The case for  saying the non -state  sector  is  60  to  70 percent  of  the 
economy is  better ,  but  i t ' s  st i l l  subject  to  th is  qual i f icat ion of  what  would  
we real ly  ca l l  these non -state  f i rms i f  we had real ly  good informat ion about  
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them?  I  tend to  ca l l  the largest  ones state -owned.   Perhaps Professor  
Naughton d isagrees.  
 There are  a  lot  of  other  numbers  I  can  throw at  you about  shares  of  
t rade and so  on,  but  we would  l ike  to  keep the test imony br ief  so  I 'm just  
going to  jump to  the pol i t ica l  impl icat ions.  
 One of  the th ings  that  is  now just  being real ized is  these state,  these 
g iant  state  f i rms,  i t ' s  not  just  t hat  the Party  te l ls  the state  f i rms what  to  do.  
 That  used to  be the case.   I t  i s  no longer  just  that .   Of  course,  the Party  has  
t remendous inf luence over  state  f i rms,  but  you're  now seeing state  f i rms 
pushing back:  
 You set  us  up as  nat ional  champions.   W e represent  China g lobal ly .   
We provide tons of  tax revenue.   We provide tons of  employment .   We're  
China's  representat ives  overseas.   Don't  make pol ic ies  that  hurt  us.   
 So  we have the  beginnings  of  two -way inf luence between a  state  
sector  and the Party  a nd the centra l  government  that  is  going to  make i t  
harder  for  China to  unwind th is  what  I  see as  a  ten-year  t rend moving back 
in  the d irect ion of  the state.  
 And you've seen that .   The State  Counci l  started in  2004.   Premier  Wen 
started in  about  2006 sayin g,  hey,  we over invest ;  we need to  move towards 
a  rebalance,  more consumpt ion -or iented economy,  and China has  completely  
fa i led  to  do so.   
 And there's  a  speci f ic  pol i t ica l  economy reason:  they got  real ly  b ig  
f i rms;  the state  sector  has  been exalted by th is  investment .   I t ' s  inef f ic ient .   
I t  needs more capita l  inputs  than the pr ivate  sector .   Investment  is  a  natural  
way to  prop up state  f i rms,  and i f  you take that  investment  away,  they 
shr ink,  and they don't  l ike  i t .  
 So  we have a  speci f ic  reason why China h as  fa i led  to  rebalance.   You 
a l l  are  fami l iar  with  speci f ic  reasons why the United States  has  fa i led  to  
rebalance.   Ch inese reason is  not  that  d i f ferent .   
 I ' l l  c lose by saying th is  makes for  a  real ly  b ig  pol i t ica l  chal lenge for  
the U.S.   I  don't  want  to  t ake us  of f  t rack,  but  in  my opin ion,  the status  of  
state-owned enterpr ises  is  far  more important  in  U.S .  economic 
pol icymaking than the pegged currency,  and i t 's  going to  be very,  very 
d i f f icu lt  to  get  the Chinese to  change.  
 They are  wedded to  i t  economic al ly .   They're  to  some extent  wedded 
to  i t  pol i t ica l ly .   We have fact ions in  China that  are  on our  s ide,  but  there 
are  very powerfu l  fact ions arrayed against  the kind of  reform that  the U.S.  
real ly  needs to  improve the b i latera l  re lat ionship .   I  th ink that 's  a  chal lenge 
for  the Commiss ion and for  broader  U.S .  pol icy  going forward.  
 Thank you.  
 [The writ ten statement  fo l lows:]  
 

PREPARED STATEMENT OF DEREK SCISSORS, RESEARCH FELLOW IN ASIA ECONOMICS 
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There are two basic observations concerning state-owned enterprises in China: 
 
(i) The large majority operate very differently than they did 20 or even 15 years ago, and 
(ii) They account for far more of the economy than popularly believed. 
 
These observations serve to reconcile debates over the state sector. It is certainly true that there has been an 
important and considerable change in the Chinese economy as a result of changes in state-owned enterprises 
(SOEs). However, it is not true that SOEs have faded into the background or that they are no longer “state-owned 
enterprises.” In fact, the state sector and non-market behavior still predominate on most measures. 
 
History Sketch 
 
Phase 1 (1979-1986): SOEs, broadly understood, are allowed to move beyond the plan 
Phase 2 (1987-1992): Partly commercial entities arise 
Phase 3 (1993-2001): The state sector shrinks; the truly private sector expands 
Phase 4 (2002-2007): Restructuring of SOEs; contraction ends 
Phase 5: (2008-present) Active re-enlargement of state sector 
Phase 6: (2014?): SOEs exert greater political influence 
 
Disputes over the historical progression of SOEs are unavoidable, but it is clear much has changed. There were no 
true commercial entities in the PRC in 1975, because there were no markets in which to operate. In the latter half 
of the 1970s, agricultural cooperatives (effectively rural SOEs) in certain counties were permitted to act 
independently if they first met planned economy requirements. This independence was formalized at the fall 1978 
Communist Party plenum, signifying the start of the reform period. 
 
By the mid-1980s, quasi-state entities began appearing. These included town and village enterprises and firms with 
minority foreign ownership. These were technically controlled by the state but they had commercial latitude. In 
some ways, they were the forerunner of current SOEs. This type of firm grew in number and importance for more 
than a decade.  
 
For much of the 1990s, many SOEs were partly or entirely sold. They were replaced in some cases by quasi-state 
enterprises which looked much like the old SOEs utilizing some commercial operating principles. However, they 
were replaced in other cases by private firms, including foreign majority-controlled companies and the first 
domestic genuinely private firms with more than just a few employees.

1
 

 
The sale of public assets was slowed by economic duress from the Asian financial crisis and political criticism in the 
late 1990s. Shrinking the state sector was replaced by “reform.” This reform has been widely misconstrued. It 
consisted of converting most SOEs into share-holding entities, which had explicit state entities as majority holders 
but also sold stock in Shanghai, Hong Kong, or elsewhere. These share-holding firms took on multiple 
characteristics of truly commercial operations, including some form of profit orientation and public reporting, but 
they were still state-controlled and directed.

2
  

 
At some (disputable) point in the mid-2000s, the reform process was reversed entirely and SOEs began to wax 
again. The reversal can reasonable be dated to late 2006, when the State Council formally set aside the core of the 
economy for SOEs,

3
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[T]he State should solely own, or have a majority share in, enterprises engaged in power 
generation and distribution, oil, petrochemicals and natural gas, telecom and armaments. The 
State must also have a controlling stake in the coal, aviation, and shipping industries.... Central 
SOEs should also become heavyweights in sectors including machinery, automobiles, IT, 
construction, iron and steel, and non-ferrous metals.  

 
This omits state dominance in banking, insurance, and the rest of finance, media, tobacco, and railways. This was a 
daunting list, representing a wide swath of the economy set apart for state distortions. The reversal was codified 
by Wu Bangguo, second in the Party hierarchy, when he listed privatization with other intolerable developments.

4
  

 
We have made a solemn declaration that we will not employ a system of multiple parties holding 
office in rotation; diversify our guiding thought; separate executive, legislative and judicial 
powers; use a bicameral or federal system; or carry out privatization (emphasis added) 

 
SOE Features 
 
The discussion of SOEs has been undermined by a fundamental error: the conflation of restructured, share-holding 
firms with the truly private sector. Share-holding SOEs are manifestly not private actors and assessments of the 
corporate sector that assume so are fatally flawed from the outset. The origin of this mistake is historical. As quasi-
state entities emerged and proliferated, it was clear some sort of separate treatment was necessary and the 
concept of “non-state” was created. This was never intended to indicate “private”—quite the opposite: it was 
meant to signify that the creation of corporate forms quite different from SOEs could occur without privatization 
and its ideological pitfalls. 
 
The meaning of “non-state” is very well understood by the Chinese government. The (sometimes willful) 
misunderstanding outside China rests on two shaky pillars. The first is a mis-rendering of “non-state”—where the 
PRC sees the opposite of state as non-state, many foreign observers see the opposite of state as “private” and 
simply re-label accordingly. The second is more sophisticated and based on the share-holding change. 
 
Neither specification of share-holders nor sale of stock by itself does anything to alter state control. The large 
majority of firms listed on domestic stock markets are specifically designated as state-owned.

5
 The sale of small 

minority stakes on foreign exchanges could be construed as recasting mainstays such as CNPC (through its list 
vehicle PetroChina), China Mobile, and Chinalco as non-state entities of some form. However, they are still 
centrally directed SOEs, as explicitly indicated by the Chinese government. 
 
More broadly, firms are defined by inputs and outputs. Most Chinese firms sell in a market environment that is 
unrecognizably different from the operating environment in 1975 and sharply different even from the one in 1995. 
In this sense almost none of them are still traditional Chinese SOEs. On the output side, however, the requirement 
that the state predominate in so many sectors is meant to sharply confine competition, so that SOEs operate 
within markets but they operate primarily within state-controlled markets. This regulatory protection is the most 
powerful subsidy many SOEs receive. 
 
The input side also continues to distinguish SOEs clearly from foreign or domestic private companies. Production 
inputs comprise labor, capital, land, and other physical resources such as energy. For SOEs, including those which 
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have completed share-holding reform, all of these show the state’s overwhelming role. It is routine for Chinese 
officials to bounce back and forth from corporate to government posts at the behest of the Party, no less so at 
China Mobile and the like than anywhere else.

6
  

 
In stark contrast to private firms, which often cannot buy land at any price, SOEs have immediate call on free land, 
which is all technically owned by the state. The main barrier to SOEs acquiring land is other SOEs. SOEs as a matter 
of course also receive hefty power and other input subsidies not available to genuinely private firms 
 
As for capital, every aspect is dominated by the state. All large financial institutions are state-owned, the People’s 
Bank assigns loan quotas every year, and, within these quotas, lending is directed according to state 
priorities. Interest rates are also controlled, and last year real borrowing costs were barely above zero. 
Conveniently, then, loan quotas and bank practices strongly inhibit non-state borrowing. Securities markets are 
also dominated by the state. As an illustration, the volume of government bond issuance utterly dwarfs corporate 
bonds and is growing relentlessly, crowding out private firms. 
 
SOE Investment Share 
 
The popular question regarding SOEs is what portion of the economy do they comprise? The one clear answer is: 
significantly smaller than the 100 percent share 35 years ago, as well as smaller than the somewhat uncertain 
share 20 years ago.  
 
Beyond that, the State Statistical Bureau (SSB) provides insufficiently precise data. Even the number of SOEs is not 
published. There are fewer than 120 centrally controlled SOEs, and the number is still slowly shrinking. These, 
however, typically each have dozens of subsidiaries, including nearly all the Chinese companies most people are 
familiar with. There are also thousands of provincially and municipally controlled SOEs. Meanwhile, truly private 
firms number in the tens of millions, though are comparatively very small. There are also millions of firms of mixed 
or unclear status. 
 
Data provision for urban fixed investment was considerably enhanced starting in 2004. For the PRC, urban fixed 
investment is critical, because it drives the economy. In 2004, urban investment stood at 5.9 trillion yuan and was 
equivalent to 43 percent of GDP. Just six years later, it was a stunning 24.1 trillion yuan and equivalent to 61 
percent of GDP.

7
 The Chinese economy was formerly driven by exports; it is now driven by urban investment (2010 

rural investment was only 3.7 trillion yuan). 
 
Table 1: Urban Investment Shares (percent) 
 State-

owned 
Limited 
liability 
Corp. 

Domestic 
private 

Wholly 
foreign-
owned 

Partly 
foreign- 
owned 

Share-
holding 

Other 
mixed 
ownership 

2004 
 

44.0 20.8 11.1 4.5 7.3 9.3 3.0 

2007 
 

36.9 23.6 18.3 5.2 5.2 7.8 3.1 

2010 
 

38.0 24.3 21.1 3.3 3.3 6.7 3.4 

 
Because urban investment has almost quadrupled, all raw figures have increased and even the clearly waning 
foreign role represents greater absolute investment. Volume comparisons over time are thus misleading. An 

                     
6
 Chen Jialu, “CEO Reshuffles Signal New View of Watchdog,” China Daily, August 24, 2010, at 

http://www.chinadaily.com.cn/bizchina/2010-08/24/content_11194717.htm  
7
 All figures in this section, including the table, are taken from China Monthly Statistics, Volume 12, 2004 – Volume 1, 2011, 

National Bureau of Statistics, Beijing. 

http://www.chinadaily.com.cn/bizchina/2010-08/24/content_11194717.htm
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unmistakable trend is dynamic growth in what the SSB labels as private investment. Domestic private investment 
may have been undercounted in 2004 but, regardless, it is now in excess of one-fifth of total investment.  
 
Against that, what the SSB labels as the state-owned share is not quite two-fifths. This figure corroborates claims 
that the non-state sector comprises 60 percent or more of the economy. But it hardly indicates the private sector is 
anything like that large—with wholly owned foreign investment, the genuinely private share is a bit short of 25 
percent. The other 38 percent often called “private” is of various kinds of mixed ownership. 
 
Within this mixed grouping, there are three lesser categories. To qualify as partly foreign owned, a firm need be 
only 25 percent foreign-invested, even if the majority partner is state or private. Yet this figure is still small and 
declining. Shareholding is larger but also declining. “Other” ownership is small. The bulk of the mixed ownership 
category is limited liability corporations (LLC), which are approximately equal in share to what is officially 
designated as the private—domestic plus foreign—sector. 
 
What is this last group? It is manifestly not private. It has always been treated separately from domestic private 
companies. It includes subsidiaries of centrally controlled state giants such as Sinochem. Most important, it 
necessarily overlaps greatly with sectors that are required or admitted to be dominated by the state. The best 
single characterization of this group is that it is organized and behaves in a way that is starkly different than the 
SOEs of 1990, but that the bulk of LLC investment is still controlled by the state. 
 
In sum, the verifiable private sector accounts for one-fourth of urban investment. That share has risen since 2004, 
though the rate of climb has more recently slowed. 
 
Other Measurements 
 
Beyond investment, information is scattered. Chinese industrial production data are often used to represent GDP 
and then to divine state and private shares of the economy. This is a mistake for several reasons, the most 
immediate being that the production data do not even accurately portray production. They have always been 
internally inconsistent and, starting in 2006, were split into categories seemingly chosen to obfuscate.  
 
The best guess is that the truly private share of industrial production is somewhat higher than it is for investment. 
As private firms are universally accepted— even by the Chinese government—to be more efficient than SOEs, their 
share of inputs such as investment and employment will be higher than their share of outputs such as production 
or sales. A reasonable range for the genuinely private share of production is thus 30-35 percent. 
 
Elsewhere, reporting by SOEs is notoriously bad. However, it is suggestive, at least, that China National Petroleum 
and China Mobile claim more 2009 profits than the top 500 firms combined. The State-owned Assets Supervision 
and Administration Commission indicates that the assets of its firms have grown from the equivalent of 60 percent 
of GDP in mid-2003 to 62 percent of GDP in mid-2010, despite the rapid GDP gains during that period.

8
 

 
Official data on employment are again limited to cities but not as detailed as for investment. Through the third 
quarter of 2010, the explicit state share of employment was 57 percent, though that is well below the 74 percent 
announced seven years earlier. Unfortunately, the non-state share is here designated only as “other,” which 
obscures whether this includes restructured firms that are still manifestly state-controlled, as in the investment 
categories. The sectors which SOEs must or plainly do dominate accounted for 80 percent of the capitalization of 
domestic stock exchanges at the end of 2010. Similarly, tax revenue from private domestic firms is less than 15 

                     
8
 Zhou Xin and Simon Rabinovitch, “China Inc Gets New Chairman as State-Owned Firms’ Clout Grows,” Reuters, September 6, 

2010, at http://uk.reuters.com/article/2010/09/06/business-us-china-economy-state-idUKTRE68514720100906 and “China 
state giants outstrip private firms,” Channel News Asia, August 30, 2010, at 
http://www.channelnewsasia.com/stories/afp_asiapacific_business/view/1077996/1/.html  
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percent of the total.
9
 

 
Trade is an area of private sector strength. Domestic private firms generated 30 percent of exports in 

2010. In addition, foreign-funded enterprises account for over half of total trade.
10

 However, since 

“foreign-funded” can still include a private or state majority owner, these numbers cannot simply be 

added. Still, the combined private share of trade is considerably higher than it is in investment and may 

exceed 40 percent of volume. 

 

In contrast, SOEs utterly dominate outward investment. The Heritage Foundation’s China Global 

Investment Tracker provides information on the size and originating company, among other aspects, for 

large Chinese non-bond investments since the start of 2005.
11

 It corresponds well to official figures but 

contains far more information.  

 

On Heritage data, total non-state investment appears to be below $13 billion since 2005, which is less than 6 
percent of the total. The four largest investors—China National Petroleum, China National Petrochemical, China 
Investment Corp. (CIC), and China Aluminum—alone accounted for half of Chinese investment through the end of 
2010. All are centrally controlled, with CIC one of the two sovereign funds.  
 
All large investors, such as such as China Minmetals and Industrial and Commercial Bank of China, are centrally 
controlled. This reflects the national champion concept, that the PRC should have national firms with economies of 
scale sufficient to be competitive on global markets. Almost all firms that might qualify as national champions are 
SOEs. 
 
Can SOEs Be Rolled Back? 
 
A distinct policy related to the status of SOEs is consolidation—shrinking the number of firms in an industry to curb 
“disorderly competition.” Industries range from autos to yarn.

12
 Where market concentration is high, the State 

Development and Reform Commission preserves it. For example, to avoid competition cutting into crude oil profits 
and driving out inefficient suppliers, it hiked taxes for crude on the state giants but subsidized them in refining 
where they face competitors.

13
 This ensured state involvement at all points, so the suppression of competition fit 

perfectly with the all-too-visible hand.  
 
The suppression of competition coincident with regulatory protection of SOEs combine to guarantee SOEs will have 
relatively more weight. Optimists correctly point out that SOEs shrank in importance for most of the reform period 
and current pro-state policies can be reversed (again). That is certainly true, but may be quite difficult.   
                     
9
 China Monthly Statistics Volume 1, 2011 National Bureau of Statistics Beijing and “China Stimulus Plan Criticized for ‘Crowding 

Out’ Private Sector,” China Stakes, August 7, 2009, at http://www.chinastakes.com/2009/8/china-stimulus-plan-criticized-for-
crowding-out-private-sector.html  
10

 Wang Xiaotian, “Private Enterprise Exports Skyrocket,” China Daily, February 9, 2011, at 
http://www.chinadaily.com.cn/business/2011-02/09/content_11967514.htm and Ministry of Commerce, People’s Republic of 
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 Derek Scissors, “China Global Investment Tracker: 2011,” The Heritage Foundation, January 10, 2011, at 
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The national champions concept began to be discussed in the PRC in the late 1990s. At that time, there was no 
question about the hierarchy involved: the government would consider creating national champions and SOEs so 
blessed would remain entirely subservient, as they had for the previous fifty years. That hierarchy is no longer so 
clear. 
 
Some SOEs are now truly gigantic, not just on a national scale but a global one. The steel industry is grotesquely 
oversized in the international economy. National banks are on some measures the world’s largest, as are Chinese 
telecoms.

14
 The oil majors provide large chunks of national tax revenue. And State Grid dwarfs them all. They are 

the PRC’s global representatives, provide the government with much of its money and, more important, generate 
massive and steady employment. They are also run by high-level Party cadres or, in some cases, their children. 
When the next economic reformer takes the reins as Premier and pushes the SOEs, they will push back powerfully. 
 
The situation presents a severe challenge to the U.S. In most sectors, there is no market of 1.3 billion. Instead, 
there is what is left after the SOEs are handed the bulk. This applies, of course, to American companies looking to 
serve the Chinese market. It is no surprise that official data indicate the foreign investment share has plummeted 
in the past few years. The truncated market extends to U.S. exports. The various forms of subsidy provided to SOEs 
are far bigger barriers to American goods than the yuan’s peg to the dollar. Subsidization has been and can be 
increased to offset currency changes.  
 
More generally, massive bilateral economic imbalances are on the Chinese side caused by overinvestment and 
underconsumption. The PRC overinvests precisely to enable SOEs to retain dominant positions despite their 
inefficiency. To sustain this overinvestment, consumption must effectively be taxed. The regulatory suppression of 
competition discourages consumers and generates additional profit to finance SOE investment. Capital subsidies 
also finance investment and, though the state-run banking system, transfer income from households to SOEs via 
controlled interest rates. 

 

In the new five-year plan, the PRC is once again touting rebalancing. It has done so since 2004 and matters have 

only worsened. There is a very good reason for this: rebalancing would undermine SOEs, when the thrust of policy 

is to exalt them. For China to actually rebalance, Beijing will have to accept a retrenchment of SOEs and this 

process will be stridently opposed. It is strongly in America’s interest to assist, by reorienting bilateral economic 

policy toward making retrenchment of SOEs by various means the top goal.  

 
 V ICE CHAIRMAN SLANE:   Dr .  Naughton.  

 
STATEMENT OF DR.  BARRY J .  NAUGHTON  

ROFESSOR OF CHINESE ECONOMY, UNIVERSITY OF  
CALIFORNIA,  SAN DIEGO,  LA JOLLA,  CALIFORNIA  

 
 DR.  NAUGHTON:   I  don't  th ink we're  going to  get  as  v ig orous a  debate 
as  you would  l ike.   I  f ind  I  agree with  a lmost  everyth ing that  Derek Scissors  
sa id .    
 Obviously,  I  would  g ive  s l ight ly  d i f ferent  emphasis  to  certa in  aspects  
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of  the story,  but  overal l  the story that  I  would  te l l  would  be,  I  th ink,  quite  
s imi lar .  
 We are  looking at  a  China where we saw dramat ic  progress  in  the 
destat izat ion of  the economy up through about  2003.   Actual ly  when I  had 
the honor  of  test i fy ing before th is  Committee in  2007,  I  sa id ,  at  that  point :   
look,  one of  the main  th ings  we se e is  a  stabi l i zat ion of  state  ownership ,  i t s  
concentrat ion in  certa in  key sectors ,  cont inued ef forts  at  reform going a long 
with  the stabi l i zat ion of  the state  sector ,  and at  that  point  laying out  
ambit ious new development  pr ior i t ies  in  the 11th  F ive  Year  P lan  and the 
Medium and Long-Term Plan for  Technology Development .  
 But  i t  was too ear ly  at  that  point  to  real ly  see whether  those 
in i t iat ives  were ser ious and whether  they were going to  come to  something 
because f rom that  point ,  looking back wards ,  most  of  the previous Chinese 
p lans hadn't  amounted to  a  whole  lot .  
 Four  years  later ,  what  we see is  that  these same observat ions,  I  th ink,  
are  st i l l  the key t rends that  we should  use to  structure how we look at  the 
Chinese state  sector ,  but  the t rends are  worse i n  every one of  these 
d imensions.  
 So,  for  instance,  i f  we look at  stabi l i zat ion of  centra l  government  state  
sector ,  again ,  as  Derek sa id ,  now i t 's  not  just  stabi l i zat ion;  i t ' s  a lso  a  
pol i t ica l  reassert ion of  the fundamental  importance of  these state -owned 
f i rms that  we d idn't  see f ive  years  ago.  
 F ive  years  ago was a  sort  of  a  pragmat ic  compromise:  wel l ,  what  are  
we going to  do with  natural  resource sectors?  We're  worr ied  about  
fore igners  coming in ;  we're  not  so  comfortable  with  pr ivate  f i rms doing i t .   
Maybe we' l l  hold  on to  i t  for  the state.   But  now i t 's  become something 
much,  much more expl ic i t .  
 The centra l  government  state -owned sector  has  been growing.   I f  we 
take the pr imar i ly  industr ia l  f i rms under  SASAC,  which  is  the key centra l  
government  body th at  manages these f i rms,  i t  had about  8 .6  mi l l ion  
employees in  2002,  and 12 mi l l ion  at  the end of  2009.  
 So  these are  b ig  f i rms,  and they're  gett ing b igger .   I f  we looked at  
their  capita l ,  at  their  va lue,  the increase would  be,  of  course,  much greater  
because they're  more prof i tab le  and they're  growing.  
 When we look at  the state  sector  overal l ,  those increases  are  actual ly  
a lmost  exact ly  balanced out  by reduct ions in  state  sector  employment  in  
smal ler  sca le ,  more compet it ive,  previously  local ly - run sectors .  
 So  the state  sector ,  as  a  whole,  i sn 't  gett ing b igger ,  but  the companies  
that  we care  about ,  that  have a  b ig  g lobal  impact  and have b ig  inf luence,  
they're  gett ing b igger ,  and of  course,  as  the Chinese economy is  gett ing 
b igger ,  they're  obviously  p laying a  more important  g lobal  ro le .  
 Number two,  th e  reform impulse .   When we say that  the large state  
f i rms were stabi l i zed,  of  course,  part  of  that  stabi l i zat ion was t ry ing to  make 
them into more ef f ic ient  corporat ions,  repackaging them, g iv ing them 
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modern corporate  governance structures  and to  a  certa in  extent  l i st ing them 
on the publ ic  stock markets  in  China.  
 That  process,  that  impulse,  the reform impulse,  has  c lear ly  weakened 
over  the last  f ive  years .   L i  Rongrong  who was the f i rst  head of  SASAC had a  
very ambit ious agenda to  reorganize  and shr ink down a l l  these companies  to  
less  than a  hundred large -scale  compet it ive  f i rms,  and a lso  to  take each one 
of  these and reorganize  them into an  integral  corporat ion so  i t  d idn 't  have 
any sort  of  bureaucrat ic  e lements ,  i t  wouldn't  have any loss -making,  h idden 
s lush  funds and a l l  th is  stuf f ,  and he fa i led.   He fa i led  in  both  those ef forts .  
 The number of  companies  d id  not  shr ink down to  under  a  hundred,  
and the number of  those companies  that  have been reorganized integral ly  
into  modern jo int  stock corporat ions in  th is  way,  they c la im 20,  but  that 's  a  
st retch  at  best .  
 Derek referred to  the ef fort  to  def ine sectors  where the state  p lays  a  
ro le ,  and he ended up concluding most  of  the economy is  reserved for  state  
enterpr ises.   I  don't  quite  agree with  that  interpretat ion,  but  I  very much 
agree with  h im that  that  was a  very important  episode.  
 Essent ia l ly  what  i t  was,  was a  botched episode where SASAC tr ied  to  
lay out  a  rat ionale  for  whether  or  not  they would  have state  ente rpr ises  in  
certa in  sectors - -natural  resources,  te lecom, et  cetera - -but  then they 
col lapsed into  th is  argument  about ,  wel l ,  wait  a  minute,  what  about  a  state  
steel  mi l l?   There's  not  real ly  just i f icat ion for  state  ownership  in  the steel  
industry,  but  we do have th is  one real ly  good steel  mi l l  so  maybe we should  
a l low that .  
 Actual ly  what  happened is  that  the document  Derek is  referr ing to  
never  was publ ished.  I t  was supposed to  be publ ished,  i t  was supposed to  be 
rat i f ied  by the State  Counci l  and publ ished,  but  never  was.   So  c lear ly  there 
was e i ther  some kind of  pol i t ica l  argument  or  some kind of  decis ion perhaps 
to  keep i t  secret ,  which  is  a lso  poss ib le .  
 The one posit ive  th ing we see in  th is  respect  is  that  over  the last  three 
years ,  the government  has  sta rted col lect ing d iv idends f rom state  f i rms,  
in i t ia l ly  f ive  percent ,  later  ten  percent ,  and more f rom some of  the natural  
resource f i rms,  which  are  most  prof i tab le .  
 So  at  least  that  does a  l i t t le  b i t  to  balance of f  some of  these 
concentrat ions of  economic power,  which  I  very much agree with  Derek are  
shaping and d istort ing the whole  pol icy  process  in  China.   
 In  fact ,  we should  say quickly  that  part  of  the debate about  reform in  
China- -and reform is  not  going very wel l  in  China,  but  at  least  there 
cont inue to  be v igorous  debates- - that  some of  the debates  that  get  
interpreted as  being about  democrat izat ion in  the U.S.  are  perhaps more 
accurately  about  these concentrat ions of  power in  some of  the state -owned 
enterpr ise  ro les.   We can ta lk  about  that  later  i f  y ou're  interested.  
 F inal ly ,  one last  set  of  points ,  and that  is  a long with  th is  embrace of  
the state  sector ,  we a lso  see a  much greater  wi l l ingness  on the part  of  the 
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government  to  use these state -owned f i rms as  instruments  of  government  
pol icy.  
 For  example,  dur ing the st imulus  program  after  the g lobal  f inancia l  
cr is is  h i t ,  state-owned enterpr ises  boost ed their  investment  f rom 20 percent  
of  GDP to  25 percent  of  GDP  ( in  2009) .   Huge.   And that 's  in  state -control led  
f i rms.   So  that 's  a  mass ive  amount  of  reso urces  f lowing through the state -
owned f i rms.  
 We see the government  much more wi l l ing to  use state -owned f i rms as  
an  instrument  of  technology development .   We saw i t  with  the te lecom f i rms 
being essent ia l ly  coerced into  adopt ing the Chinese indigenous tech nology 
standard,  TD -SCDMA.  We see i t  in  large engineer ing,  so -cal led  "mega -
projects ,"  inc luding the large c iv i l ian  a ir l iner  that  the Congresswoman was 
ta lk ing about .   We see i t  even in  th ings  l ike  corporate  socia l  responsib i l i ty .   
Th is  year ,  SASAC's  b ig  e mphasis  i s  not  on reforming these b ig  f i rms,  but  in  
making them into large,  external ly -or iented nat ional  champions.   So  i t 's  
c lear  that  the focus has  sh i f ted.  
 So  f inal  words,  the momentum is  c lear ly  there for  a  larger ,  more 
intrus ive  government  ro le  exerc ised through state -owned enterpr ises,  and I  
th ink i t  i s  indeed a  b ig  chal lenge for  us.  
 Thank you.  
  
 

PANEL I I :   DISCUSSION,  QUESTIONS AND ANSWERS  
 

 V ICE CHAIRMAN SLANE:   Thank you,  Dr .  Naughton.   
 We' l l  go  to  some quest ions,  and I ' l l  s tart  with  my co -chairman here,  
Mr.  Wessel .  
 HEARING CO-CHAIR WESSEL:   Thank you,  gent lemen.   Thank you both 
for  return  v is i ts  to  the Commiss ion.   I t ' s  a lways a  p leasure to  have you 
before us.  
 I 'd  l ike  to  understand f rom a fa ir ly  h igh  a l t i tude what  th is  means in  
terms of  comp et it ive  pressures.   From what  you both descr ibed,  i t  appears  
to  me that  the U.S.  and other  countr ies  are  cont inuing on a  path  towards 
WTO l iberal izat ion,  meaning we are  cont inuing to  abide by a l l  of  our  
commitments  that  were made,  tar i f f  reduct ions,  et  cet era,  and access.  
 And China,  rather  than moving towards a  market  economy or  an  
economy with  greater  market  st imuluses,  i f  you wi l l ,  i s  actual ly  going in  the 
wrong d irect ion.   You both  descr ibed the fact  that  the sector  is  probably  
cement ing i tse l f  as  wel l  as  creat ing a  more outward approach that 's  going to  
create  markets  overseas,  brands,  et  cetera,  et  cetera,  so  that  we're  going to  
see much greater  compet it iveness  in  terms of  their  internat ional  ef forts .  
 We have l imited resources  here in  terms of  the tool s  that  are  
avai lab le .   Two or  three weeks ago,  the WTO made a  decis ion that  l imits  the 
abi l i ty  of  the U.S.  to  respond on countervai l ing dut ies ,  to  respond to  the 
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subsid ies  that  are  inherent  in  many of  these state -owned enterpr ises,  and,  
in  2016,  the U.S.  l oses  the automat ic  r ight  to  t reat  China as  a  non -market  
economy.   I t  sh i f ts  to  a  d i f ferent  test .  
 How should  we be looking at  th is  f rom a compet it ive  posture?  You've 
descr ibed the growth of  the state,  but  what  does i t  mean to  the U.S.  in  
terms of  how our  companies  compete,  and what  wi l l  happen with  
employment  and other  issues here?  
 Dr .  Sc issors ,  do you want  to  start?  
 DR.  SCISSORS:   Sure.   I t ' s  my job here to  br ing a  l i t t le  b i t  of  Her i tage 
Foundat ion ideology to  a l l  these meet ings  so  I 'm going to  start  r i ght  at  the 
beginning and get  that  out  of  the way.   Th is  i sn 't  going to  work.   I t ' s  not  
going to  work.  
 The Chinese have chosen to  subsid ize  and warp their  economy to  
subsid ize  bad f i rms in  a  lot  of  cases,  not  a l l  of  them.  Some of  them are 
better  than othe rs.   They're  not  a l l  exact ly  the same.  
 HEARING CO-CHAIR WESSEL:   When you say " i t 's  not  going to  work,"  do 
you mean for  the Chinese or  for - -  
 DR.  SCISSORS:   I t ' s  not  going to  work for  the Chinese.  
 HEARING CO-CHAIR WESSEL:   Okay.  
 DR.  SCISSORS:   So  at  the  aggregate level ,  th is  i s  not  something the 
United States  needs to  worry about .   The Chinese are  going to  waste  their  
resources.   They're  doing i t  a l ready,  the tota l  unnecessary environmental  
deplet ion,  drop in  return  on capita l .   A l l  of  th is  i s  going to  c ome out  as  their  
labor  force switches in  the middle  of  the decade,  but ,  that 's  only  one 
answer to  your  quest ion.  
 So  one of  my answers  to  your  quest ion is ,  hey,  i f  I 'm an American 
pol icymaker  looking at  the long -term,  I 'm not  worr ied  about  th is .   The 
Chinese are  shoot ing themselves  in  the foot .  
 Now,  i f  I 'm an American businessman or  somebody concerned about  
the short  term,  the p icture  is  quite  d i f ferent  because subsid ies  tend to  hurt  
somebody.   They help  somebody and they hurt  somebody.   They hurt  the 
people  who have to  pay for  them and the people  who have to  compete 
against  them.  
 I  th ink,  as  a  pract ica l  matter ,  just  going down the subsidy road in  the 
U.S. ,  which  I  real ize  was now what  you were asking,  i s  not  a  good idea.   We 
wi l l  never  be able  to  compete with  the Chinese on subsid ies.   They can 
mobi l ize  resources  far  more than we can.   That 's  the whole  point  of  th is  
panel ,  i s  that  the Chinese have/the government  has  t ies  to  these f i rms that  
the U.S.  government  thankfu l ly  doesn't  have t ies  to .  
 Where we go,  I  th ink,  f i rst ,  i s  go  af ter  the regulatory protect ion.   To  
me,  the b iggest  subsidy is  not  the money that 's  spent .   And that 's  why I  led  
with  a  State  Counci l  statement  and why Professor  Naughton correct ly  
emphasized i t  even though we d isagree a  l i t t le  b i t  on  i ts  importance.  I f  
real ly  huge parts  of  the Chinese market  are  reserved to  these f i rms,  i f  
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they're  regional  monopol ies  or  even subsector  monopol ies  where a l l  of  th is  
k ind of  petrochemical  i s  on ly  produced by one company,  there are  
economies of  sca les ,  t here are  monopoly prof i ts  that  are  avai lab le  to  them.  
 I t  obviously  b locks  American exports  more fundamental ly  than any 
currency valuat ion you can,  just  as ,  sorry,  th is  part  of  the market  is  not  
avai lab le  to  you.  
 We need to  go after  them on that  bas is .   A nd that 's  not  a  subsidy 
batt le .   I 'm not  a  lawyer - - i t  i s  something we haven't  done in  the WTO,  
certa in ly  something we haven't  done in  our  b i latera l  negot iat ions.   That  is  
not  going to  so lve  a l l  our  short - term problems.   In  the long -term,  I  don't  
th ink we h ave a  problem.  But  that 's  where I  would  start .   The regulatory 
protect ion of  these f i rms g ives  them a g igant ic  advantage f rom which  
everyth ing e lse  stems.  
 HEARING CO-CHAIR WESSEL:   Dr .  Naughton,  before you start ,  we have 
Congressman Hinchey.    
 Just  a  qu ick comment,  Dr .  Sc issors ,  which  is  they may be shoot ing 
themselves  in  the foot .   My fear  is  they have their  foot  on our  chest .  
 [Laughter . ]  
 V ICE CHAIRMAN SLANE:   Thanks.  
 Congressman,  p lease come up and jo in  us.   We're  happy to  take your  
statement .  
 HEARING CO-CHAIR WESSEL:   Dr .  Naughton,  we' l l  cont inue with  your  
response after  Congressman Hinchey.  
 

[CONTINUATON OF PANEL I :   CONGRESSIONAL PERSPECTIVES]  
  

 V ICE CHAIRMAN SLANE:   Congressman Maurice  Hinchey represents  New 
York's  22nd Congress ional  D istr ict  a nd s i ts  on  the House Committee on 
Appropr iat ions,  inc luding the Subcommittee on Defense.   He is  a  st rong 
supporter  of  the pres ident ia l  hel icopter  program, and in  February,  the 
Congressman sent  a  letter  to  Secretary Gates  urging the Department  of  
Defense to  re ject  a  potent ia l  b id  for  the pres ident ia l  hel icopter  program 
from China's  state -run China Aviat ion Industry  Corporat ion.  
 The Congressman is  a lso  a  cosponsor  of  H.R.  106,  a  b ipart isan 
resolut ion express ing the House of  Representat ives '  sense that  the ne w 
pres ident ia l  hel icopter  f leet  should  be bui l t  us ing products  manufactured in  
America,  and that  the Defense Department  should  prohib it  any defense 
acquis i t ion  b id  involv ing any ent i ty  control led,  d irected or  inf luenced by the 
government  of  China.  
 Congressman,  we're  happy to  have you with  us  today and look forward 
to  your  test imony.  
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STATEMENT OF MAURICE HINCHEY  

A U.S.  REPRESENTATIVE FROM THE STATE OF NEW YORK  
 
 

 MR.  HINCHEY:   Thank you very much.    
 I t ' s  a  great  p leasure for  me to  be here,  and I  deeply  appreciate  the 
attent ion that  you're  paying to  th is  as  you pay to  so  many th ings  that  are  
cr i t ica l ly  important  for  our  country.  
 So  I  would  l ike  to  start  of f  by thanking the members  and staf f  of  the 
U.S. -China Economic and Secur i ty  Review Commiss ion for  y ears  of  dedicated 
service  to  the Congress  and the country.  
 Your  work invest igat ing and report ing on our  re lat ionship  with  China is  
of  the utmost  importance,  and my col leagues and I  deeply  appreciate  your  
ef forts  and a l l  the recommendat ions that  you put  fo rward.   I 'm honored to  
have the opportunity  to  test i fy  before you today and look forward to  
cont inuing to  work with  you i f  that  su its  you appropr iate ly.  
 I  wi l l  begin  by saying that  the United States,  inc luding our  people  in  
government ,  does not  harbor  neg at ive  wishes for  China.   Oftent imes,  
cynica l ,  but  popular ,  v iewpoints  and sound b ites  on China are  
overrepresented by a  number of  people - -opin ion makers,  the press,  var ious 
ways.   We want  the Chinese people  to  be successfu l  and prosperous.  We 
want  them to be our  partners  in  the g lobal  economy.  
 The United States  respects  the determinat ion of  the Chinese people  to  
thr ive,  and the fact  of  the matter  is  that  the economic fate  of  our  two 
nat ions are  very much l inked together ,  more and more so  now.  
 Compet it ion  serves  both  countr ies  by strengthening our  best  business  
and ideas,  but  in  order  to  ensure the benef i ts  and sacr i f ices  of  the g lobal  
economy,  that  those economies are  shared,  that  compet it ion  must  be fa ir .  
 Unfortunately,  there have been unfair  and unwise pol ic ies  here in  our  
own country and in  China that  have dr iven manufactur ing jobs out  of  the 
United States,  and a  lot  of  those that  have been dr iven out  of  the United 
States  have gone over  to  China.  
 Far  too often i t  seems that  our  major  export  to  China is  our  jobs.   
Between 2001 and 2008,  our  growing t rade def ic i t  with  China has  cost  or  
d isp laced 2.4  mi l l ion  jobs here f rom the United States.   So  I 'd  l ike  to  
h igh l ight  th is  chal lenge through the renewable  energy sector ,  which  is  an  
area that  has  been of  spec ia l  interest  to  me over  the years ,  and I  know i t  
has  been of  great  interest  to  you as  wel l .  
 On renewable  subsid ies ,  as  some of  the board members  may know,  the 
so lar  industry  has  had a  posit ive  economic impact  on upstate  New York,  in  
part icu lar  in  the d ist r ict  that  I  represent .  
 Over  a  dozen new solar  and solar - re lated companies  have opened in  
the last  three years ,  and doing so,  creat ing hundreds of  new jobs with  
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addit ional  jobs  expected over  the course of  the next  two years  as  wel l .  
 These new companies  an d jobs have been welcomed in  a  region that  
was severely  impacted when major  manufacturers  sh ipped jobs overseas as  
the result  of  unfa ir  f ree t rade agreements  which  I  st rongly  opposed,  and I  
know that  a  lot  of  us  have strongly  opposed i t .  
 C lean energy repr esents  one of  the most  s ign i f icant  growth 
opportunit ies  for  the United States  economy in  decades.   Businesses  are  
start ing up and thousands of  new jobs are  being created.   At  the same t ime,  
we are  reducing our  re l iance on fore ign  sources  of  energy and prot ect ing 
our  environment .  
 Unfortunately,  China is  i l legal ly  subsid iz ing and protect ing i ts  c lean 
energy industry  at  the expense of  United States  companies,  who are  being 
forced to  compete on an uneven p laying f ie ld .  
 Th is  type of  ant i -compet it ive  i l legal  ac t iv i ty  has  hurt  the d istr ict  that  I  
represent ,  as  wel l  as  towns,  c i t ies  and states  a l l  across  th is  country.    
 Last  September,  I  wrote to  Pres ident  Obama urging h im to  enforce the 
World  Trade Organizat ion 's  ru les  for  t rade between nat ions and to  ensure 
that  China stops provid ing i l legal  subsid ies  for  the Chinese renewable  
energy sector .  
 I 'm very p leased that  the administrat ion responded to  my letter  and 
other  ca l ls  for  fa i r  t rade pract ices  by launching an invest igat ion into  China's  
subsid ies  and other  prac t ices.   We need to  aggress ive ly  work to  enforce 
internat ional  t rade agreements  to  ensure a  fa ir  p laying f ie ld  for  American 
businesses.  
 At  the same t ime,  i f  we want  domest ic  industry  to  compete with  
Chinese state -owned and other  Chinese companies,  we need long-term 
strategic  investments  in  our  own renewable  energy economy.  
 In  my v iew,  one of  those investments  should  be made by the 
Department  of  Defense in  order  to  promote growth in  our  domest ic  energy.  
 As  you may know,  the Department  of  Defense must  ab ide  by the Buy 
American Act  when purchasing products  with in  the department .   Instead of  
having d irect  procurement ,  the agency has  increasingly  begun to  re ly  on 
f inancing vehic les ,  such as  Power Purchase Agreements,  to  fund renewable  
energy investments.   These  Power Purchase Agreements,  PPAs,  are  attract ive  
because they require  no up -front  capita l  costs .  
 Instead,  a  pr ivate  ent i ty  insta l ls ,  owns and operates  a  system on a  
mi l i tary  insta l lat ion and se l ls  the power to  the base.  
 But  the Buy American Act  does not  apply  to  th is  type of  contract  
mechanisms.   And in  cases  of  so lar  energy products ,  there exists  a  de facto  
loophole  for  h igh ly -subsid ized Chinese and other  fore ign  so lar  panel  
manufacturers  to  get  their  panels  insta l led  on mi l i tary  insta l lat ions across  
the United States  and across  our  act iv i t ies  in  other  p laces,  a l lowing 
American so lar  jobs  to  be pushed overseas.  
 Some of  the largest  so lar  projects  with in  the mi l i tary  re ly  heavi ly  on 
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fore ign-manufactured renewable  energy,  inc luding so lar  arrays,  for  example ,  
at  Nel l i s  A ir  Force Base and Camp Pendleton.  
 To  address  th is  growing concern,  I  obtained language in  the F isca l  Year  
2011 Nat ional  Defense Author izat ion Act  to  extend the Buy American Act  to  
Power Purchase Agreements  and other  ind irect  contracts  used to  insta l l  our  
so lar  panels  on defense faci l i t ies .  
 The intent  of  th is  language is  to  ensure the Buy American Act  i s  
appl ied  in  a l l  cases  where so lar  panels  are  insta l led  on Department  of  
Defense property.  
 So  I  wi l l  be  working with  th is  Congress  to  expand t he language to  
other  energy technologies  that  the Department  of  Defense purchases to  
further  dr ive  the message home that  renewable  energy purchasing decis ions 
have a  d irect  impact  on the success  of  our  nat ion 's  renewable  energy 
manufactur ing economy and ou r  nat ional  secur i ty.  
 And I  know how sensit ive  you are  to  a l l  of  that  and how deeply  
understanding you are  about  th is  s i tuat ion and the progress  that  we real ly  
have to  make.  

 On the pres ident ia l  hel icopter - -and I  thank you very much for  ment ioning 
that  just  a  few minutes  ago -- last ly ,  I  would  l ike  to  h igh l ight  the poss ib i l i ty  
that  a  Chinese state -owned company may manufacture the next  pres ident ia l  
hel icopter .   I  certa in ly  hope that 's  not  the case,  but  there is  a  poss ib i l i ty  
that  i t  may happen.  
 I  am fortunat e to  be working against  that  poss ib i l i ty  with  my f r iends 
and col leagues,  inc luding Congresswoman Rosa DeLauro,  who I  bel ieve 
a lready touched here th is  morning.    
 The Wal l  Street  Journal  recent ly  reported that  China's  state -run China 
Aviat ion Industry  Corp orat ion may of fer  i t s  AC -313 hel icopter  for  use in  the 
next  Marine One f leet .   The Pres ident  of  the United States  of  America  should  
not  be f ly ing around in  a  hel icopter  that  is  made in  China.  
 I t  was a  $4 b i l l ion  mistake to  cancel  the pres ident ia l  hel icopt er  
program in  the f i rst  p lace,  but  putt ing a  state -run Chinese company in  the 
running for  the new project  would  be a  s lap  in  the face to  American workers ,  
and i t  would  harm th is  industr ia l  operat ion here in  the United States,  which  
we know is  very much in  need of  the kind of  attent ion that  we need to  g ive  
to  i t  and the kind of  energy that  needs to  be generated including a  lot  of  
jobs.  
 I f  the Chinese actual ly  won the contract ,  our  most  sensit ive  nat ional  
secur i ty  informat ion,  the technology and systems we u se to  t ransport  our  
pres ident ,  could  be put  d irect ly  into  the hands of  a  fore ign  power.   I  cannot  
imagine a  worse mistake.  I 've  urged Secretary Gates  to  consider  these 
impl icat ions,  and I  hope that  upon looking into  the matter ,  that  he wi l l  make 
the r ight  decis ion.  
 So,  br ief  conclus ion.   I  thank the Commiss ion for  i t s  dedicat ion to  the 
study of  our  re lat ionships  with  China.   For  more than a  decade,  the Congress  
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has benef i ted f rom your  work,  not  just  the Congress  has  benef i ted f rom your  
work,  but  as  a  resul t  of  the Congress '  benef i t ing f rom your  work,  the nat ion 
has  benef i ted f rom your  work,  and we are  a l l  deeply,  deeply  appreciat ive  of  
the th ings  that  you have done.  
 So  i t  cont inues.   I t  cont inues,  and the work that  you do cont inues to  
be cr i t ica l ly  importa nt ,  and for  a l l  of  those reasons,  I  very much,  very deeply  
appreciate  the opportunity  that  you have g iven me to  be here with  you th is  
morning and to  say a  few th ings  about  the kind of  c i rcumstances that  I  know 
you are  deal ing with  ef fect ive ly,  and how al l  of  us  need to  deal  with  
ef fect ive ly,  in  order  to  strengthen the economic c i rcumstances of  our  
country as  wel l  as  aspects  of  the secur i ty  operat ions of  th is  country,  which  
are  absolute ly  essent ia l  for  our  future.  
 So,  again ,  my deep grat i tude to  you.   I  dee ply  appreciate  the 
opportunity  to  be here.  
 V ICE CHAIRMAN SLANE:   Thank you,  Congressman,  for  your  very helpfu l  
remarks,  and we real ly  appreciate  your  t ime.   Thank you,  s i r .  
 MR.  HINCHEY:   Thank you.   Thank you very much.  
 

PANEL I I  –  (cont inuat ion)  
 

 HEARING CO-CHAIR WESSEL:   Dr .  Naughton,  i f  you had any thoughts  on 
the quest ions I  had asked ear l ier .  
 DR.  NAUGHTON:   A  couple  quick thoughts.   Again ,  I  agree with  Derek 
Scissors ,  that  the main  problem here,  most  of  these large state  f i rms are  not  
b ig  exporters  so  they're  not  d irect  chal lenges on the export  s ide.  
 They're  a  b ig  problem in  terms of  restr ict ing our  exports ,  not  just  
because of  the regulatory barr iers ,  but  a lso  because they then turn  around 
and generate  very h igh  prof i ts  because they operate  in  pro tected markets ,  
and they can use these - - they actual ly  don't  need that  much subsidy because 
they are  pretty  h igh -margin  businesses  themselves.  
 So  i t 's  i ronic  that  China today after  going into  the World  Trade 
Organizat ion exper iences remarkable  economic boo m showing,  you would  
th ink,  beyond a  shadow of  a  doubt  that  i t ' s  in  their  interests  to  cont inue 
l iberal iz ing and opening up,  and yet  their  response to  that  seems to  have 
been to  t ry  and extract  addit ional  benef i ts  f rom craft ing c lever  regulatory 
barr iers  t hat  g ive  them addit ional  benef i ts .  
 So  I  th ink,  l ike  Derek,  I  th ink i t  won't  work.   But  st i l l  we have to  
respond,  and I  th ink we're  especia l ly  chal lenged to  respond to  these large 
state-owned enterpr ises  as  they start  to  expand overseas.   
 Now,  so  far ,  a lm ost  a l l  of  that  has  been energy re lated,  and in  a  way 
energy is  specia l .   We see lots  of  state -owned companies  operat ing in  
energy markets  around the world ,  and i t  looks  l ike  i t 's  something we just  
have to  learn  to  l ive  with .  But  as  th is  expands beyond ene rgy into  other  
sectors ,  I  th ink we need,  we need a  more expl ic i t  and carefu l  pol icy  about  
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what  we do and don't  permit  for  state -owned f i rms in  the United States.  
 I  th ink we need a  pol icy  with  greater  reciprocity  between the two 
countr ies  and maybe a  Bi lat era l  Investment  Treaty might  be atta inable  as  a  
way to  establ ish  some better  set  of  ground ru les  that  are  consistent  with  
further  l iberal izat ion,  which  is  certa in ly  in  our  interests ,  but  certa in ly  that  
would  be very,  very chal lenging.  
 I  just  wanted to  mak e one last  quick point .   Of  course,  our  object ive  
here is  to  focus on the state -owned sector .   But  I  do want  to  say that  we 
a lso  have problems with  the pr ivate  sector  in  China.   The Chinese 
government  is  capable  of  very sophist icated d i f ferent iat ion in  ter ms of  when 
they want  to  a l low and support  the pr ivate  sector ,  inc luding in  lots  of  h igh  
technology start -up sectors ,  where in  many cases,  i t ' s  pr ivate  f i rms that  get  
generous subsid ies  f rom the Chinese government  and are  tough compet itors .  
 So  in  some ways ,  that  is  a  good th ing about  China,  that  i t  cont inues to  
exper ience a  robust  growth of  the pr ivate  sector ,  but  for  us  in  terms of  
craft ing pol ic ies ,  i t  creates  a  whole  addit ional  set  of  chal lenges that  we 
need to  respond to.  
 HEARING CO-CHAIR WESSEL:   Than k you.   
 I  hope we have another  round of  quest ions.  There are  many fo l low -ups 
that  f low from that ,  but  I  wi l l  cede my t ime.  
 V ICE CHAIRMAN SLANE:   Commiss ioner  Shea.  
 COMMISSIONER SHEA:   Yes,  thank you,  both,  for  being here.    
 I  want  to  cont inue a long th i s  l ine  of  quest ioning.   I  agree with  both  of  
what  you're  saying,  that  i t  would  appear  that  there 's  immense inef f ic iency,  
immense misal locat ion of  resources  in  China .   I f  you read the book ca l led  
Red Capita l ism,  which  recent ly  came out ,  and i t  goes into  the  se l f -deal ing 
between the state -owned banks and the state -owned corporate  enterpr ises,  
— the Chinese economy  looks l ike  a  house of  cards  that  may eventual ly  
co l lapse.  
 But  there are  others  who say i t 's  such a  huge country,  China is  such a  
huge country,  ther e is  such upside,  there is  such product iv i ty  enhancement  
that  can be extracted,  that  the col lapse is  not  going to  come any t ime soon,  
that  i t  can bear  these inef f ic iencies.  
 I  was wonder ing i f  you could  explore  that  a  l i t t le  more?  You touched 
upon i t ,  and  I  would  encourage,  Derek,  Her i tage,  i t ' s  one th ing to  say the 
Chinese economy is  going to  col lapse,  i t ' s  inef f ic ient ,  there’s  misal locat ion 
of  resources,  not  to  worry,  but  that 's  20  years  down the road or  15 years  
down the road.   I t ' s  having an  impact  tod ay in  the United States.  
 I  know you came up with  a  very br ief  pol icy  response,  and I 'd  l ike  you 
to  descr ibe that  in  greater  detai l ,  but  I  th ink i t 's  important  for  Her i tage and 
others  to  come up with  appropr iate  pol icy  responses that  can be  pursued 
today before the inef f ic iencies  real ly  begin  to  put  a  drag on the Chinese 
economy.  
 So  I  would  l ike  to  throw that  comment  out  to  you,  and i f  both  of  you 
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would  respond to  i t .  
 DR.  SCISSORS:   I  guess  I ' l l  s tart .   That 's  a  fa i r  statement .   I  actual ly  
th ink the stagn at ion rather  than col lapse,  and I  th ink i t 's  sooner  than 20 
years .  
 Responding to  the f i rst  part  of  your  c la im,  there is  a  lot  of  upside 
potent ia l  in  China,  but  they're  moving away f rom that .   They tapped i t ,  and 
they tapped i t  for  a  good 20,  25  years  of  r eform,  and then they moved away.  
 And i t  doesn't  matter  how much potent ia l  you have,  we have an incredib le  
amount  of  untapped potent ia l  in  th is  country,  you adopt  the wrong pol ic ies ,  
you don't  tap  i t ,  and i t 's  just  st i l l  s i t t ing out  there and nothing happe ns.  
 So  I 'm pretty  bear ish  on the current  d irect ion of  the Chinese economy.  
 They can change.  They've changed before.  
 With  regard  to  pol icy  responses,  part  of  th is  i s  how bad you see the 
problem.  The Congressman just  here was c i t ing American jobs lost  to  the 
t rade def ic i t .   I  just  completely  re ject  the l ink between i f  you run a  t rade 
def ic i t ,  you automat ica l ly  lose  jobs.   I t ' s  just  fa lse.  
 Now,  you can run,  you can lose jobs in  a  t rade def ic i t .   You can 
actual ly  lose  jobs in  a  t rade surp lus.   I t  depends o n what  industr ies  you're  
ta lk ing about .  
 So,  what  I  would  say about  our  current  economic problems is  that  
they're  se l f - inf l icted,  and the best  way to  deal  with  China is  to  f ix  our  own 
problems.   Why?  We are  much r icher  than them.  We have much more 
product ive  workers ,  on  the order  of  ten  t imes more product ive,  than they 
do,  and we have a  much better  set  of  physica l  resources  to  deal  with ,  more 
water ,  more arable  land,  less  pol lut ion,  more coal ,  more natural  gas,  a l l  of  
i t .  
 We have a l l  the cards  in  th is  ba tt le ,  and when you hold  the better  
hand,  you don't  worry about  the other  s ide so  much.   So  my f i rst  response 
on the pol icy  s ide is  we hold  the advantage;  let 's  use i t  proper ly.  
 My second is  we need to  focus,  and that 's  why I  made those a  l i t t le  b i t  
catty  remarks  about  the currency.   To  me,  even i f  someone were to  say,  
look,  currency is  the number one problem,  that 's  where a l l  our  energy is  
going to  go to,  I  might  say okay,  I  completely  d isagree with  that .   But  when I  
ta lk  to  my f r iends at  Treasury,  and the y're  going to  the S&ED,  they have 
e ight  th ings  they want  to  do.   No.   Not  going to  work.   That 's  just  a  recipe 
for  a  ta lk  shop.   You got  to  f igure out  what  is  the pr ior i ty  of  the United 
States.  
 I s  the pr ior i ty  of  the United States  reducing regulatory prot ect ion for  
state-owned enterpr ises?  Is  i t  opening China's  capita l  account?  Is  i t  
breaking the peg?  Whatever  i t  i s ,  we have to  focus.  
 So,  one of  the th ings  that  happens when you obsess  over  China instead 
of  deal ing with  your  own problems is  you see 20 d i f ferent  th ings  you want  
the Chinese to  do,  and that 's  probably  fa ir ,  there are  20 d i f ferent  th ings  we 
want  them to do.   We're  not  going to  get  them to do 20 th ings.  
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 Two maybe.   So  part ,  I  would  say working on regulatory protect ion of  
state-owned enterpr i ses.   There are  other  answers  that  would  be good 
answers,  but  I 'd  say U.S .  pol icy  has  to  focus with  regard  to  China,  and we 
have to  remember we have the advantages.   Let 's  f ix  our  own house f i rst .  
 COMMISSIONER SHEA:   Thank you.  
 Dr .  Naughton.  
 DR.  NAUGHTON:   In  t ry ing to  puzz le  out  the great  mystery of  the 
Chinese economy because i t 's  so  compl icated and has  so  many posit ive  and 
so  many negat ives,  and I  th ink a  lot  of  i t  i s  there are  long t ime lags .   And 
they've  made a  lot  of  extremely astute  investments  ov er  the last  20  years .  
 HEARING CO-CHAIR WESSEL:   Push your  microphone.  
 DR.  NAUGHTON:   Sorry.   They've made many very astute  investments  
over  the last  20  years  that  contr ibute to  product iv i ty  growth with  long lags  
of  f ive  and ten years .   So  they're  st i l l  r eaping the benef i ts  of  pol icy  choices  
made in  the '90s  and the ear ly  2000s.  
 I  agree with  Derek,  in  the future,  they' l l  be  paying the costs  of  fool ish  
pol icy  choices  that  are  being made now,  but  that 's  not  going to  happen for  
awhi le .   I  th ink for  the next  couple  of  years ,  the Chinese economy is  going to  
cont inue to  do re lat ive ly  wel l ,  and their  b ig  d i lemmas are  going to  come 
when so many of  these new technology projects  reach a  point  where they 
have to  say,  a l l  r ight ,  we're  going to  cont inue to  support  th is  or  we're  going 
to  pul l  the p lug on something that 's  been a  d isastrous waste  of  resources,  
and then we' l l  see how capable  they are  of  learn ing,  of  cont inuing learn ing,  
because they've  been very good at  learn ing so  far .  
 But  you worry that  they have lost  th at  ab i l i ty  to  learn  for  pol i t ica l  
reasons,  not  for  inte l lectual  reasons.  
 COMMISSIONER SHEA:   Thank you.  
 I f  there is  another  round,  I 'd  l ike  a  quest ion,  p lease.  
 HEARING CO-CHAIR WESSEL:   Okay.   Chairman Reinsch.  
 CHAIRMAN REINSCH:   Thank you.  
 I 've  got  t hree quest ions I  want  to  t ry  to  squeeze in  so  short  answers,  
p lease,  Derek.  
 [Laughter . ]  
 CHAIRMAN REINSCH:   The f i rst  one is  you've both  done a  good job of  
expla in ing why their  SOE pol icy  is  bad for  us  in  the short  term,  bad for  them 
in  the long term.  Ca n you say a  few words about  whether  or  not  i t 's  bad for  
them in  the short  term?  
 DR.  SCISSORS:   Start  r ight  now.  
 CHAIRMAN REINSCH:   Go ahead.   One at  a  t ime.  
 DR.  SCISSORS:   I t  depends on your  goal .   I f  their  goal  i s  to  prop up ten 
percent  growth,  then i t 's  not  because investment  is  doing that  for  the t ime 
being.   So,  there a  bunch of  countr ies  around the world  who are  in  love with  
h igh  growth.   Ch ina is  def in i te ly  one of  them.  
 I f  their  goal  i s  ef f ic ient  use of  resources,  inc luding environmental  
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resources ,  then they're  hurt ing themselves  even in  the short - term. Short  
answer.  
 CHAIRMAN REINSCH:   Okay.   Barry.  
 DR.  NAUGHTON:   And i t  hurts  them pol i t ica l ly  I  th ink that  i t  prevents  
them from evolv ing towards a  more f lexib le ,  d iverse  economy and a  more 
open f lexib le  society,  as  wel l .  So  I  th ink i t  hurts  them in  the short  run,  too.  
 CHAIRMAN REINSCH:   Okay.   Good arguments.  I 'm try ing to  marshal  
arguments  to  use prospect ive ly.   I  th ink they've  locked themselves  into  h igh  
short - term growth,  and i t 's  very d i f f icu lt  for  them to move of f  of  i t  for  a  
var iety  of  reasons,  inc luding pol i t ica l ,  and that 's  why th is  i s  an  attract ive  
opt ion even despite  the many problems.  
 I  had an interest ing conversat ion yesterday with  someone who sa id  
that  people  he'd  been having conversat ions with  who had been in  China 
recent ly  had not iced  a  new development ,  and I  just  wanted you to  comment  
i f  e i ther  of  you have observed th is .   Foreign  companies  that  are  doing 
business  in  China are  now discover ing that  when they meet  with  Chinese 
government  of f ic ia ls  to  d iscuss  whatever  i t  i s  that  they need to  d iscuss,  
of ten a  representat ive  of  the re levant  SOE is  in  the room s i t t ing at  the table  
with  the Chinese government  of f ic ia ls ,  essent ia l ly  making the SOE  an 
instrument  of  government  pol icy.  
 Have you heard th is  story?  
 DR.  SCISSORS:   Ye s,  I  def in i te ly  have.   That 's  part  of  what  I  made my 
opening remarks  about .   Th is  i s  a  two -way re lat ionship  now,  whereas,  before 
i t  wasn't .   Ten years  ago,  the centra l  government  to ld  the SOEs what  to  do.   
I  don't  mean t o  exaggerate - -but  now the SOEs want  a  seat  at  the table  when 
these kinds of  pol icy  decis ions are  made,  and they're  pushing back and 
having some inf luence over  centra l  government  pol icy  that  just  d idn't  occur  
before they became these huge monstros it ies .  
 CHAIRMAN REINSCH:   You descr ibe th is  re lat ionship  as  two -way in  the 
sense that  both  s ides  are  leaning on the other .  
 I t  sounds l ike  you a lso  th ink that  the government  is  paying attent ion 
to  what  the SOEs are  te l l ing them.  Yes?  
 DR.  SCISSORS:   Yes,  absolute l y.   I  mean you're  seeing,  the way one of  
my f r iends- - there's  a  reform branch in  the Chinese government  centered on 
the People 's  Bank.   The way one of  my f r iends in  the reform branch sa id  i t 's  
now one against  two.   We used to  argue with  the centra l  governme nt .   Now,  
we argue with  the centra l  government  and some giant  f i rm who says  th is  i s  
going to  hurt  us;  don't  do that .  
 CHAIRMAN REINSCH:   And they're  f ind ing that  the SOEs'  approach,  not  
unl ike  companies  everywhere,  I  suspect ,  i s  to  take care  of  themselves  and 
not  be very interested in  macroeconomic consequences.  
 DR.  SCISSORS:   What 's  good for  PetroChina is  good for  China.  
 [Laughter . ]  
 CHAIRMAN REINSCH:   Sound b ite  of  the day.  
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 Dr .  Naughton,  have you run into  the same phenomenon?  
 DR.  NAUGHTON:   Ye s,  def in i te ly .   And just  in  terms of  personal i t ies ,  we 
a l l  remember back in  the 1990s,  Zhu Rongj i  had th is  very healthy skept ic ism 
of  b ig  entrenched companies  and a  wi l l ingness  to  st i r  th ings  up and unleash 
compet it ive  forces,  and that  was extremely healthy,  and t here's  nobody l ike  
that  today.  
 And so  under  those c i rcumstances,  then pol i t ica l ly -connected fami l ies  
now have their  people  in  the b ig  state -owned f i rms,  and they've  a l l  learned 
how to  work the system,  and i t 's  a  very worr isome pol i t ica l  outcome.  
 CHAIRMAN REINSCH:   Thank you.  
 Okay.   Derek,  a  f inal  quest ion pr imar i ly  for  you,  but  i f  Dr .  Naughton 
wants  to  comment,  that 's  f ine.   Th is  i s  f rom lef t  f ie ld ,  but  I  th ink may end up 
being re levant .   Are  you fami l iar  with  th is ,  as  yet  unpubl ished,  Counci l  on  
Foreign  Relat ions work by  Michael  Spence that  looks  at  the U.S.  economy in  
terms of  t radable  and non -tradable  sectors ,  and concludes that  the job  
creat ion is  a l l  in  the non -tradable  sector?  
 What  do you th ink of  i t?  
 DR.  SCISSORS:   I 've  seen summaries  of  i t .   I  h ave not  seen the report  
so,  you know,  b ig  qual i f ier .   That  doesn't  surpr ise  me.   What  you' l l  a lso  see 
is  that  the increase in  product iv i ty  in  the t radable  sector  is  a  lot  h igher  than 
the increase in  product iv i ty  in  the non -tradable  sector .  
 So  what  you've just  got  there is  we have a  sect ion of  the U.S.  economy 
that 's  exposed to  compet it ion  and becomes real ly  ef f ic ient .   And a  sect ion of  
the U.S.  economy that 's  less  exposed to  compet it ion  and,  by the way,  gets  a  
lot  more in  the way of  government  support  and creates  jobs on that  bas is ,  
but  is  inef f ic ient  and,  that 's  a  t radeoff .   And there is  no way -- I 'm going to  
keep my answer short - - there is  no way we are  going to  get  the more 
product ive  worker/more worker  d ispute sett led  in  th is ,  but  that 's  real ly  
what  Spence is  showing.  
 CHAIRMAN REINSCH:   By that  logic ,  that  would  not  mean anyth ing has  
changed.   That  would  be h istor ica l ly  t rue as  wel l  as  recent ly  t rue;  wouldn't  
i t?  
 DR.  SCISSORS:   I t  would  be h istor ica l ly  t rue.   You might  see some 
intensi f icat ion over  t ime as  you would  expect  with  g lobal izat ion,  and the 
fact  that  in  the '60s,  g lobal izat ion was about  the U.S.  makes everyth ing 
because no one e lse  knew how to  make i t  as  wel l  as  we do.   That 's  not  t rue 
now so you're  going to  see h istor ica l  t rend,  but  perhaps an  intensi f icat ion of  
that  t rend.  
 CHAIRMAN REINSCH:   Ye s.   Thank you.  
 HEARING CO-CHAIR WESSEL:   Commiss ioner  Mul loy is  next ,  but  just  a  
quick comment  because the author  of  the study you d isagreed with  on the 
impl icat ions of  the t rade def ic i t  with  regard  to  jobs wi l l  be  appear ing before 
us  later  day,  and hopeful ly  he' l l  be  able  to  ident i fy  h is  conclus ions.  
 Commiss ioner  Mul loy.  



 

 

32 
 

VSM    

 COMMISSIONER MULLOY:   Thank you,  Mr.  Chairman.   Thank both  of  our  
witnesses  for  their  test imony today.  
 Dr .  Sc issors ,  whenever  I 'm o ut  speaking,  I  a lways ta lk  about  the 
test imony you gave us  about  how the Chinese prop up the dol lar ,  and that  
they buy our  Treasur ies  and you sa id  i f  they weren't  buying our  Treasurys,  
or  I  th ink now our  companies,  they would  have to  bui ld  a  very b ig  mattr ess  
because they got  to  get  those dol lars  of f  the market ;  r ight?  That  was 
terr i f ic  test imony.   
 In  your  test imony today,  on  page three,  you say "SOEs as  a  matter  of  
course a lso  receive hefty  power and other  input  subsid ies  not  avai lab le  to  
genuinely  pr iva te  f i rms,"  making the point  that  these SOEs get  a  lot  of  
benef i ts  and subsid ies  f rom the Chinese government .  
 And then Dr.  Naughton,  you concluded your  test imony by saying these 
SOEs present  a  b ig  chal lenge for  the United States.  
 I  remember reading in  a  s tudy where Huawei ,  the EU looked at  
Huawei ,  and I  th ink that  they sa id  Huawei  was receiv ing a l l  k inds of  
subsid ies  f rom the Chinese government .  
 I  wanted to  ask you both a  quick quest ion and then a  further  quest ion.  
 Is  Huawei  a  state -owned enterpr ise,  in  your  judgment ,  Dr .  Sc issors  and then 
Dr.  Naughton?  
 DR.  SCISSORS:   In  my judgment ,  i t ' s  absolute ly  a  state -owned 
enterpr ise.   I  am not  concerned with  the background of  Huawei 's  execut ives.  
 I t  won't  change i ts  nature when they leave.   I  th ink that 's  a  mist ake.   
 The reference I  would  make is  as  fo l lows:  te lecom has to  be absolute ly  
dominated by the state.   Huawei  i s  China's  largest  te lecom equipment  
provider;  i t ' s  the second - largest  te lecom equipment  provider  in  the world  on 
some measures.   I f  te lecom has t o  be absolute ly  dominated by the state,  
Huawei  i s  a  state  f i rm.   The end.  
 COMMISSIONER MULLOY:   Yes.   Do you have anyth ing,  D r .  Naughton ? 
 DR.  NAUGHTON:   I  th ink that  is  correct  in  terms of  the pol icy  
impl icat ions,  that  we should  understand that  Huawei  wi l l  have a  very c lose 
and specia l  re lat ion with  the Chinese government .   I t  i s  not  jur id ica l ly  a  
state-owned f i rm.   I t  i s  an  employee -owned pr ivate  corporat ion,  but ,  I  th ink 
we fa l l  into,  we create  too many d i f f icu lt ies  for  ourselves  i f  we expect  to  say 
that  there 's  a  very c lear  l ine  in  a l l  cases.   Th is  i s  a  specia l  case where you 
have a  non -state  f i rm that  for  very specia l  reasons acts  l ike  a  state  f i rm.  
 COMMISSIONER MULLOY:   I t  seems that  i t  gets  a  lot  of  subsid ies  f rom 
the Chinese government;  would  that  be correct?  
 DR.  NAUGHTON:   Wel l ,  i t  has  a  $10 b i l l ion  l ine  of  credit  f rom the China 
Development  Bank,  which  helps.  
 COMMISSIONER MULLOY:   Okay.   That  helps,  yes.  
 DR.  NAUGHTON:   Ye s.  
 COMMISSIONER MULLOY:   Now then let  me ask you further ,  in  our  
CFIUS process,  we make a  d ist inct ion between a  purchase of  an  American 
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company by another  pr ivate  company,  and a  purchase of  an  American 
company by a  government -owned ent i ty ,  requir ing a  more searching analys is  
in  the second case.   
 Do you both agree that  that 's  a  good test  to  have?  
 DR.  NAUGHTON:   I  th ink that  is  appropr iate,  yes.  
 COMMISSIONER MULLOY:   Doctor?  
 DR.  SCISSORS:   Yes.   I  th ink i t 's  very appropr iate  and thank you for  
lett ing me do a  l i t t le  b i t  of  an  advert isement .   The Her itage China 
Investment  Tracker ,  which  Dan Rosen is  going to  of fer  a  feeble  imitat ion of  
later  today- -Dan's  a  f r iend of  mine,  but  he's  a  "Johnny come late ly,"  and we 
have to  be ser ious - -points  out  that  hal f  of  China's  investment  volumes s ince 
2005 is  for  centra l ly -control led  state  ent i t ies ,  two in  o i l ,  as  Professor  
Naughton has  suggested,  CIC,  which  is  one of  the sovereign  wealth  funds,  
and Chinalco,  which  is  a  metals  company.  
 So,  i f  you care  about  Chinese investment  in  the U.S. ,  you have to  
d ist inguish  between state -control led  f i rms an d pr ivate  ent i t ies .   Otherwise  
you're  miss ing the boat .  
 COMMISSIONER MULLOY:   A l l  r ight .   I  have a  further  quest ion.   I  was 
looking at  the Canadian test  for  reviewing purchases by fore ign  ent i t ies  of  
Canadian companies,  and our  U.S .  test  i s  i t  goes throug h unless  you f ind  
there's   a  nat ional  secur i ty  problem.  The Canadian test  i s  they review i t  and 
see i f  i t  would  be a  net  benef i t  to  Canada,  and they l i st  a  number of  factors .   
 I  see a l l  that  Chinese government -owned money out  there,  and I  see 
they're  going to  buy a  lot  of  th ings  in  th is  country.   Do you feel  maybe we 
ought  to  consider  looking at  the Canadian test  as  maybe a  more appropr iate  
way to  review th is  fore ign  investment  coming into  the country,  part icu lar ly  
f rom state-owned enterpr ises? Have you t hought  about  that  or  would  you 
th ink about  i t?  
 DR.  SCISSORS:   I 've  thought  about  i t  a  lot .   To  me,  Austra l ia  a lso  has  a  
d i f ferent  test  than we do,  and they receive the most  Chinese investment  
even though their  economy is  much smal ler  than ours.  
 So  changing the test  i s  not  a  s ign  that  you're  re ject ing Chinese 
investment .   I f  i t  were,  I  don't  propose that .   I  don't  want  to  uncondit ional ly  
re ject  Chinese investment .   I  th ink that 's  a  terr ib le  mistake.  
 There is  some ways in  which  CFIUS is  too narrow.   Equipm ent  supply.   
We have the b ig  deal  with  ZTE t ry ing to  win  a  large equipment  supply  
contract .   CFIUS isn 't  technica l ly  supposed to  cover  that .  
 So  I  would  l ike  to  change CFIUS.   I  would  l ike  to  make i t  more speci f ic ,  
inc luding on the nat ional  secur i ty  s ide.   I  th ink net  benef i t - - in  changing the 
test ,  i t ' s  go ing to  depend on what  you ment ion,  sort  of  how you spel l  i t  out .  
 The more speci f ic ,  the more t ransparent ,  the better .   So  I  want  a  broader  
scope for  CFIUS,  but  I  want  i t  to  be t ransparent  and detai led  rat her  than --
and I 'm not  suggest ing that  you sa id  th is - -but  i f  we had something l ike  "we' l l  
approve a l l  investments  that  are  a  net  benef i t  to  the United States,"  that 's  
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scope for  a l l  sorts  of  problems.  
 COMMISSIONER MULLOY:   Ye s.   Dr .  Naughton,  d id  you want  t o  
comment?  
 DR.  NAUGHTON:   No.   I  have nothing to  add to  that .  
 COMMISSIONER MULLOY:   Thank you.   Thank you very much,  both  of  
you.  
 HEARING CO-CHAIR WESSEL:   Thank you.   
 Commiss ioner  Cleveland.  
 COMMISSIONER CLEVELAND:   Thank you both for  appear ing th is  
morning.  
 Dr .  Naughton,  you sa id  ear ly  in  your  test imony that  the debates  about  
democrat izat ion are  real ly  about  state -owned enterpr ise  power.   Can you 
e laborate  on that  a  b i t?  
 DR.  NAUGHTON:   Sure.   I  wouldn't  want  to  go so  far  as  to  say they're  
real ly  about  i t ,  but  that  there is  a  substant ia l  sense of  d iscomfort  in  China 
with  the concentrat ion of  power,  with  the entrenched interest  groups that  
are  entangled with  some of  these large state  enterpr ises,  and there I  d id  a  
recent  p iece where I  quoted of  a l l  th ings  a  paragraph f rom People 's  Dai ly  
saying,  we've reached a  point  where entrenched interest  groups in  our  
economy absolute ly  need to  be confronted in  order  to  cont inue the process  
of  reform.  
 Amazing;  r ight?  And there was a  per iod in  2010 when Premier  We n 
J iabao was ta lk ing a  lot  about  reform,  and basica l ly  the main  response 
outs ide China was “what  is  he ta lk ing about ”?  Because i f  he  was ta lk ing 
about  democrat izat ion and human r ights ,  i t  was occurr ing at  a  t ime when 
the government  he's  pres id ing over  was  moving in  exact ly  the opposite  
d irect ion.  
 But  I  th ink i t  does make some sense to  interpret  th is  as  a  desire  to  
tackle  some of  the pr iv i leges  of  some of  these entrenched state -owned 
enterpr ises.   They're  often referred to  as  monopoly enterpr ises.   They're  not  
st r ict ly  monopol ies  but  sort  of  o l igopoly  enterpr ises  with  the very h igh  
incomes that  some of  the people  there make .   Having them del iver  d iv idends 
to  the government  can be seen as  part  of  that .   I t ' s  not  a  very sat is factory 
pol icy,  but  I  th ink that  i s  part  of  what 's  going on in  Chinese debates.  
 COMMISSIONER CLEVELAND:   Dr .  Sc issors ,  do you have anyth ing to  
add? 
 DR.  SCISSORS:   Professor  Naughton knows more about  th is  than I  do,  I  
th ink.  I  tend to  stay away f rom the pol i t ica l  s ide because I  have too m uch on 
my p late  on the econ s ide,  as  I  th ink maybe we a l l  fee l .  
 I t  i s  t rue that  the batt le  has  been -- l ines  have been kind of  extended.   
There was the pol i t ica l  batt le  l ine  of  reform and the economic batt le  l ine  of  
reform and seems l ike  there is  some mixin g of  the two now,  which  is  why 
Nat ional  People 's  Congress  Chairman Wu threw in  that  pr ivat izat ion 
comment.   That  was not  a  mistake or  an  accident .  
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 He was saying a l l  of  you people  who want  democrat izat ion forget  i t ,  
and by the way,  in  my target  are  a l l  of  you people  who want  pr ivat izat ion 
too.  
 COMMISSIONER CLEVELAND:   Dr .  Sc issors ,  you keep ta lk ing about  
regulatory reform.  How and where would  we pursue that?  
 DR.  SCISSORS:   Wel l ,  the f i rst  th ing to  do is  to  ask the Chinese,  and ask 
them with  a  st ick behin d i t ,  which  is  what  are  you ta lk ing about?  When you 
say the state  must  absolute ly  control ,  when you say the state  must  lead,  
when you say centra l  SOEs must  be heavyweights ,  I  want  to  know what  that  
means.  
 How much of  your  market  is  open to  everybody othe r  than state -
owned enterpr ises?  And we need a  speci f ic  answer,  and i f  we can't  get  a  
speci f ic  answer - -economists ,  we're  a l l  nerds.   I  admit  i t .   We love 
t ransparency.   But  you got  to  start  with  that .   R ight?  Even i f  they start  with  
90 percent .   Forget  i t ,  a l l  of  you are  f ight ing over  ten percent  of  our  1 .3  
b i l l ion  person market .   Good luck with  that .  
 You start  with  90 percent ,  you have a  bas is  for  negot iat ion.   Unt i l ,  and 
Professor  Naughton has  a lready sa id  th is ,  they refuse to  publ ish  the 
document ,  and I  have an explanat ion for  why.   They don't  want  to  be caught  
p inned down by th is  in  our  ta lks .   The f i rst  th ing we got  to  do,  i f  you th ink 
th is  i s  a  ser ious problem or ,  as  I  th ink i t  i s ,  the b iggest  problem,  is  get  them 
to te l l  us  what  they mean by the cen tra l  ro le  of  the state  speci f ica l ly .  
 Then you can ta lk  about  i t ,  and then you can decide the level  you're  
wi l l ing to  come down to,  70  percent  of  the market ,  51  percent  of  te lecom, 
75 percent  of  o i l ,  that 's  unacceptable.  
 Once we know what  we're  deal ing wi th ,  then you can make much,  
much better  informed U.S.  pol icy.   So  that 's  where I 'd  start ,  and then,  af ter  
that ,  i t ' s  k ind of  speculat ion because we don't  know what  the Chinese are,  
their  pol icy  is  on  state  dominance.  
 COMMISSIONER CLEVELAND:   And how would  you suggest  pursu ing 
that?  Would  that  be a  Secretary of  Treasury in i t iat ive?  What  are  the means 
by which  we would  pursue that?  
 DR.  SCISSORS:   I f  I  were in  charge,  that 's  a l l  we would  ta lk  about  at  the 
S&ED and the JCCT unt i l  they answer i t ,  and I  would  put  a  t ime l imit  on  i t ,  
and I 'd  say,  look,  i f  you can't  answer th is  quest ion,  we can't  deal  with  you.   
And you're  not  an  ef fect ive  cooperat ive  economic partner .  
 I  don't  mean to  say th is  i s  going to  so lve  a l l  our  problems.  
 COMMISSIONER CLEVELAND:   Right .  
 DR.  SCISSORS:   Th is  i s  going to  open the door  to  a  new set  of  
problems.  
 COMMISSIONER CLEVELAND:   Right .  
 DR.  SCISSORS:   But  we have to  have that  door  open,  in  my opin ion,  and 
so  that  should  be the f i rst  goal ,  not  the u lt imate goal ,  certa in ly  the f i rst  
goal  of  U.S .  economic negot iat ions with  the Chinese,  and i f  they won't  



 

 

36 
 

VSM    

cooperate,  that 's  a  s ign  that  we cannot  deal  with  th is  part icu lar  
government .  
 COMMISSIONER CLEVELAND:   Do you th ink that  there would  be 
consensus with in  the American business  community  to  focus on exact ly  what  
percentage of  the market  we real ly  are  ta lk ing about?  
 DR.  SCISSORS:   No.   The American business  community  has  proven 
i tse l f  repeatedly  to  be quite  short -s ighted as  when they d iscovered 
indigenous innovat ion s ix  years  af ter  i t  had f i rst  been implemented.  
 [Laughter . ]  
 DR.  SCISSORS:   So,  no.   They should  consider  th is  a  h igh  pr ior i ty  
because i t 's  bas ica l ly  a  statement  to  a l l  exporters  and foreign -  funded f i rms 
operat ing in  China,  th is  part  of  the market  is  reserved for - -you can't  have i t .  
 And we don't  know what  that  part  i s .  
 So  the dreams of  1 .3  b i l l ion  consumers,  you're  not  going to  get  that .   
What  are  you going to  get?  But  I  don't  th ink that 's  what  they would  
consider .   I  th ink the business  community,  whi le  I  agree with  some of  t heir  
concerns,  tends to  be a  l i t t le  b i t  too short -s ighted,  and as  I  sa id ,  th is  i s  a  
f i rst  step in  a  process,  and they're  not  that  interested in  the process  
somet ime.  
 COMMISSIONER CLEVELAND:   Can you ant ic ipate  some of  their  
object ions?  
 DR.  SCISSORS:   Ye s,  they want  to  do something e lse;  r ight?  Bas ica l ly ,  
that  does not  lead to  an  immediate  gain  for  my company operat ing in  China.  
 COMMISSIONER CLEVELAND:   Okay.   Thank you.  
 DR.  NAUGHTON:   Maybe i f  I  could  just  add two sentences here,  too.   
Most  American co mpanies  in  China were very happy for  25 years  to  leave as  
many th ings  as  poss ib le  unsaid  because that  was where companies  were 
going into  new areas,  and making windfal l  prof i ts ,  and i t 's  a  deeply  
ingra ined habit ,  and i t  worked real ly  wel l  for  a  long,  long t ime.  
 So  I  th ink i f  you just  saw the recent  Bei j ing AmCham report ,  i t ' s  qu ite  
str ik ing because something l ike  30 percent  or  40 percent  say that  the 
d irect ion of  pol icy  in  recent  years  has  been bad for  them, and something 
l ike  75,  85  percent  say their  prof i tab i l i ty  i s  up,  and they intend to  expand 
their  business.  
 So  we've got  some real ly  complex s i tuat ions to  deal  with  here.  
 COMMISSIONER CLEVELAND:   Okay.   Thank you.  
 V ICE CHAIRMAN SLANE:   Commiss ioner  Wortzel .  
 COMMISSIONER WORTZEL:   Welcome back,  Barry.   I t ' s  good to  see you.  
 Derek.  
 I  want  to  thank both  of  you for  your  test imony,  and I  know the focus 
of  th is  hear ing is  on  the b ig  nat ional ly -owned SOEs.    
 I 've  got  some quest ions about  other  government -owned companies.   
When you ta lk  about  the SOEs,  you  refer  to  the 130 or  so  SASAC -managed 
companies,  but  a  larger  number of  government -owned enterpr ises  are  
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owned by munic ipal i t ies  and provinces.   There are  about  114,500 
provincia l ly  and munic ipal ly -owned enterpr ises  as  opposed to  130 SOEs.   
 And you've des cr ibed how the SOEs are  increasingly  independent  
pol i t ica l  actors  that  can exert  pol i t ica l  inf luence.   I  wonder  i f  you could  
character ize  how the munic ipal ly  and provincia l ly -  owned enterpr ises  
interact  with  provincia l  and Party  organizat ions and governmen ts? 
 Are  they a lso  able  to  act  as  interest  groups in  their  respect ive  
geographic  locat ions?  For  instance,  we were in  Taiyuan a  couple  years  ago;  
Ta iyuan Iron and Steel  i s  not  on Cheng L i 's  l i s t  of  state -owned enterpr ises,  
provincia l ly  owned,  as  far  as  I  k now.  
 But  the general  manager  f rom 2000 to  2008 is  now the Party  Secretary 
of  Ta iyuan City  and an a l ternate member of  the Communist  Party  Centra l  
Committee.   So  are  there provincia l  champions a lso  that  get  specia l  status  
and help  f rom lower level  governmen ts,  and do they get  the same sorts  of  
subsid ies ,  and I  guess,  most  important ly ,  i f  that 's  the case,  should  these 
factors  be a  considerat ion when the administrat ion or  any administrat ion 
begins  to  categor ize  China as  a  market  or  non -market  economy?  
 DR.  NAUGHTON:   A  great  quest ion with  many,  many d imensions.   So  
just  a  f i rst  quick overview.   That  sector  is  certa in ly  very important ,  but  i t  
has  cont inued to  shr ink,  you know,  even in  recent  years ,  as  state  ownership  
is  re-stressed,  st i l l  that  local  sector  has  c ont inued to  shr ink,  and I  th ink 
that 's  main ly  because i t 's  much more exposed to  compet it ion  than these b ig  
guys  that  we've been ta lk ing about  for  most  of  th is  sess ion.   
 So  i t 's  very hard  for  the local  governments  to  protect  them, and they 
can't  real ly  ere ct  t rade barr iers .   They can create  some regulatory f r ict ion,  
but  there are  l imits  to  what  they can do.   P lus,  f rom their  standpoint ,  they 
are  deeply  involved in  the management  of  these enterpr ises,  but  they can be 
deeply  involved in  the management  of  the enterpr ises  and have them be 
pr ivate  enterpr ises,  too.  
 And i f  your  cousin  runs i t ,  that 's  actual ly  more ef f ic ient  and more 
benef ic ia l  for  you in  a  lot  of  ways.   So  I  th ink that 's  what  has   real ly  
happened to  the local  state  sector .   I t ' s  much less  importa nt  and i t 's  much --
i t  looks  much more pr ivate,  but  i t ' s  st i l l  so  entangled with  local  pol i t ica l  
power.   So  i t  can be in  some ways even more t reacherous i f  you're  t ry ing to  
do business  there because there are  no ru les  but  less  of  a  macro problem in  
the way that  we've been ta lk ing about .  
 DR.  SCISSORS:   I  agree with  that  part .   I 'm going to  t ry  to  answer your  
quest ions.   See i f  I  miss  one.   There have long been provincia l  champions.   
Usual ly  the provincia l  champions were a imed at  other  provinces.   Wel l ,  
we're  making cars  here;  you a in 't  br inging your  cars  in  here;  forget  i t .   And 
so  th is  i s  a  long -establ ished pattern.   I t  has  been most ly ,  in  h istory,  a  b lock 
on Chinese internal  economic integrat ion.   
 I  would  say two th ings.   One,  a  change I  want  to  br ing to  pe ople 's  
attent ion.   I  th ink that  Taiyuan Steel  has  now been bought  out  by a  nat ional  
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steel  company,  and that 's  the consol idat ion that 's  going on in  a  bunch of  
sectors  where the sector 's  d isorder ly  market  compet it ion  is  to  be reduced,  
and the way i t 's  to  be reduced is  that  the centra l ly  state -owned enterpr ises  
are  to  absorb a  lot  of  these provincia l  f i rms and make them nat ional .  
 So  you have 117 centra l ly  state -owned SOEs,  but  the number of  their  
subsid iar ies  is  expanding as  they grab up a  lot  of  provincia l  f i rms in  certa in  
sectors ,  steel  being one,  coal ,  autos,  et  cetera.  
 With  regard  to  what  you were saying about  t reat ing China as  a  market  
economy,  China is  not  a  market  economy,  and I  wish  i t  were,  to  be back on 
the r ight  t rack when we have to  g ive  up that  d esignat ion.   I  don't  th ink th is  
i s ,  and sort  of  agreeing with  Professor  Naughton here,  I  don't  th ink th is  i s  
the main  reason they're  not  a  market  economy.   
 I  do th ink that  there are  issues at  the local  level  with  local  SOEs and 
state  capture,  but  i f  that  were what  we were judging on,  China would  
actual ly  do better  than i f  we take a  more macro v iew where they are  even 
further  away f rom being a  market  economy.  
 DR.  NAUGHTON:   Can I  add one,  two quick sentences there?  So  
th inking of  these steel  mi l ls ,  the ou tcome is  that  nat ional  f i rms don't  real ly  
consol idate  that  much of  that  industry.   The concentrat ion of  the industry  
cont inues to  decl ine,  but  the dysfunct ional  pol icy  prevents  a  real ly  ef f ic ient  
large-scale  pr ivate  f i rm from emerging.   So  i t 's  a  b izarre  p ol icy  sett ing.  
 V ICE CHAIRMAN SLANE:   Commiss ioner  D 'Amato.  
 COMMISSIONER D'AMATO:   Thank you very much,  Mr.  Chairman,  and I  
want  to  thank the witnesses  for  the ir  test imony and a lso  the d ia logue.  I  
th ink th is  has  been a  very important  sess ion.  
 I  f ind  i t  i ronic ,  in  a  sense,  looking at  the f i rst  page of  your  test imony,  
Dr .  Sc issors ,  in  the h istor ica l  sketch,  the ten years  pr ior  to  our  support ing 
the Chinese access ion to  the WTO and g iv ing them PNTR saw an expansion of  
the pr ivate  sector  and a  reduct ion of  th e state  sector .   As  soon as  they got  
i t ,  were admitted,  they started moving in  the other  d irect ion,  and that  
seems to  be accelerat ing,  which  is  i ronic .  
 My quest ion is  not  d i f ferent  f rom what  my col leagues have been 
saying,  but  I  th ink i t 's  important  for  u s ,  and certa in ly  our  ro le  in  advis ing 
the Congress,  to  be th inking creat ive ly  about  pol icy  responses.   The 
s i tuat ion is  obviously  fa ir ly  c lear ,  as  you've la id  i t  out .  
 The quest ion is  what  k ind of  pol icy  responses can be suggested by th is  
Commiss ion to  the  Congress  to  start  moving in  the other  d irect ion?  
 I 've  heard  changes in  the mandate and detai ls  of  the CFIUS legis lat ion.  
 I 've  heard  something about  a  new Bi latera l  Investment  Treaty of  some kind 
and some way that  we can af fect  the regulatory system.  
 So  my quest ion real ly  i sn 't  much d i f ferent  f rom what  I 've  heard f rom 
my col leagues,  and that  is  as  the - -how do we encourage by our  pol icy  
responses a  t rend toward more market  economy development  in  China and 
to  the impl icat ion of  g lobal izat ion as  we understo od i t  underpinning our  
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commitments  in  the WTO?  
 We'd  l ike,  I 'd  l ike  to  know more about  what  k ind of  pol icy  responses 
we can recommend that  would  be ef fect ive  in  start ing to  move the Chinese 
in  the d irect ion that  underpins  the theory of  g lobal izat ion and ma rket  
economies that  drove us  to  support  their  PNTR and the WTO.  
 DR.  SCISSORS:   Tough quest ion obviously,  but  the r ight  one.   I 'm going 
to  use Professor  Naughton's  reference to  a  BIT ,  and again  he made th is  
comment,  we a l l  agree,  t ry ing to  negot iate  a  BIT  has  about  25 d i f ferent  
p it fa l ls  you can fa l l  into,  but  let 's  use i t  as  an  example.  
 I f  we were to  have BIT  negot iat ions with  a  carrot  and a  st ick,  the 
carrot  is ,  hey,  we're  going to  change CFIUS.   We need to  make i t  more 
t ransparent .   We're  going to  change  i t  in  a  way that 's  going to  promote 
Chinese investment  in  the U.S. ,  but  only,  on ly  i f  we see China going back to  
the market  reform track that  i t  was on,  but  in  2002,  and is  not  on now.  
 We use the BIT  as  a  tool  with  a  carrot .   We have a  lot  of  th ings  the 
Chinese want  to  invest  in  here.   They don't  want  to  s ink their  money into  
quarter -percent  Treasury bonds.   That 's  just  a l l  they can do because there 
aren't  markets  open enough for  them.  
 So  we have a  b ig  carrot .   We need to  a lso  have a  st ick.   We can't  rus h  
into  a  BIT  agreement .  You can't  make i t  on  the basis  of  short - term needs.  
You can't  even ident i fy  market  access  because what  we saw in  the WTO,  as  
you brought  up,  i s  we -- the WTO was a  commercia l  agreement ,  and what  we 
got  was a  change in  the Chinese gove rnment ,  and i t  just  nul l i f ied  a  lot  of  our  
commercia l  concerns.  
 We wanted to  have 51 percent  control  of  te lecom ventures,  and we 
had a  b ig  argument  with  them, and then the Chinese don't  agree to  any 
te lecom jo int  ventures  because they don't  bel ieve in  i t .   Sorry.   We need 
something more fundamental  in  the BIT .   We do need to  of fer  them a carrot ,  
and we have a  carrot .   We a lso  have to  have a  st ick,  which  is  i f  you want  
better  access  to  the American market ,  and a l l  of  our  natural  resources  and 
shar ing in  our  manufactur ing to  some extent ,  excluding technology,  we need 
to  see you back on the reform path.  
 And then the hard  part  i s  we need to  see you back on the reform path  
that  isn 't  dependence on Zhu Rongj i  or  somebody l ike  h im being in  charge.  
That  is  a  more fundamental  change that  doesn't  have to  do with  the 
personnel  of  the current  or  future Chinese governments.  
 DR.  NAUGHTON:   And under  the current  c i rcumstances in  China,  the 
b ig  interpretat ion of  the U.S.  f inancia l  cr is is  has  been to  d iscredit  in  China 
the idea that  need to  stay on t rack to  bui ld  an  open market  system.  
 So  I  th ink our  ab i l i ty  to  convincingly  preach to  them has,  
unfortunately,  and i t 's  real ly  unfortunate,  temporar i ly  d isappeared.   
Hopeful ly ,  i t  wi l l  return  as  they real ize  some of  the impl ica t ions of  some of  
their  pol ic ies ,  but  I  th ink in  the short  run,  a  st ronger  emphasis  on 
reciprocity.   We wi l l  do th is .   You want  to  invest  in  th is  in  our  country,  f ine,  
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only i f  you g ive  us  reciprocal  r ights ,  because I  th ink that  language we can 
st i l l  communicate  us ing those terms.  
 COMMISSIONER D'AMATO:   Yes.   What  I 'm hear ing f rom you is  that  we 
have,  we have something attract ive  to  the Chinese,  and that  is  their  ab i l i ty  
to  invest  in  th is  market ,  and we should  hold  that  to  some kind of  quid  pro 
quo or  ser ies  of  quid  pro quos that  move them in  the d irect ion that  we a l l  
understood they were going to  be moving in .  
 DR.  NAUGHTON:   Ye s.   With  the hope that  a  more open system for  
both  of  us  is  in  both  our  interests .   Ye s.  
 COMMISSIONER D'AMATO:   Thank you very much .  
 V ICE CHAIRMAN SLANE:   Commiss ioner  Blumenthal .  
 COMMISSIONER BLUMENTHAL:   Thank you very much.  
 I  not ice  references,  part icu lar ly  in  Dr .  Sc issors '  test imony,  to  a  pr ivate  
sector  in  China,  and I  wonder  i f  you could  descr ibe to  me what  the pr ivate  
sector  in  China is?   Does i t  ex ist?   Can you actual ly  be a  pr ivate  
entrepreneur  or  a  pr ivate  businessman and not  have to,  to  be generous,  
have good re lat ions with  the Party  in  order  to  get  land or  to  get  investment -
-do you have r ights  and your  own property?  Is  there any way to  not  deal  
with  the state?  
 Of  course,  in  every country,  you have to  deal  with  the state  to  some 
degree,  but  is  i t  real ly  what  we would  th ink of  as  a  pr ivate  sector  g iven how 
much you've descr ibed --both  of  you have descr ibed -- that  the Party  a ctual ly  
owns or  g ives  access  to?   
 So  in  terms of  gett ing your  f inancing,  keeping your  property,  f ind ing 
your  market ,  a l l  the kinds of  th ings,  gett ing your  l icenses,  can you descr ibe 
that  a  l i t t le  b i t?   What  is  the Chinese pr ivate  sector?  
 DR.  SCISSORS:   My answer to  that  is  there 's  absolute ly  a  Chinese 
pr ivate  sector .   I t ' s  not  as  b ig  as  a  lot  of  people  want  to  c la im,  and that  gets  
back to  my f i rst  comment  about  conf lat ing pr ivate  and non -state  when part  
of  non-state  are  f i rms that  have heavy state  involv ement ,  and we've c i ted  a  
couple  of  them here.  
 What  I  would  say,  a  more forcefu l  answer to  your  quest ion is  you need 
to  d ist inguish  between the behavior  of  the f i rm and the market  i t  operates  
in .  
 There are  a  lot  of  Chinese f i rms that  are  operat ing for  pro f i t .   They 
tend to  be smal l .   They're  in  certa in  areas.   We've ta lked about  the areas  
they're  not  in .   Those are  the areas  the state  has  to  dominate.   They're  
absolute ly  pr ivate  f i rms.   They're  operat ing in  a  d istorted market .   They're  
operat ing in  a  marke t  where they are  besieged at  a l l  t ime;  their  property 
r ights  may be in  quest ion.   They buy land,  and then i t 's  just  taken away.   
Their  technology is  sto len,  and their  compet itors  are  subsid ized heavi ly  in  
var ious ways.   So  the market  they're  operat ing in  i s  heavi ly  d istorted.  
 That  doesn't  mean that  there 's  no poss ib i l i ty  of  a  Chinese pr ivate  f i rm,  
as  I  def ine i t .   There are  certa in ly  Chinese entrepreneurs  who are  t ry ing to  
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make money that  look very s imi lar  to  American entrepreneurs,  and one of  
the reasons we know that  is  that  in  2008,  they started screaming b loody 
murder  that  they were gett ing dr iven out  by st imulus,  and they were.  
 So  the answer to  your  quest ion is  k ind of  paradoxica l ,  which  is  the way 
we know that  there are  real ly  Chinese pr ivate  f i rms is  that  they're  under  
s iege,  when we see that .  
 COMMISSIONER BLUMENTHAL:   Th is  i s  a  d i f f icu lt  quest ion.   Is  there a  
way to  be an honest  Chinese entrepreneur  in  the sense that  the access  is  so  
control led?  As  you say,  i t ' s  d istorted,  which  is  probably  generou s in  a  
sense.   The amount  of  corrupt ion in  the market  and so  forth  is  bui l t  into  the 
system,  as  far  as  I  understand,  in  terms of  being g iven access  to  credit ,  in  
terms of  property,  in  terms of  the rapaciousness  of  the state  in  general .  
 I s  there a  way that  entrepreneurs  have found to  do that  without  
having to  form let 's  ca l l  i t  very c lose re lat ionships  with  Party  of f ic ia ls?  
 DR.  SCISSORS:   Wel l ,  i f  you're  a  b ig  successfu l  Chinese entrepreneur,  
then you have a  lot  of  pressure to  jo in  the Party  and p lay the g ame.   I f  you 
become too v is ib le ,  there would  start  being media  art ic les  around you and 
so  on,  but  most  of  the mi l l ions  and mi l l ions  of  Chinese f i rms are  smal l .   They 
don't  have the opt ion of  l ike  jo in ing with  the state  because the state  
doesn't  care  about  them.  I t  would  actual ly  l ike  them to d isappear  to  a  large 
extent .  
 So,  yes,  I  see your  point  that  there are  some what  people  would  ca l l  
pr ivate  f i rms that  are  conjo ined with  the state  in  some way,  and I  might  not  
even ca l l  them pr ivate  f i rms.  
 They're  mom and pop operat ions.   They make c lothes.   They have 
inputs  to  other  sorts  of  product ion.   They're  not  corrupted.   They're  just  
under  f i re  and try ing to  survive.   
 The paradox is  economists - -what  economists  would  c i te  out  there is  
they're  the ef f ic ient  ones .   When you're  in  a  tough s i tuat ion,  you have to  be 
real ly  ef f ic ient .   When you get  every advantage,  you don't  have to  be real ly  
ef f ic ient .   So  there are  very ef f ic ient  pr ivate  f i rms in  China,  as  wel l  as  the 
compromised sort  of  pr ivate  f i rms that  you're  re ferr ing to.  
 DR.  NAUGHTON:    I  very much agree with  that .   I  might  even push i t  a  
l i t t le  further .   There's  a  b ig  pr ivate  sector  in  China.   I t ' s  not  under  s iege.   I  
mean,  yes,  they get  d iscr iminated against  for  sure,  but  i t ' s  growing rapid ly.   
People  are  mo re and more used to  just  saying yes,  i t ' s  pr ivate.   There are  a  
lot  of  dumb statements  about  non -state  th ings  that  aren't  pr ivate,  that 's  
t rue,  but  actual ly  I  th ink we can resolve those data  issues,  and  you get  a  
substant ia l ,  healthy pr ivate  sector .  
 What  you don't  get  i s  large -scale  pr ivate  f i rms p laying a  real ly  dynamic 
ro le  and gett ing real ly  b ig .   And that 's  a  problem.  
 COMMISSIONER BLUMENTHAL:   Thank you.  
 V ICE CHAIRMAN SLANE:   Thank you very much for  a l l  of  your  t ime,  and 
we would  ask you i f  you would  be kind enough to  respond to  a  few writ ten 
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quest ions we may have just  to  c lar i fy  some issues and expand on them?  And 
we real ly  appreciate  your  t ime.   Thank you,  gent lemen.    
 We' l l  stand adjourned for  ten minutes.  
 DR.  NAUGHTON:   Thank you.  
 [Whereupon,  a  short  recess  was taken.]  
 

 
PANEL I I I :   U.S.  INVESTMENTS IN CHINA  

 
 HEARING CO-CHAIR WESSEL:   We' l l  get  started with  ou r  next  panel ,  and 
thank you,  gent lemen.  
 We have three panel ists .   Th is  i s  regarding U.S.  investments  in  China.   
Dr .  Moran is  the Marcus  Wal lenberg Chair  in  Internat ional  Business  and 
F inance at  the School  of  Foreign  Service  at  Georgetown Univers i ty ,  where he 
teaches and conducts  research on internat ional  economics,  business,  fore ign  
af fa irs  and publ ic  pol icy.  
 Dr .  Moran is  founder  of  the Landegger  Program in  Internat ional  
Business  Dip lomacy,  and serves  as  D irector  in  provid ing courses  on 
internat ional  business -government  re lat ions and negot iat ion.  
 His  most  recent  books include:  Harness ing Foreign  Direct  Investment  
for  Development;  Does Fo reign  Direct  Investment  Promote Development?;  
and Foreign  Direct  Investment ,  Global izat ion and Developing Countr ies .  
 Dr .  Robert  Scott  i s  Senior  Internat ional  Economist  and Director  of  
Internat ional  Programs at  EPI ,  the Economic Pol icy  Inst i tute.   Before j o in ing 
EPI  in  1996,  Dr .  Scott  was an  ass istant  professor  with  the Col lege of  Business  
and Management  of  the Univers i ty  of  Maryland at  Col lege Park.  
 His  areas  of  research include internat ional  economics  and trade 
agreements  and their  impacts  on working peo ple  in  the U.S.  and other  
countr ies;  the economic impacts  of  fore ign  investment;  and the 
macroeconomic ef fects  of  t rade and capita l  f lows.  
 Previously,  Dr .  Scott  has  test i f ied  at  the Commiss ion's  2005 hear ing on 
"U.S.  Trade and Investment  Impacts  on Paci f i c  Northwest  Industr ies ,"  and as  
I  ment ioned with  regard  to  our  last  panel ,  he  is  the author  of  papers  looking 
at  the impact  of  U.S . -China t rade on employment  patterns  in  the United 
States.  
 Dr .  Fung is  a  Professor  of  Economics  at  the Univers i ty  of  Cal i forn ia ,  
Santa Cruz ,  and a  co - founder  of  the Santa Cruz  Inst i tute  for  Internat ional  
Economics.  
 His  research areas  are  in  internat ional  t rade and f inance,  t rade 
pol ic ies  and mult inat ional  corporat ions,  the WTO and the economics  of  the 
Asia/Paci f ic .   
 Dr .  Fung was a  Senior  Economist  at  the White  House Counci l  of  
Economic Advisors  in  both  the Bush I  and Cl inton administrat ions,  served as  
a  U.S .  government  delegate to  the OECD,  and was an  advisor - -and I  assume 
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that 's  a  typo --because i t  says  OEDC,  and I  assume,  Dr .  Fung,  i t ' s  OECD.   And 
was an  advisor  and academic col laborator  at  the United States  Internat ional  
Trade Commiss ion.  
 He is  a lso  a  Senior  Research Fel low at  the Hong Kong Inst i tute  of  
Economics  and Business  Strategy and an Associate  Director  of  the Hong Kon g 
Center  for  Economic Research.  
 Dr .  Fung has  a lso  test i f ied  before the Commiss ion,  in  2004,  on China 
as  an  emerging regional  and technology power.    
 And we wi l l  begin  in  the order  of  introduct ion.   Dr .  Moran.  
 

STATEMENT OF DR.  THEODORE H.  MORAN  
MARCUS WALLENBERG CHAIR IN INTERNATIONAL BUSINESS AND FINANCE,  

SCHOOL OF FOREIGN SERVICE,  GEORGETOWN UNIVERSITY,  WASHINGTON,  DC  
 

 DR.  MORAN:   Thank you very much for  invit ing me here.  
 My area of  invest igat ion is  to  t ry  and examine what 's  the re lat ionship  
between foreign  d irect  investment  in  manufactur ing in  China and the 
increase of  ind igenous technologica l  and manager ia l  capabi l i t ies  among 
Chinese f i rms,  both  state -owned f i rms and pr ivate  f i rms.  
 So  I 've  been looking at  the quest ion to  what  extent  might  fore ign  
investors  f rom the United States  but  a lso  Japan,  Korea,  Europe,  et  cetera,  be 
help ing to  propel  China to  be a  technologica l  superpower?  
 In  part icu lar ,  and I  put  th is  in  the t i t le  of  my presentat ion,  i s  there a  
"Faust ian  bargain"  of  t rading technology for  ac cess?  So  that  th is  i s  a  
t radeoff  to  a l low American or  other  fore ign  manufacturers  in  but  force them 
to increasingly  share the technologica l  capabi l i t ies?  
 I ' l l  be  br ief ,  but  I  have some good news and some bad news.   I ' l l  s tart  
with  the bad news.   Ch ina ha s  been remarkably  successfu l  in  design ing 
industr ia l  pol ic ies ,  jo int  venture requirements,  ind igenous technology 
regimes,  technology t ransfer  pressures,  th is  whole  mess  of  pressures  on 
fore ign  mult inat ionals ,  to  create  and re inforce indigenous nat ional  
champions in  h igh -  speed ra i l  t ransport ,  in format ion technology,  auto 
assembly,  c lean energy,  and the emerging c iv i l  av iat ion sector .  
 That 's  the bad news.   Th is  Commiss ion has  focused several  reports  
h igh l ight ing th is  and we have to  keep at  i t .   You have to  keep at  i t  and keep 
examining that .   That 's  a  very worr isome trend.   That 's  the bad news.  
 Now,  the good news.   The good news is ,  and th is  i s  the area of  
expert ise  that  I  have been looking at ,  i s  how re lat ive ly  th in  th is  layer  of  
forced technology t ransfer  is .   Despite  the huge foreign  manufactur ing FDI  
inf lows,  the impact  in  China has  been largely  conf ined to  the p lants  owned 
and control led  by the fore ign  mult inat ionals ,  and th is  i s  part icu lar ly  st r ik ing 
as  the technology becomes more sophist icated and the  ski l led  labor  
intensity  grows up.  
 So  that  what  you f ind  is  Chinese export  prof i le  has  been transformed.   
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We al l  know th is ,  but  at  the h igh  end,  th is  i s  a lmost  exclus ive ly  control led  by 
fore ign  mult inat ionals .   Let  me g ive  you some f igures,  but  you can lo ok at  
th is  in  much more detai l  in  my writ ten presentat ion,  so  that  you f ind  in  h igh  
performance e lectronics ,  between 89 and 99 - - that 's  a lmost  100 --99 percent  
of  the h igh  tech's  exports  are  by fore ign  mult inat ionals .  
 I f  you look at  the Advanced Technology Products  l i st ,  which  again  has  
been a  subject  that  you have r ight ly  been concerned with  over  the years ,  
you f ind  that  96 percent  of  a l l  h igh -technology exports  are  done by whol ly -
owned,  not  jo int  venture,  whol ly -owned foreign  mult inat ionals .  
 I  emphasize  whol ly  owned because  of  the bad news that  I  led  of f  with:  
companies  don't  want  to  share their  technology or  have a  Chinese partner ,  
so  you f ind  that  th is  sector  is  actual ly  very se l f -enclosed.  
 What  about  hor izontal  sp i l lovers ,  vert ica l  sp i l lovers ,  developm ent  of  
supply  chains? Are fore ign  mult inat ionals  t ransforming the Chinese economy 
through their  backward l inkages in  supply  chains?  And the surpr is ing 
answer is  not  much.  
 I f  you look over  the past  20 years ,  not  just  ten  years  but  20 years ,  you 
f ind  that  the amount  of  domest ic  content  and the ski l l  level  of  the domest ic  
content  that 's  done in  China has  not  been growing and is  very smal l ,  i s  
smal ler  than what  you f ind  in  other  states  in  Southeast  As ia .   The Malays ians  
have been much more successfu l ,  and the  Thais  have been much more 
successfu l ,  and the Mexicans and the Braz i l ians  have been much more 
successfu l  in  developing backward l inkages.  
 Th is  has  real ly  become,  remained much more of  a  fore ign  h igh -tech 
enclave.   Again ,  i f  you look at  chemicals ,  i f  you look at  e lectronics ,  i f  you 
look at  computers ,  the more sophist icated i t  i s ,  the more i t 's  control led  by 
mult inat ionals ,  and the domest ic  content  and domest ic  va lue added is  smal l ,  
and what  has  propel led  the increasing sophist icat ion is  the inputs ,  which  a re  
imports  f rom the United States,  Western  Europe,  Japan,  or  Korea or  India ,  
so  that  you f ind  an increase in  sophist icat ion of  the inputs ,  but  you don't  
f ind  increased sophist icat ion of  the value -added with in  China.   
 I 'm summariz ing,  I  mean I 'm try ing to  mainta in  eye contact  because 
th is  i s  k ind of  d i f ferent  f rom what  you hear ,  but  what  I  f ind  is  that  China has  
remained a  low-value added assembler  of  more sophist icated inputs  
imported f rom abroad.  So  pr imar i ly  a  workbench economy,  not  a  new Japan,  
not  even  a  new Korea.  
 So  now,  why is  th is?   Wel l ,  why is  th is  i s  what  we heard th is  morning:  
i t ' s  because of  the d istort ions and the terr ib le  doing -business  c l imate with in  
China.   So  that  gett ing access  to  capita l  i s  hard,  having your  own inte l lectual  
property r ights  enforced is  hard,  your  own contracts  i s  hard,  so  that  you 
don't  real ly  have the kind of  robust  domest ic  sett ing that  you have,  as  I  say,  
even in  Penang or  even in  Braz i l .  
 So  i t 's  very hard  to  gain ,  for  the pr ivate  sector  or  even the state -
owned sector  to  gain  t ract ion being h igh -performance suppl iers  to  the 
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fore ign  manufactur ing base.  
 My last  point ,  which  is  more good news,  but  again  somewhat ,  wel l ,  I ' l l  
look you in  the eye and then expla in  to  you how I  come to  th is  conclus ion.   
Where do the gains  f r om foreign  d irect  investment  in  China when the 
fore ign  investors  are  successfu l ,  where do they end up?  
 I  th ink a l l  of  us ,  and I 've  read Dr.  Scott 's  test imony,  I  th ink he's  a  
part icu lar  expert ,  i t ' s  very hard  to  t rack down where the prof i ts ,  where the 
reta ined earn ings,  where the earn ings  f rom China,  end up,  the h id ing p laces  
with in  the mult inat ional  system that  generates  i t .  
 But  I  have employed a  d i f ferent  methodology.   I  say i f  the MNC 
headquarters  use earn ings  f rom China,  l ike  earn ings  f rom elsewhere,  t o  
fort i fy  their  posit ion  in  wor ld  markets ,  what  k ind of  act iv i t ies  wi l l  they 
fort i fy?  And here I  remind the Commiss ioners  that  we ta lk  about  
g lobal izat ion,  and we ta lked about  how worldwide corporat ions we have 
now,  but  U.S .  headquartered MNCs have 70 per cent  of  their  operat ions,  
make 89 percent  of  their  purchases,  spend 87 percent  of  their  R&D dol lars ,  
and locate  more than hal f  of  their  workers  in  the United States  in  the home 
economy.  
 Not  much d i f ferent  for  Germany,  not  much d i f ferent  for  Japan,  not  
much d i f ferent  for  the UK.  I  mean despite  the rhetor ic  of  g lobal izat ion,  
there is  st i l l  the b iggest  footpr int  of  mult inat ionals  i s  in  their  home 
economy.  
 So  my concluding remark is  we don't  know exact ly  where these gains  
f rom investment  in  China go,  but  we d o know where the footpr int  i s  that  
they end up,  and they re inforce R&D spending,  procurement  and 
employment  in  the home economy.  
 Thank you very much.  
 [The writ ten statement  fo l lows:]  
 

PREPARED STATEMENT OF DR.  THEODORE H.  MORAN  
MARCUS WALLENBERG CHAIR IN  INTERNATIONAL BUSINESS AND FINANCE,  

SCHOOL OF FOREIGN SERVICE,  GEORGETOWN UNIVERSITY,  WASHINGTON,  DC  
 
Foreign Manufacturing Multinationals and the Transformation of the Chinese Economy: Faustian Bargain to 
Trade Technology for Access? 
 

I. Summary  

What is the relationship between foreign manufacturing MNCs and the expansion of indigenous technological and 
managerial technological capabilities among Chinese firms?

15
  How are foreign manufacturing MNCs changing the 

skill-intensity of activities and the extent of value-added of operations within the domestic Chinese economy?   
To what extent, might foreign direct investment be helping propel China to become an export superpower, 
“displacing Japan as the predominant economic power in East Asia”, as Ernest Preeg declares, making the country 
                     
15

This Statement draws directly upon Foreign Manufacturing Multinationals and the Transformation of the Chinese Economy: 
New Measurements, New Perspectives. Washington, DC: Peterson Institute for International Economics, Working Paper, 
forthcoming 2011. 
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the “economic hegemon” in the region?
 16

  Are multinationals “trading technology for sales in China”?
17

 
China has been remarkably successful in designing industrial policies, joint venture requirements, and technology 
transfer pressures to use FDI to create indigenous national champions in a handful of prominent sectors: high 
speed rail transport, information technology, auto assembly, and an emerging civil aviation sector.  Prominent 
North American, European, Japanese, and Korean manufacturing multinationals rightly fear that they may find 
themselves launching rivals to their own market position when they weigh access to the vast Chinese market 
against technology acquisition and management imitation on the part of Chinese partners and other indigenous 
competitors.  
 
Bringing in new technology to gain access to the Chinese market – whether for domestic market penetration or as 
a base for exports – may therefore often appear to individual foreign multinationals as making a Faustian bargain 
with the devil. “China can strike deals,” asserts Steven Pearlstein, “that may provide short-term profits to one 
company and its shareholders but in the long run undermine the competitiveness of the other country’s 
economy.”

 18
 

 
But what is striking in the aggregate data is how relatively thin the layer of horizontal and vertical spill-overs from 
foreign manufacturing multinationals to indigenous Chinese firms -- and consequent export externalities -- has 
proven to be. 
 
Despite the large size of manufacturing FDI inflows, the impact of multinational corporate investment in China has 
been largely confined to building plants that incorporate capital, technology, and managerial expertise controlled 
by the foreigner. Within this foreign firm-dominated production array, moreover, FDI payments for Chinese 
materials and labor used in the operations of the foreign plants have increased as domestic value-added has 
increased, as Nicholas Lardy shows.

19
 But Robert Koopman, Zhi Wang, and Shang-Jin Wei find that the expansion of 

domestic content (and, conversely, decline in the import content) is concentrated at the low-skill intensive sectors 
of processing trade exports.

 20
    As the skill-intensity of exports increases, the percentage of the value of the final 

product that derives from imported components rises sharply. 
 
From a novel comparative perspective, the share of domestic value-added in FDI operations in China in high skill-
intensive sectors such as computers and telecommunications ranges from less than one-half to slightly more than 
one-half of what is found in other developing countries where comparable measurements can be made, such as 
Mexico.  Econometric analysis and survey data show that neither horizontal spillovers from --  nor strong and 
vibrant vertical supplier relationships to -- the vast FDI presence in China have yet taken place in any dramatic way, 
and difficult and complicated reforms are likely to be required before they do. These reforms include improving the 
doing-business climate for private Chinese domestic firms, submitting state-owned enterprises to competitive 
market forces, upgrading worker skills, creating engineering and managerial talent, reforming financial institutions, 
and improving infrastructure. 
 
Across the expanse of the Chinese domestic economy, the accumulated evidence simply does not show FDI to be a 
powerful source for indigenous-controlled industrial transformation. In the case of exports, the production of 
increasingly sophisticated goods destined for international markets from China has been remarkably well 

                     
16

  Ernest H. Preeg.2008. India and China: An Advanced Technology Race and How the United States Should Respond. 
Washington, DC: Manufacturers Alliance/MAPI.  p. 141-143, 69-71. 
17

 David Barboza, Christopher Drew, and Steve Lohr. 2011. “Trading Technology for Sales in China”. The New York Times. 
January 18, p. B-1. 
18

 Steven Pearlstein. 2011. “China is following the same old script – the one that gives it all the best lines.” The Washington Post, 
p. A-11. January 19, 2011. 
19

 Nicholas R. Lardy. 2002. Integrating China into the Global Economy. Washington, DC: The Brookings Institution. Table 2-2, p. 
38, and footnote 43. 
20

Robert Koopman, Zhi Wang, Shang-Jin Wei. 2008. How Much of Chinese Exports is Really Made in China?  Assessing Domestic 
Value-Added when Processing Trade is Pervasive.  Op. cit.  
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constrained to and contained within the plants owned and controlled by foreign multinationals and their 
international suppliers.  China has remained a low value-added assembler of more sophisticated inputs imported 
from abroad – a “workbench” economy largely bereft of the magnified benefits and externalities from FDI enjoyed 
by other developing countries.   
 

II. Manufacturing Multinationals and Technology Capture  in Headline Industries 

Recent controversy about policies clustered under the rubric of “indigenous innovation” is only the most recent 
manifestation of Beijing’s determination to use the lure of participation in the rapidly growing Chinese market – 
whether as a base for domestic sales or as a site for exports – to pressure foreign manufacturing multinationals to 
transfer industry best practices to Chinese partners and other Chinese firms in certain target industries.   
In high speed railroad transport, the State Council, Ministry of Railroads, and state-owned train builders (China 
North Car (CNR) and China South Car (CSR), have been particularly successful in combining access to the Chinese 
domestic market, favorable financing, and competition among foreign investors to induce transfer of technology 
and production processes to Chinese national champions.  In 2004, the Ministry of Railroads solicited bids to 
produce train sets that could reach 200 km/h.  Alstom of France, Bombardier Transportation’s German subsidiary, 
Siemens of Germany, and a Japanese consortium led by Kawasaki submitted bids, with all except Siemens winning 
part of the contract.  Alstom teamed up with CNR’s Changchun Railways Vehicles, while the Kawasaki-led 
consortium joined with CSR’s Sifang Locomotive & Rolling Stock.  The following year, Siemens won a contract to 
supply technology and build trains with CNR’s Tangshan Railway Vehicle Company. The same strategy was success 
in transferring technology and production experience for key components.  CSR Zhuzhou Electric obtained traction 
motor know-how from Mitsubishi Electronic.  Yongji Electric obtained traction motor know-how from Alstom and 
Siemens.  

In less than four years of “digestion”, CSR mastered and improved what it received from Kawasaki, finally cancelling 
its cooperation agreement. According to Zhang Chenghong, the president of CSR , CSR "made the bold move of 
forming a systemic development platform for high-speed locomotives and further upgrading its design and 
manufacturing technology. Later, we began to independently develop high-speed CRH trains with a maximum 
velocity of 300-350 kilometers per hour, which eventually rolled off the production line in December 2007."

21
  

Siemens and Bombardier remained active in China by signing a "cooperation agreement on joint action plan for the 
independent innovation of high-speed trains in China" with the Chinese Ministry of Science and Chinese Ministry of 
Railway to develop and build a new generation of trains with a top operations speed approaching 400 km/h, which 
came into service in late 2010.  

On the basis of expertise acquired from joint ventures with MNCs in the Chinese market, Chinese firms have gone 
multinational themselves, either alone or alongside their international partners. Acting on their own, Chinese train-
makers and railroad construction companies have signed agreements to build high speed railroad systems in 
Turkey, Venezuela, and Argentina, while bidding on high speed rail projects in Russia, Brazil (Sao Paulo to Rio de 
Janeiro), and the United States (Los Angeles to San Francisco).  Teaming up with multinational allies first met in the 
home market, China Railway Construction Corporation joined with Alstom of France to win Phase I of the Mecca to 
Medina high speed rail line, while CSR has partnered with Siemens to bid on Phase II.  

In aerospace, China similarly uses access to the Chinese market plus an informal “offset” policy to gain access to 
aviation technology and production expertise.  Early in 2005, for example, China approached Airbus seeking an 
Airbus final assembly line to be built in China, and later in the same year signed a purchase order to import 150 
Airbus A320s, worth approximately $10 billion.

22
   Eighteen months Airbus later set up a joint venture company to 
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 Chen Biao and Zhu Huijue.  “Era of ‘Created in China’ – an interview with CSR President Zheng Changhong.” China Pictorial 
online. May 10, 2010. 
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 Report to Congress of the US-China Economic and Security Review Commission 2010. Washington DC: US Government 
Printing Office, p. 99. 
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assemble the A320 in Tianjin, and an Airbus spokesman acknowledged a quid pro quo.
23

  In 2009, the Airbus 
affiliate delivered the first mid-sized commercial airliner fully made in China.  

 

For Boeing – as for Airbus – China’s offset negotiations appear to have pushed the output from made-in-China 
requirements into international markets.  While it is difficult to verify exactly what is involved in offset agreements 
because they are private agreements between purchaser and supplier, Boeing’s website  affirms that “Boeing is 
please to have been invited to help Chinese companies develop skills, achieve certification, and join world aviation 
and supplier networks….China builds horizontal stabilizers, vertical fins, the aft tail section, doors, wing panels and 
other parts on the 737; 747 trailing edge wing ribs; and 747-8 ailerons, spoilers and inboard flaps. China also has an 
important role on the new 787 Dreamliner airplane, building the rudder, wing-to-body fairing panels, leading edge 
and panels for the vertical fin, and other composite parts.” On its Web site, Airbus reports that over half of its fleet 
worldwide contains components produced by Chinese companies. 

As in high speed rail transport, international component companies have competed fiercely to supply inputs to 
Commercial Aircraft Corporation of China’s C919 project which is designed to carry up to 200 passengers and 
compete directly with Boeing 737s and Airbus 320s.

24
  The roster of US suppliers to the C919 includes Rockwell 

Collins, Honeywell, Hamilton Sundstrand, Parker Aerospace, Eaton Corporation, Kidde Aerospace, and General 
Electric.  GE’s joint venture with Aviation Industry Corporation of China (AVIC) in Shanghai will focus on domestic 
production of the electronics for communication, navigation, cockpit displays, and controls that constitute the 
constitute the avionics avionics “brain” for the new 787 Dreamliner of Boeing.  “Doing business in China,” opine 
David Barboza, Christopher Drew and Steve Lohr, “often requires Western multinationals like GE to share 
technology and trade secrets that might eventually enable Chinese companies to beat them at their own game – 
by making the same products cheaper, if not better.”

25
 

“What’s good for GE or Honeywell or Rockwell is,” claims Steven Pearlstein, “in this case, almost certainly not good 
for America and American workers.”

 26
 

If the use of industrial policy to force technology transfer from foreign firms to indigenous companies is 
straightforward in high speed rail and aerospace, the results were initially quite counterproductive in the 
automotive sector.

 27
 Under the label of market-for-technology, Chinese policies from the 1980s into the 1990s 

offered foreign investors access to a high protected Chinese market in return for partnering with indigenous firms 
and promising to meet high domestic content requirements.  Fearful of losing control over their intellectual 
property – as when the Chinese partner in the Audi-First Automobile Works “expropriated” the production 
technology after Audi’s license expired in 1997 – international companies hesitated to introduce their most 
advanced technology into Chinese JV plants, and employed assembly processes that lagged world standards by 
almost ten years. After accession to the WTO, steady (albeit sometimes grudging ) liberalization of the domestic 
market and rapid growth in internal demand allowed the major international auto companies to achieve 
economies of scale, rationalize production, and reach out to indigenous suppliers who themselves are able to enjoy 
full economies of scale.  Help from foreign automotive investors in meeting the more stringent quality, safety, and 
anti-pollution standards may allow for expanding export opportunities to Europe and North America.  
 

III. Manufacturing FDI in China and the Increasing Sophistication of Chinese Exports: Behind the Headlines  
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Turning from sectoral case studies to aggregate data, there is no other way to describe the impact of foreign 
manufacturing investment in China except as massive. In 2003 China overtook the United States as the largest 
destination for foreign investment in the world, and then settled into second place.  FDI inflows reached $168 
billion in 2008, declining slightly to $143 billion in 2009.

28
  

 
Multinational corporations in manufacturing have been the force that has propelled China’s exports from low skill-
intensive to high skill-intensive products. In 1992, the low skill-intensive sectors in China accounted for 55 percent 
of China’s exports.

29
  By 2005 these same low skill-intensive sectors’ share had fallen to 33 percent.  The 

composition of exports had shifted from a predominance of agriculture, apparel, textiles, footwear, and toys into 
machinery and transport products.  Here the strongest export growth has been machinery, and within this broad 
classification telecom equipment, electrical machinery, and office machines constitute the largest shares. These 
more sophisticated sectors are dominated by processing trade, an arrangement in which imports are allowed into 
the country duty free where they are assembled for export.  Processing trade exports of machinery and electrical 
products grew from $9 billion in 1992 to $323 billion in 2006, from 22% to 63% of all exports.  Processing trade, in 
turn, is dominated by foreign multinationals (called foreign-invested firms or FIES, including both joint venture and 
wholly-owned affiliates of foreign multinationals), especially for more sophisticated products. The build-up of the 
foreign presence has been nothing short of remarkable.

30
 In 1992, foreign multinationals accounted for 5% of 

exports in ordinary trade and 45% of processing exports.  By 2006, foreign multinationals account for 28% of 
ordinary exports, but 84 % of processing exports.  So today foreign multinational occupy a predominant place in 
processing trade, while maintaining a substantial presence in ordinary trade, too. 
 
The share of processing trade – and the foreign firm share of exports -- climbs rapidly as the skill-intensity of the 
products increases.

31
 For wearing apparel, processing exports as a share of industry exports in 2002 was 45.1 

percent, with foreign firms accounting for 39.2 percent of industry exports. For household electrical appliances, 
processing exports as a share of industry exports was 79.1 percent, with foreign firms accounting for 56.9 percent 
of industry exports.    For electronic devices, processing exports as a share of industry exports was 89.7 percent, 
with foreign firms accounting for 87.5 percent of industry exports. For telecommunications equipment, processing 
exports as a share of industry exports was 91.2 percent, with foreign firms accounting for 88.4 percent of industry 
exports. For computers, processing exports as a share of industry exports was 99.1 percent, with foreign firms 
accounting for 99.4 percent of industry exports.  
 
So foreign manufacturing multinationals have been responsible for changing the composition of China’s exports, 
but it is almost exclusively the foreign firms who are producing the more sophisticated exports. 
 
The importance of this observation comes into clearer focus when examining China’s growing presence in export of 
what are classified as “Advanced Technology Products”. 
  
The headline industry cases examined in the previous section, combined with China’s rapid growth in Advanced 
Technology Products (ATP) to developed countries – leading, for example, to a Chinese surplus in ATP goods in 
China-US bilateral trade -- leads to speculation that China might be “leapfrogging” ahead technologically.

32
   

But Who-Is-Us? that have been engaging in Advanced Technology Exports from China?  
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Foreign manufacturing investors have been responsible for more than 92 percent of all Chinese ATP exports since 
1996, and 96 percent since 2002. And within this 96 percent foreign investor-dominated channel, there has been a 
shift to wholly-owned MNC exporters from joint venture companies. State-owned Chinese enterprises have an ATP 
trade deficit with the US, while private Chinese firms and collective enterprises contribute very little to ATP trade.  
And What-Is-Us? when the composition of Chinese Advanced Technology Exports and Imports comes under 
scrutiny?  
 
The data show that there is a sizable technological gap between Chinese ATP imports and Chinese ATP exports.  
Chinese ATP imports from the United States consist of large-scale, sophisticated, high-valued equipment and 
devices, whereas ATP exports to the United States are small-scale products or components in the low-end of the 
ATP value-added chain.

33
 Some 40 percent of the unit value ratios between US-exported ATP products and China-

exported ATP products falls between 1 and 10 times greater for the US ATP exports to China, one-third falls 
between 10 and 100 times greater for the US ATP exports to China, and more than 13 percent are at least 100 
times greater for the US ATP exports to China. In some categories, China simultaneously imports and exports the 
same product – for example, microscopes – but the types imported from the US cost ten to twenty times more 
than the types exported to the US, suggesting a sizable difference in features and capabilities. 
 

I. Domestic Content and Value-Added in China on the Part of Foreign Multinational Exporters: A 
Comparative Perspective 

 
In processing trade where foreign investors are heavily represented, Nicholas Lardy shows that the import content 
of processing trade exports has steadily declined, overall, meaning that the domestic content and value-added in 
China have been on the rise.

34
  In the first half of the 1990s the import content of processing trade exports was 

approximately 80 percent (domestic content 20 percent); by the late 1990s, it was around 65 percent (domestic 
content 35 percent).  By 2007, the import content of processing trade exports was 60 percent, with domestic 
content 40 percent. 
 
But Robert Koopman, Zhi Wang, and Shang-Jin Wei find that the decline in the import content is concentrated at 
the low-skill intensive sectors of processing trade exports.

 35
  As the skill-intensity of exports increases, the 

percentage of the value of the final product that derives from imported components rises sharply.  For wearing 
apparel, the percentage of the value of the final product that derives from imported components is 62.4 percent. 
For household electrical appliances, the percentage of the value of the final product that derives from imported 
components is 76.3 percent.   For electronic devices, the percentage of the value of the final product that derives 
from imported components is 85.2 percent. For telecommunications equipment, the percentage of the value of the 
final product that derives from imported components is 91.6 percent. For computers, the percentage of the value 
of the final product that derives from imported components is 96.1 percent.  
 
Greg Linden, Kenneth L, Kraemer, and Jason Dedrick provide a fascinating look at who captures value in advanced 
electronics products exported from China, and where those who capture value are located.

 36
  Value-capture 

means the margin for the firm after paying for inputs and labor. Their target is Apple’s iPod assembled in China 
with a retail price of $299 in 2005.  In their estimation by far the most costly input in the iPod is the 30GB hard 
drive from Toshiba, which costs $73 or more than 50% of the total input cost, with a margin for Toshiba of about 
$20, which they assign to Japan.  The second-most valuable input is the display, with a factory price of $20, plus 
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margin of $6 for Toshiba-Matsushita, which they again assign to Japan. Next are two microchips from US 
companies, Broadcom and PortalPlayer, leading to $7 in margin assigned to the US. The SDRAM Memory comes 
from Samsung, with $0.67 assigned to Korea.  There are more than 400 additional inputs, with values from $4 to 
fractions of a penny.  Apple’s gross profit meanwhile is $80, or $155 if distributed through Apple’s own retail 
outlet.  The margins for the companies involved in the creation of the iPod (above costs of materials and labor) 
total $190: $163 accrue to the US, $26 to Japan, $1 to Korea, if the iPod is sold in the US.  Some portion of $75 
allocated to retail and distribution would go to other players if the iPod were sold outside the US.   
 Linden, Kraemer, and Dedrick conclude that “the value added to the product through assembly in China is 
probably a few dollars at most” (the popularly accepted figure is $4).  They argue that while Apple’s margins are 
high within the electronics sector, the “geography” of value-capture for the iPod is fairly representative for the 
industry.

37
  Robert Koopman, Shi Wang, and Shang-Jin Wei support this contention with their finding that Japan, 

the United States, and Europe (EU15) are the main sources of foreign content for computers and electronics in 
China, accounting for about 60% of imported components.

38
 

 
In 2010, Yuqing Xing and Neal Detert undertook a similar calculation of the value-capture in China in assembly of 
Apple’s iPhone.

39
  They find that the value-added in China in 2009 for the iPhone was $6.50 per unit, which was 3.6 

percent of the total shipping price of the phone. 
 
At the end of the day, China’s high tech export explosion represents multinational corporations bringing high skill-
content high value-added inputs into China, assembling them into final products (or semi-assembled 
intermediates), and exporting them to world markets.

40
 

 
Other comparative analytics substantiate the modest outcome China has achieved in using foreign multinationals 
to upgrade the indigenous industrial base. From a comparative perspective, the share of domestic value-added in 
FDI operations in China in high skill-intensive sectors such as computers and telecommunications, for example, 
ranges from less than one-half to slightly more than one-half of what is found in other developing countries where 
comparable measurements can be made, such as Mexico.  
 
This comparative evidence comes from Justino de la Cruz, Robert B. Koopman, Zhi Wang, and Shang-Jin Wei who 
are able to compare the outcome of manufacturing FDI in China rigorously to other developing countries where 
there are similar processing-trade regimes.

41
  The most accurate comparison can be made with Mexico where the 

maquiladora and PITEX (Program of Temporary Imports to Produce Export Goods) structures resemble China’s 
processing-trade system. 
In low-skill intensive industries – such as apparel – the FDI-dominated processing industries show a relatively large 
share of domestic value added in both countries: a 35.4% share for Mexico, a 37.6% share for China. 
In the middle-skill intensive automotive sector, the FDI-dominated processing industries  show what De La Cruz, 
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Koopman, Wang, and Wei characterize as “medium” domestic value added in both countries: a 35.2% share in 
motor vehicles and 23.9% share in auto parts for Mexico, a 33.8% share in motor vehicles and a 28.7% share in 
auto parts for China – although Mexico scores a much higher 43.8% domestic value added share in “other 
transportation equipment” (for which there is no comparable category in the authors’ data for China).  For China, 
Nicholas Lardy notes that for some vehicle lines the domestic content has been climbing over time: the popular 
Santana, produced by a joint venture between Volkswagen and Shanghai Automotive, was launched in 1985 with a 
domestic content of 2 percent but recorded domestic content well over 90 percent by the late 1990s.

42
  Other 

large volume production vehicles, such as the Buicks produced by GM and Shanghai Automotive, followed a similar 
track.  
 
For high skill-intensive sectors, such as computers and telecommunications equipment, both countries have a 
much lower share of domestic value added in the FDI-dominated processing sectors.  But, as noted above, 
Mexico’s small domestic value added share (8.5% share in computers, 14.9% share in telecommunications) is 
nonetheless almost twice as large to well more than twice as large as the shares for these industries in China (3.4% 
share in computers, 8.4% share in telecommunications). 
 
Turning from measurement of domestic content within foreign-owned factories to measurement of impact from 
FDI on surrounding firms within China, econometric assessments of horizontal and vertical spillovers from 
multinational investors to indigenous Chinese firms (private or state-owned) appear to be relatively weak in 
comparison to other countries in Asia, as do export externalities.  The reasons include lower pay at Chinese 
companies and brain-drain from them to foreign MNCs, gaps in technology and quality-control standards, 
adaptability limitations, and intercultural communication problems.   
 
Bruce Blonigan and Alyson Ma investigate the extent to which Chinese domestic firms are “keeping up” or even 
“catching up” with foreign exporters.

43
  They do not try to measure spillovers directly.  Instead, they compare the 

volume, composition, and quality of exports of the two groups.  They find that the general pattern over the time 
period, 1997-2005, runs exactly counter to what one would expect if Chinese firms were catching up – foreign 
firm’s share of exports by product category and foreign unit values relative to Chinese unit values are increasing 
over time, not decreasing.  Chinese exporters are not even “keeping up” let alone “catching up” with foreign 
multinational investors in China. 
 
To deepen the impact of foreign investment on the indigenous economic base in China – expanding the linkages 
from international investors and deriving more spillovers from their presence – will require improving the doing-
business climate for private Chinese domestic firms, submitting state-owned enterprises to competitive market 
forces, upgrading worker skills, creating engineering and managerial talent, reforming financial institutions, and 
improving infrastructure.  Many of these reforms are underway, to a greater or lesser extent.   So positive 
contributions from foreign manufacturing multinationals to the indigenous Chinese economy -- beyond the 13-14 
million workers directly employed in foreign MNC plants -- are likely to increase over time.  Thus far, however, the 
aggregate data simply do not show FDI to be a powerful source for indigenous-controlled industrial transformation 
in China.

44
   

Where do the gains from FDI in China end up? 
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In their dissection of the “value-capture flows” for Apple’s iPod -- that demonstrates no more than $4 of the final 
sales price of $299 (2005) remains in China -- Greg Linden, Kenneth L. Kraemer, and Jason Dedrick suggest that the 
value-added attributed to the parent company that contributes a component or performs an integrative function 
to a product in China flows directly back to MNC headquarters.  This is almost surely too simplistic -- especially for 
US MNCs -- given the American territorial tax system with the foreign tax credit and deferral that encourage US 
MNCs to use transfer pricing to keep accumulations of earnings offshore.   
 
Rather than try to track down capital flows and hiding places within integrated MNC networks, the more sensible 
approach is to ask a slightly different kind of question: if MNC headquarters use earnings from China, like earnings 
from elsewhere, to fortify their corporate position in world markets, what kinds of activities will those earnings help 
maintain or expand, and where will they be located? 
 
In coming to an answer for this question, it is striking to note -- even in today’s globalized world – how remarkably 
home-based MNCs from developed countries have remained.  
 
For the United States the most recent data show that US-headquartered MNCs have 70 percent of their 
operations, make 89 percent of their purchases, spend 87 percent of their R&D dollars, and locate more than half 
of their workforce within the US economy

 
  This predominant focus on the home economy has persisted over time, 

and changes only very, very slowly at the margin. 
 
The home-market-centered orientation for MNCs across the developed world is not dissimilar. 
 
Thus, while manufacturing MNCs may build plants in China -- or shift production to Vietnam, outsource to Mexico, 
take a chance in Costa Rica or the Czech Republic, develop a new application in Israel --  the largest impact from 
deployment of worldwide earnings is to bolster their operations in their home markets. 

 
 

STATEMENT OF DR.  ROBERT E.  SCOTT,  SENIOR INTERNATIONAL ECONOMIST 
AND,  DIRECTOR OF INTERNATIONAL PRO GRAMS,  EPI ,  WASHINGTON,  D.C.  

  
 DR.  SCOTT:   Thank you,  Commiss ioner  Wessel ,  V ice  Chair  S lane,  other  
members  of  the Commiss ion,  for  the chance to  test i fy  here today.  
 As  you have heard,  I  have est imated that  growing t rade def ic i ts  have 
cost  the U.S.  2 .4  mi l l ion  jobs between 2001 and 2008.   I ' l l  be  happy to  
defend that  number later .  
 More than two -th irds  of  the jobs we've lost  have been in  the 
manufactur ing sector ,  and,  in  my v iew,  growing t rade def ic i ts  with  China 
represent  the greatest  threat  to  the future health  of  U.S .  manufactur ing.  
 FDI  has  p layed a  key ro le  in  the growth of  China's  manufactur ing 
sector .   Ch ina is  the largest  recip ient  of  FDI  of  a l l  developing countr ies .   I t ' s  
the th ird - largest  recip ient  of  FDI  in  the world  in  the last  three decades,  
t ra i l ing only  the U.S.  and UK.  
 Foreign  invested enterpr ises,  according to  China's  own stat ist ics ,  are  
responsib le  for  55 percent  of  China's  exports  and 68 percent  of  i t s  t rade 
surp lus.  
 Whi le  FDI  s lowed in  China in  2009,  i t  recovered strongly  in  2010.   I t ' s  
up  by 35 percent .  I  want  to  emphasize  just  four  main  conclus ions and focus 
pr imar i ly  here on pol icy  responses that  we might  develop.   I  have a  lot  of  
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analys is  in  the test imony we can ta lk  about  later  as  wel l .  
 Whi le  U.S .  MNCs are  responsib le  for  a  smal l  sh are of  FDI  in  China,  FDI  
f rom the U.S.  and other  developed countr ies  in  the OECD has p layed a  
d isproport ionately  large ro le  in  the rapid  growth of  GDP in  product iv i ty  and 
exports  in  China.  
 In  addit ion,  data  suggests  that  investment  f rom U.S.  MNCs could  be  as  
much or  more than 16 percent  of  a l l  FDI  in  China.   As  we have heard th is  
morning,  China has  used a  number of  act iv ist  pol ic ies  to  attract  and reta in  
FDI  and to  maximize the benef i ts  they receive f rom these.  
 The most  important  was  the devaluat ion of  th e RMB by 57 percent  
between Ju ly  of  '86  and January of  '94.   The  RMB was f ixed  at  that  level  
unt i l  Ju ly  2005.  
 And the best  est imates  is  that  the RMB is  st i l l  25  to  40 percent  
undervalued,  which  makes China,  of  course,  an  increasingly  attract ive  p lace 
to  export  goods,  and i t  makes exports  f rom China super  compet it ive  both  in  
United States  and in  other  wor ld  markets .   I t ' s  a lso  a  barr ier  to  U.S .  exports  
to  China.  
 Ch ina has  a lso  provided tax hol idays,  incent ives  and Specia l  Economic 
Zones,  and b i l l ions  of  dol lars  in  i l legal  subsid ies  to  core industr ies  and 
sectors ,  such as  steel ,  g lass ,  paper,  and of  course now the new green 
technology industr ies  we've heard about .  
 Taken as  a  whole,  China's  FDI  promot ion regime has provided massive  
subsid ies  to  these enterp r ises,  which  has  encouraged f i rms to  outsource 
product ion f rom the U.S.  and other  developed countr ies  to  China and has  
severely  suppressed U.S.  exports  to  China and the world .  
 My fourth  point  i s  that  the U.S.  should  adopt  new pol ic ies  to  level  the 
p laying  f ie ld  between the U.S.  and China.   Our  emphasis  should  be on 
defending and recover ing product ion in  the United States  and to  maximize 
product ion and employment  here.  
 These pol ic ies  should  benef i t  the United States   Support  for  
headquarters  of  mult inat ion als  should  be at  most  a  secondary concern,  and I  
d i f fer  with  Professor  Moran on the benef i ts  of  those mult inat ionals .   I  would  
point  out  that  both  U.S.  and foreign  mult inat ionals  have large and growing 
t rade def ic i ts  with  the United States,  which  does d isp lace employment  here.  
 In  terms of  pol icy  responses,  I ' l l  note  that  our  fa ir  t rade laws have 
become decreasingly  usefu l ,  in  part  because of  the growth of  outsourcing 
and foreign  d irect  investment  abroad.   I t ' s  just ,  i t ' s  very,  very d i f f icu lt  to  
f ind  domest ic  f i rms wi l l ing and able  to  f i le  ant idumping and countervai l ing 
duty cases  in  the U.S.   The best  i l lustrat ion of  that  is  the col lapse in  the 
number of  law f i rms who pursue these cases.  
 The t rade bar  has  been decimated in  the last  ten  years  because of  the  
decl ine in  the number of  these cases.   Someone needs to  f i l l  that  gap 
because c lear ly  China is  st i l l  subsid iz ing and dumping products  here in  the 
United States.  
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 So  how should  we respond?  F i rst ,  we need to  take act ions against  
China's  currency manipulat i on,  and here I  would  endorse the Fair  Trade Act  
of  2011,  which  was a lso  approved by the House in  ear l ier  vers ion authored 
by Representat ives  Ryan and Murphy in  the last  Congress.   The Ryan -Murphy 
b i l l  was not ,  however,  approved by the Senate in  the last  se ss ion of  
Congress.  
 I  would  suggest  Congress  reauthor ize  Super  301 which  expired when 
we entered the WTO.  
 I  th ink we should  look at  several  a l ternat ives  for  se l f - in i t iat ion of  
dumping and countervai l ing duty and other  fa ir  t rade enforcement  cases,  
inc luding establ ish ing an  independent  agency l ike  the Internat ional  Trade 
Commiss ion that  would  invest igate  and could  f i le  such cases.  
 Congress  could  a lso  consider  charter ing and funding an organizat ion 
that  recommended cases  to  Congress  for  act ion.  
 We've a lready heard about  the recent  ru l ings  f rom the WTO regarding 
the t reatment  of  China as  a  non -market  economy and a lso  the fact  that ,  two 
th ings,  in  part icu lar :   
 One,  that  th is  ru l ing determined that  that  state -owned enterpr ises  
were not  necessar i ly  publ ic  bodi es,  and so  we couldn't  just  assume that  they 
were del iver ing subsid ies  in  countervai l ing duty cases.  
 And,  of  course,  th is  case a lso  ru led that  we couldn't  add 
countervai l ing dut ies  and dumping dut ies  together ,  and so  that  has  been 
str icken f rom the opt ion s avai lab le  to  the U.S.  
 We need to  amend U.S.  t rade law to  f ind  new ways to  address  these  
issues.   I  th ink a lso  I  bel ieve at  some point  we're  going to  have to  consider  
withdrawing f rom WTO dispute sett lement  processes.   The deck seems to  be 
increasingly  s tacked against  the United States.  
 As  Commiss ioner  Wessel  ment ioned,  the ru les  on China's  t reatment  as  
a  non-market  economy expire  in  2016.   We need to  address  that  issue.   
C lear ly ,  China is  a  non -market  economy,  as  we heard in  the last  sess ion,  and 
that  needs to  be addressed in  some way.   The WTO ru les  need to  be revised 
to  take that  into  account .  
 I  have a  number of  recommendat ions regarding col lect ion of  
addit ional  data  on the operat ions of  mult inat ionals  and on the way in  which  
they're  f inanced.   Those are  a l l  spel led  out  in  my test imony and I  would  
welcome quest ions on those later .  
 I  would  f inal ly  c lose with  a  p lea for  more funding for  research on the 
operat ions of  mult inat ionals  and on the impacts  of  internat ional  t rade on 
the domest ic  economy.   In  th is  k ind of  research,  data  col lect ion and 
improved access  for  researchers  is  key;  better  data  wi l l  lead to  better  t rade 
pol icy  and trade enforcement ,  and that  wi l l  improve the U.S.  t rade balance,  
which  wi l l  generate  jobs and tax revenues.   So  smal l  investme nts  in  data  
col lect ion can have b ig  benef i ts  for  the country as  a  whole  and can reduce 
both  our  t rade and budget  def ic i t s  as  wel l .  
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 Thank you.  
 [The writ ten statement  fo l lows:]  
 

PREPARED STATEMENT OF DR.  ROBERT E.  SCOTT,  SENIOR INTERNATIONAL 
ECONOMIST AND,  DIRECTOR OF INTERNATIONAL PROGRAMS,  EPI ,  

WASHINGTON,  D.C.  
 
Summary  
 
Good morning Vice-Chair Slane, Commissioner Wessel and other members of the Commission and staff.  Thank you 
for the opportunity to testify here today.  Growing U.S. trade deficits with China cost the United States 2.4 million 
jobs between 2001 and 2008 alone (Scott 2010b).  More than two-thirds of the jobs displaced were in the 
manufacturing sector, and growing trade deficits with China are the greatest threat to the future health of U.S. 
manufacturing.   
 
Foreign Direct investment has played a key role in the growth of China’s manufacturing sector.  China is the largest 
recipient of FDI of all developing countries (Xing 2010), and is the third largest recipient of FDI over the past three 
decades, trailing only the United States and the United Kingdom (Table 2).  Foreign Invested Enterprises (both joint 
ventures and wholly owned subsidiaries) were responsible for 55% of China’s exports and 68% of its trade surplus 
in 2010, as reported by China.

45
  While FDI in China slowed in 2009 as a consequence of the global recession, it 

recovered strongly in 2010, increasing $27.5 billion (35.2%).  In my remarks today I will emphasize four main 
conclusions: 

 While U.S.-based MNC’s are responsible for a relatively small share of total FDI in China, FDI from the U.S. 

and other developed countries (in the OECD) has played a disproportionately large role in the rapid 

growth of China’s GDP, productivity and exports.  In addition, published academic research and data 

reviewed here suggests that MNCs from the United States may be under-reporting FDI in China.  Under-

reporting of FDI by U.S. MNEs should be addressed by officials and researchers from the U.S. Bureau of 

Economic Analysis (see specific policy recommendations, below).   

 China has used a number of activist policies to attract and retain FDI, and to maximize exports and other 

benefits received from these facilities.  First, the RMB (yuan) was devalued by 57.2% between July of 1986 

and January of 1994, primarily in three distinct moves (Figure 2), and held at this level until July 2005. The 

best estimates are that the RMB is still 25% to 40% undervalued (Cline 2009 and 2010).  China’s currency 

manipulation is illegal under the GATT/WTO agreements and the IMF charter, as well as U.S. law (Scott 

and Bivens 2006).  Currency manipulation dramatically lowers Chinese production costs and provides an 

effective subsidy to Chinese exports; it also acts as a barrier to imports from other countries.  Second, 

China provided tax holidays and has offered FIEs preferential tax rates for corporate profits, and reduced 

value added tax rates.
46

  China has also offered other incentives to MNEs that established subsidiaries and 

joint ventures in its “Special Economic Zones” (Xing 2010).  Finally, China has provided tens of billions of 

dollars of illegal subsidies to firms in industries such as steel, glass, paper and new green technology 

industries.
47

  Most of these incentives and subsidies are illegal under the terms of the WTO and U.S. fair 

trade laws. 
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 Ministry of Commerce, China (2011) and Invest in China (2011).  
46

 Some or all of these tax preferences were phased out under the terms of a new Chinese Law in 2008 (Du, Harrison and 
Jefferson 2011).  However, existing FIEs were allowed to retain some of the benefits offered prior to the passage of the new 
law.  New tax rates for FIEs will be phased in until 2012, and firms granted tax holidays will continue to benefit until the 
expiration of those agreements.   
47

 Haley (2008, 2009, 2010) and Scott (2010 and 2011).   
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 Taken as a whole, China’s FDI promotion regime has provided massive, illegal subsidies to MNEs from the 

United States and other countries.  These subsidies have encouraged firms to outsource production from 

the United States and other developed countries to China; they have contributed to the rapid growth of 

China’s exports to the U.S. and the world; and they have severely suppressed U.S. exports to China, and to 

the world (China is now the most important competitor for U.S. exports on world markets).   

 The United States can and should adopt new policies to level the playing field between the U.S. and China. 

 Trade and manufacturing policies should be used to defend and recover production in the United States, 

and to maximize production and employment in U.S. manufacturing establishments.  These policies 

should emphasize the benefits of U.S. production and employment.  Support for the headquarters 

operations of domestic or foreign MNEs should be, at most, a secondary concern of domestic trade 

policies.   

Enforcement of important U.S. fair trade laws, such as anti-dumping and countervailing duty (CVD) 
measures, requires a qualifying group representing domestic producers or workers that generate at least 
25% of domestic volume of the like product to file a legal complaint.  Litigation of these cases can cost 
millions of dollars, with uncertain outcomes—many such cases are rejected.

48
  As U.S. industries have 

offshored production, and become increasingly dependent on low-cost foreign suppliers, their interest in 
filing fair trade complaints has declined.  U.S. firms investing in China such as GM, Motorola, Johnson & 
Johnson, and the Blackstone Group, and large retailers such as Walmart, Target and CVS benefit directly 
or indirectly from China’s currency manipulation and subsidies.  These firms are more likely to threaten or 
otherwise discourage their suppliers from participating in fair-trade enforcement cases.  Thus, fewer and 
fewer trade cases are being filed, simply because of the costs and difficulty of obtaining the support of a 
qualifying domestic injured party.   
Specific policies that should be considered include: 

o Policies that threaten to impose strong sanctions on China for its illegal currency manipulation 

such as the Fair Trade Act of 2011, co-sponsored by Senators Brown and Snowe and 

Representatives Ryan and Murphy, and the much tougher Schumer-Graham currency reform 

measure adopted by the Senate in 2005.
49

 

o The Congress should re-authorize the Super 301 provisions in U.S. Trade Law, which required the 

USTR to initiate negotiations with priority countries to eliminate trade practices that impeded 

U.S. exports, including currency manipulation.
50

 

o The U.S. should establish an independent agency to pursue violations of U.S. unfair trade law, 

including illegal tax subsidies and other types of direct and indirect subsidies.
51

   

o Congress could consider chartering and funding an independent organization, like the 

Congressional Budget Office, that could investigate and file unfair trade complaints on behalf of 

Congress, or could refer complaints to committee for consideration of Congressional action.   

o Recently, a WTO appellate body ruled that the U.S. cannot simultaneously apply antidumping 

and CVDs to products imported from China under its non-market economy rules when imposition 

of such duties would amount to double-counting, that is, when the prohibited subsidy has 

                     
48

 The Congress and USTR can self-initiate some trade cases. However, this option is rarely used.   
49

 The Ryan-Murphy bill which passed the House in 2010 would allow the Commerce Department to consider currency 
manipulation as a subsidy in CVD cases.  This proposal would affect a small share of imports from China (at least initially).  The 
Schumer-Graham 2005 amendment would have imposed a substantial (27.5%) across-the-board tariff on imports from China.   
50

 The U.S. agreed to eliminate Super 301 investigations when the WTO was formed in 2004, under the Uruguay Round trade 
agreements.   
51

 A direct subsidy could include, for example, below-market pricing for energy and raw materials.  An indirect subsidy would be 
obtained by a firm in China that purchased subsidized materials, such as steel and glass made with subsidized energy and raw 
materials.   

http://www.americanmanufacturing.org/articles/alliance-american-manufacturing-statement-introduction-new-china-currency-bill
http://en.wikipedia.org/wiki/Section_301_of_the_Trade_Act_of_1974
http://www.mayerbrown.com/publications/article.asp?id=10645&nid=6
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contributed to the below-market pricing that is the subject of the anti-dumping margin.
52

  This 

ruling also sharply limited the definition of a “Public Body” (which can deliver subsidies), and 

rejected claims that State Owned Enterprises (SOEs) “exercised governmental functions on behalf 

of the Chinese Government.”  This ruling will sharply limit the ability of the United States to 

impose Countervailing Duties in cases involving Chinese subsidies.  U.S. fair trade law may have to 

be amended to provide new legal and economic approaches to the assessment of countervailable 

subsidies that do not affect subject-import prices, and to address the role of SOEs.  As an 

alternative the United States may wish to rethink its commitment to and participation in the 

WTO dispute settlement mechanism.  The U.S. has lost several high-profile cases in recent years
53

 

and there is a growing perception that WTO appellate judges are choosing “to substitute their 

own views for the rules negotiated by the WTO parties” (Otteman 2011).   The costs of 

participation in WTO dispute resolution may have begun to exceed its benefits and it may be 

time for the U.S. to withdraw from the dispute settlement process.   

o Rules contained in the 2001 US-China WTO accession agreement regarding treatment of China as 

a non-market economy (NME) will expire at the end of 2016.  These rules allowed U.S. petitioners 

in antidumping cases to treat China as a NME, which presumes that most prices are administered 

by the state.  Comparable home prices for subject products are constructed based on prices in a 

third country.  Rules governing application of the NME status will then revert to the WTO 

standard in 2016.
54

  Domestic petitioners will be required to prove that “all domestic prices are 

fixed by the State.”  Otherwise, prices in China will be used as a basis for anti-dumping cases, 

which will favor producers in China (who benefit from many low, administered input prices).  

China is a mixed economy and manages many, but not all, domestic prices in most cases.  The 

WTO NME rules are clearly defective in this case, and should be revised to allow treatment of 

China as a NME.  If WTO members fail to approve these changes, this will provide another reason 

why the United States should consider withdrawing from the WTO dispute settlement process.   

o U.S. manufacturing is falling farther and farther behind; China became the largest exporter in the 

world in 2009 (Figure 6)
55

, and recently passed the United States to become the largest 

manufacturer in the world.  One reason for this is that the United States lags far behind other 

countries in the use of industrial policies and other types of economic development initiatives, 

such as workforce development and training, publicly supported R&D, and also the use of 

preferential public procurement policies.  China, in particular, is not a signatory to the WTO 

government procurement agreement.  Other OECD countries who are signatories still manage to 

use government procurement to support domestic industrial development, for example through 

military offset programs (Herrnstadt 2010).  The U.S. needs to develop a wide range of economic 

                     
52

 Full disclosure:  I have appeared as a witness for domestic producers of steel pipe in a number of antidumping and CVD injury 
investigations before the U.S. International Trade Commission over the past two decades, most recently in the 2011 case 
involving drill pipe and collars from China (Investigation Nos. 701-TA-474 and 731-TA-1176 (Final)).   
53

 See, for example, the WTO decision that Boeing received illegal subsidies (Steinhauser 2011).  
54

 Note 2, paragraph 1 of Article VI of the GATT reads as follows: “It is recognized that, in the case of imports from a country 
which has a complete or substantially complete monopoly of its trade and where all domestic prices are fixed by the State, 
special difficulties may exist in determining price comparability for the purposes of paragraph 1, and in such cases importing 
contracting parties may find it necessary to take into account the possibility that a strict comparison with domestic prices in 
such a country may not always be appropriate.” 
55

 Figure 6 includes exports of all commodities, including oil.  However, none of the countries shown in the Figure is a major oil 
exporter.  Furthermore, most exports, especially for these countries, consist of manufactured commodities.   

http://www.komonews.com/news/boeing/114932729.html
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development initiatives.  In addition, the U.S. should consider withdrawing from the government 

procurement agreement, so that more extensive Buy-American programs can be developed.   

o There is great need for enhanced reporting and analysis of data on U.S. FDI in China.  BEA data on 

the operations of US MNCs show that U.S. FDI in China reached $162 billion in 2008, about 16.6% 

of total FDI in China (Figure 3).  Other academic research Table 3 below (Xing 2010) reports that 

the U.S. share was only 6.4%.  In addition, U.S. MNCs are accumulating vast stocks of retained 

earnings abroad (a total of $1.8 trillion was accumulated between 1999 and 2010 alone—see 

Figure 5 for flows).  This may help explain the discrepancy between the data on the flow of new 

FDI shown in U.S. balance of payments reports, and changes in the stock of US FDI in China (from 

reports on the operations of US MNCs)—Figure 4 below.  These data show that FDI, as reported 

in U.S. Balance of Payment Statistics, represents just the financial tip of US FDI abroad.  Much 

greater information is needed on how U.S and other MNCs finance foreign operations.  Funding 

for construction of a new factory in China can flow directly from the home company in the United 

States, from retained earnings abroad, and from borrowed capital.  In one widely reported 

example, Evergreen Solar recently announced that it was closing a factory to make solar panels in 

Massachusetts, and moving it to China.  Chinese banks offered Evergreen financing for two-thirds 

of the cost of their new plant at rates “as low as 4.8 percent” with no principal payments or 

interest payments due until the end of the loan in 2015 (Scott 2011). This example illustrates that 

more and better data are needed on the financing of US FDI abroad.  MNCs obtain great benefits 

from deferring taxes on these earnings.  These companies should be required to provide more 

data on where those earnings are invested.    

o In exchange for the great benefits earned by U.S MNCs, including tax deferral and access to OPIC 

and EXIM bank financing, US MNCs should be required to provide much more data on their 

domestic and foreign operations.  In order to better track trends in outsourcing, all U.S. 

multinationals should be required to publicly disclose the location, output and employment of 

domestic facilities that are closed or substantially downsized, and similar, plant-level information 

should be provided for all new facilities outsourced abroad, including greenfield investments and 

investments in existing production facilities.  Foreign MNCs operating in the United States also 

benefit from federal, state and local incentives and access to publicly financed foreign trade and 

investment guarantees.  They should be required to provide similar data in exchange.  These 

provisions should also extend to contract manufacturing, technology licensing and other related 

forms of outsourcing.  Finally, multinational retail corporations such as Walmart, Target and CVS 

that engage in substantial amounts of international goods trade (buying and selling large volumes 

of imported manufactured products and other commodities) should also be required to report 

annually on product sourcing and domestic and foreign employment, at the plant level.   

o Funding for collection and analysis of data on the operations of U.S. and foreign multinationals 

needs to be substantially increased.  Policies developed using these data can contribute to 

improvements in U.S. trade balances, and to increases in domestic manufacturing output, 

employment and tax revenues.  Such investments will reduce government budget deficits.  

Analysis:  Foreign Direct Investment in China 
 
China was the third largest recipient of FDI in the world in 2009, as shown in Table 1, behind only Luxembourg and 
the United States.  Some large recipients of FDI, such as Luxembourg and the United Kingdom are heavily involved 
in financial intermediation, and recycle large shares of their FDI inflows to ultimate destinations in other countries, 
including China.  China received no recorded FDI prior to 1982.  China passed several laws allowing for foreign joint 
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ventures (in 1979) and wholly owned foreign enterprises (in 1986) that first opened China to foreign investors (Xing 
2010).  At first, China granted foreign investors participation in special economic zones (SEZs) and gradually opened 
all of China to FDI in the late 1990s.  However, FDI remains concentrated in China’s Southern and Central coastal 
provinces (Du, Harrison and Jefferson 2011).   
 
Inflows of FDI to China rose rapidly in the early 1990s, plateaued at around $40 billion per year and then took off 
rapidly following China’s entry into the WTO in 2001, as shown in Figure 1.  FDI in China peaked at $147 billion in 
2008, fell sharply during the great recession in 2009 and then increased $27.5 billion (35.2%) in 2010 (Invest in 
China 2011).  Aggregate inflows to China total $1.05 trillion between 1978 and 2010, as shown in Table 2, and 
China is the largest recipient of FDI of all developing countries.  
 
According to reported data, the major sources of FDI in China have been its closest neighbors, as shown in Table 3. 
 Hong Kong, Taiwan and Macau (not shown), or greater China, is responsible for about half of the accumulated FDI 
in China, according to published reports.  However, a large share of this investment may be “round-trip,” having 
originated in China and then re-invested there.  Such investments are encouraged by the low tax rates and other 
benefits conferred on foreign investors in China.  Prior to 2008, profits of foreign investors were taxed at a 15% 
rate, while domestic investors faced a statutory income tax rate of 33% (Du, Harrison and Jefferson 2011).   This 
incentive was eliminated, and corporate tax rates were unified at 25% in 2008.  However, foreign investors were 
“grandfathered” in and will continue to receive preferential tax rates until 2012.   
 
The United States and other western nations are reportedly responsible for small shares of FDI in China, as shown 
in Table 3.  However, published academic research and data reviewed below suggests that MNCs from the United 
States may be under-reporting FDI in China.   
 
Foreign Invested Enterprises (both joint ventures and wholly owned subsidiaries) were responsible for 55% of 
China’s exports and 68% of its trade surplus in 2010, as shown in Table 4.    Foreign Invested Enterprises (FIEs) 
employed 3% of China’s labor force, but generated about 22% of its output (Whaley and Xin 2010).  Their overall 
productivity was nine times greater than that of the average Chinese firm.  Within manufacturing, the productivity 
ratio of FIEs and domestic firms was 4:1.  Due to their high productivity, it is also estimated that FIEs were 
responsible for about 40% of China’s recent economic growth.   
 
Du, Harrison and Jefferson (2011) (DHJ) analyzed a unique dataset on the performance of domestic and FIEs in 
China.  They collected data on all firms that generated more than 5 million yuan in output, and also included all 
state-owned enterprises (SOEs), most of which exceeded this threshold.  Their data demonstrate the remarkable 
breath and impact of FIEs in China.  Their dataset (from the Chinese Ministry of Commerce) included complete 
information on the performance of 1.5 million enterprises for the period 1998-2007.  The number of FIES rose from 
96,135 in 1998 to 255,042 in 2007.  Enterprises from Hong Kong, Taiwan and Macau (HMT) made up an average of 
8.9% of the observations in the dataset over the entire period of investigation.  Investors from other countries 
(largely members of the Organization for Economic Cooperation and Development) represented 7.9% of the 
observations.   
 
DHJ also evaluated the comparative impacts of FDI from the HMT region with that from other countries.  They 
found that FDI from the HMT countries is not associated with higher productivity at the firm level, while FDI from 
other countries (primarily those in the OECD) is associated with higher productivity.  One explanation for this is 
that the HMT investments originate in China and embody Chinese technology and management techniques.  FDI 
from firms in the OECD transfers technology and western management systems to Chinese firms.  DHJ also found 
substantial upstream and downstream spillover effects from were associated with investments from other (non 
HMT) countries.   
 
On average, capital invested in these firms increased 10.7% per year, while labor grew only 1.3%.  Total Factor 
Productivity (TFP) increased 5.6% per year.  Real output of these firms grew 13.5% per year, and TFP growth was 
responsible for a remarkable 40% of that output growth.  Overall, estimates are that without FDI, China’s GDP 
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growth, which has exceeded 10% per year since 1982 (World Economic Outlook 2011), could have been 3.4% lower 
(Xing 2010).  
 
FDI plays an even more important role in China’s high-tech exports.  For example, in the information and computer 
technology sector, in 1998, China generated $20.3 billion worth of exports in this sector (11% of China’s total 
exports), and FIEs were responsible for 73.7% of this output.  In 2008, China exports in this sector increased to 
$415.6 billion (29.1% of total Chinese exports), and FIEs were responsible for 85.2% of this output.   
 
Reasons for Growth of FDI in China 
 
A number of factors have contributed to the growth of FDI in China.  The existence of a large pool of low wage 
labor has certainly been important, but that labor was not mobilized for the production of exports until China 
made the decision to become a market economy in the with its “open door” policy and economic reforms of 1978, 
and reforms of its foreign investment laws in the 1980s noted above (Xing 2010).  China has also used a number of 
activist policies to attract and retain FDI, and to maximize exports and other benefits received from these facilities. 
 First, the RMB (yuan) was devalued by 57.2% between July of 1986 and January of 1994, primarily in three distinct 
moves (Figure 2), and held at this level until July 2005. The best estimates are that the RMB is still 25% to 40% 
undervalued (Cline 2009 and 2010).  China’s currency manipulation is illegal under the GATT/WTO agreements and 
the IMF charter, as well as U.S. law (Scott and Bivens 2006).  Currency manipulation dramatically lowers Chinese 
production costs and provides an effective subsidy to Chinese exports; it also acts as a barrier to imports from 
other countries.  Second, China provided tax holidays and has offered FIEs preferential tax rates for corporate 
profits (as noted above), and reduced value added tax rates.  China has also offered other incentives to MNEs that 
established subsidiaries and joint ventures in its “Special Economic Zones” (Xing 2010).  Finally, China has provided 
tens of billions of dollars of illegal subsidies to firms in industries such as steel, glass, paper and new green 
technology industries (Haley 2008, 2009, 2010 and Scott, 2010a and 2011).  Most of these incentives and subsidies 
are illegal under the terms of the WTO and U.S. fair trade laws. 
 
Taken as a whole, China’s FDI promotion regime has provided massive, illegal subsidies to MNEs from the United 
States and other countries.  These subsidies have encouraged firms to outsource production from the United 
States and other developed countries to China; they have contributed to the rapid growth of China’s exports to the 
U.S. and the world; and they have severely suppressed U.S. exports to China, and to the world (China is now the 
most important competitor for U.S. exports on world markets).   
 
U.S. Outward Foreign Direct Investment 
 
There is great need for enhanced reporting and analysis of data on U.S. FDI in China.  BEA data on the operations of 
US MNCs shows that U.S. FDI in China reached $162 billion in 2008, as shown in Figure 3, about 16.6% of total 
cumulative FDI in China (Table 2, above).

56
  Other academic reports Table 3 (Xing 2010) report that the U.S. share 

was only 6.4%.  Data from surveys of the operations of U.S. MNCs in China yield different estimates of the flow of 
funds to such operations.   
 
Similar results are obtained for the annual flows of U.S. FDI to China.  Figure 4 reports two contrasting estimates.    
The first is based on data from the U.S. balance of payments statistics (which report on U.S. current and capital 
account transactions, on a quarterly basis).  The second estimate is net change in the value of U.S. FDI in China 
from the operating statistics reported by U.S. multinational companies (also reported by the BEA), for the period 
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 Note that this estimate is conservative.  Data on the operations of U.S. MNCs is released about 21 months after 
the end of a given calendar year.  This estimate (16.8%) compares total U.S. FDI in China in 2008 (as reported by US 
MNCs) with total FDI in China in 2010.  It is likely that total U.S. FDI in China, as will be reported by US MNCs, 
increased in 2009 and 2010 (global inflows of FDI to China slowed in 2009, but they were not reversed; and US BOP 
data show FDI in China outflows of $7 billion in 2009 more than offset by FDI inflows of $9 billion in 2010, as shown 
in Figure 4).   
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1999-2008.  There are important conceptual differences in the two series—the latter includes valuation changes 
while the former does not. But the differences in the data are strikingly large.  Flows based on the MNC survey 
report exceed those in the Balance of Payments statistics by a factor ranging from 2:1 to more than 5:1 for the 
period covered in Figure 4.   
 
In addition, U.S. MNCs are accumulating vast stocks of retained earnings abroad (a total of $1.8 trillion was 
accumulated between 1999 and 2010 alone—see Figure 5 for flows).  This may help explain the discrepancy 
between the data on the flow of new FDI shown in U.S. balance of payments reports, and changes in the stock of 
US FDI in China (from reports on the operations of US MNCs)—Figure 4.  These data show that FDI, as reported in 
U.S. Balance of Payment Statistics represents just the financial tip of US FDI abroad.  Much greater information is 
needed on how U.S and other MNCs finance foreign operations.  Funding for construction of a new factory in China 
can flow directly from the home company in the United States, from retained earnings abroad, and from borrowed 
capital.  In one widely reported example, Evergreen Solar recently announced that it was closing a factory making 
solar panels in Massachusetts, and moving it to China.  Chinese banks offered Evergreen financing for two-thirds of 
the cost of their new plant at rates “as low as 4.8 percent” with no principal payments or interest payments due on 
the loan until the end of 2015 (Scott 2011). This example illustrates that more and better data is needed on the 
financing of US FDI abroad.  MNCs obtain great benefits from deferring taxes on these earnings.  These companies 
should be required to provide more data on where those earnings are invested.    
 
US multinational companies prosper while manufacturing suffers at home 
 
Outsourcing has resulted in the loss of millions of and the closure of tens of thousands of factories in the United 
States in the past decade, but profits of U.S. multinationals have soared.  The U.S. lost 3.6 million manufacturing 
jobs between January 2000 and December 2007, the peak of the last business cycle, and outsourcing was 
responsible for the vast majority of these job losses.  An additional 2 million manufacturing jobs were lost through 
February 2011, primarily due to the Great Recession.

57
   

 
The global earnings of U.S. MNCs on direct investment abroad rose from $146 billion in 2000 to $420 billion in 
2010, and increase of 187% (earnings are shown on the black line in Figure 5, and measured on the left axis).  U.S. 
MNCs obtain a tremendous financial advantage through FDI because they are allowed to defer taxation on 
earnings that are not repatriated (that is, those that are reinvested abroad).  Figure 5 shows that the share of 
earnings repatriated (shown on the red bars and measured on the right axis) has fallen from 49% in 1999 to 25% in 
2010, while the share repatriated has risen from 51% in 1999 to 75% in 2010 (shown on the blue bars). 
The only exception to the trend of a rising share of retained earnings came in 2005, when a special tax incentive 
was offered to businesses that repatriated earnings.  Even in that year, repatriated earnings exceed total earnings 
that year by only $10 billion.

58
  Over the entire period of 1999-2010, U.S. MNCs accumulated over $1.8 trillion in 

retained earnings abroad (this figure is net of earnings repatriated in all years, including 2005).  This is an incredible 
pool of tax deferred capital that was available to finance FDI abroad in all countries, including China.  In effect U.S. 
taxpayers have subsidized FDI abroad, effectively “loaning” U.S. MNCS approximately $640 billion for FDI abroad.

59
 

 US MNCs are able to invest these funds tax and interest free, and enjoy the profits earned on these investments, 
until those funds are repatriated to the United States.  Based on the trends show in Figure 5, and absent significant 
changes in U.S. tax and regulatory policy, it is unlikely that the vast majority of those funds will ever be repatriated. 
 They have become, in effect, a permanent subsidy to U.S. MNCs investing abroad.   
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 U.S. Bureau of Labor Statistics. 2011.  “Current Employment Statistics.” http://www.bls.gov/ces/ 
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 It is important to note that the 2005 incentives for repatriation of foreign earnings had no discernable effect on total U.S. 
non-residential investment.  The total contribution of fixed non-residential investment to U.S. GDP growth increased from 0.61 
percentage points in 2004 to 0.69 points in 2005 to 0.84 points in 2006 before slowing as the U.S. entered the great recession.  
This pattern is typical for the late stages of a recovery, as businesses begin to bump up against capacity limits.  A much stronger 
upswing in non-residential investment occurred in 1997 and 1998, towards the end of the previous business cycle.   
59

 This estimate applies the statutory 35% corporate tax rate to the sum of total retained earnings from FDI abroad for the 
period 1999-2010.   
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Conclusions and policy recommendations 
 
The United States can and should adopt new policies to level the playing field between the U.S. and China.  Trade 
and manufacturing policies should be used to defend and recover production in the United States, and to maximize 
production and employment in U.S. manufacturing establishments.  These policies should emphasize the benefits 
of U.S. production and employment.  Support for the headquarters operations of domestic or foreign MNEs should 
be, at most, a secondary concern of domestic trade policies.   
 
Enforcement of important U.S. fair trade laws, such as anti-dumping and countervailing duty (CVD) measures 
requires a qualifying group representing domestic producers or workers that generate at least 25% of domestic 
volume of the like product to file a legal complaint.  Litigation of these cases can cost millions of dollars, with 
uncertain outcomes—many such cases are rejected.  As U.S. industries have offshored production, and become 
increasingly dependent on low-cost foreign suppliers, their interest in filing fair trade complaints has declined.  U.S. 
firms investing in China such as GM, Motorola, Johnson & Johnson, and the Blackstone Group, and large retailers 
such as Walmart, Target and CVS benefit directly or indirectly from China’s currency manipulation and subsidies.  
These firms are more likely to threaten or otherwise discourage their suppliers from participating in fair-trade 
enforcement cases.  Thus, fewer and fewer trade cases are being filed, simply because of the costs and difficulty of 
obtaining the support of a qualifying domestic injured party.   
 
Other specific trade and economic development policies that should be considered include: 
 

 Policies that threaten to impose strong sanctions on China for its illegal currency manipulation such as the 

Fair Trade Act of 2011, co-sponsored by Senators Brown and Snowe and Representatives Ryan and 

Murphy, and the much tougher Schumer-Graham currency reform measure adopted by the Senate in 

2005. 

 The Congress should re-authorize the Super 301 provisions in U.S. Trade Law, which required the USTR to 

initiate negotiations with priority countries to eliminate trade practices that impeded U.S. exports, 

including currency manipulation. 

 The U.S. should establish an independent agency to pursue violations of U.S. unfair trade law, including 

illegal tax subsidies and other types of direct and indirect subsidies.   

 Congress could consider chartering and funding an independent organization, like the Congressional 

Budget Office that could investigate and file unfair trade complaints on behalf of Congress, or could refer 

complaints to committee for consideration of Congressional action.   

 Recently, a WTO appellate body ruled that U.S. cannot simultaneously apply antidumping and CVDs to 

products imported from China under its non-market economy rules when imposition of such duties would 

amount to double-counting, that is, when the prohibited subsidy has contributed to the below-market 

pricing that is the subject of the anti-dumping margin.  This ruling also sharply limited the definition of a 

“Public Body” (which can deliver subsidies), and rejected claims that State Owned Enterprises (SOEs) 

“exercised governmental functions on behalf of the Chinese Government.”  This ruling will sharply limit 

the ability of the United States to impose Countervailing Duties in cases involving Chinese subsidies.  U.S. 

fair trade law may have to be amended to provide new legal and economic approaches to the assessment 

of countervailable subsidies that do not affect subject-import prices, and to address the role of SOEs.  As 

an alternative the United States may wish to rethink its commitment to and participation in the WTO 

dispute settlement mechanism.  The U.S. has lost several high-profile cases in recent years and there is a 

growing perception that WTO appellate judges are choosing “to substitute their own views for the rules 

negotiated by the WTO parties” (Otteman 2011).   The costs of participation in the WTO dispute 

http://www.americanmanufacturing.org/articles/alliance-american-manufacturing-statement-introduction-new-china-currency-bill
http://en.wikipedia.org/wiki/Section_301_of_the_Trade_Act_of_1974
http://www.mayerbrown.com/publications/article.asp?id=10645&nid=6
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resolution process may have begun to exceed its benefits and it may be time for the U.S. to withdraw 

from the dispute settlement process.   

 Rules contained in the 2001 US-China WTO accession agreement regarding treatment of China as a non-

market economy (NME) will expire at the end of 2016.  Rules governing application of the NME status will 

then revert to the much tougher WTO standard.
60

  Domestic petitioners will be required to prove that “all 

domestic prices are fixed by the State.”  China is a mixed economy and manages many, but not all, 

domestic prices in most cases.  The WTO NME rules are clearly defective in this case, and should be 

revised to allow treatment of China as a NME.  If WTO members fail to approve these changes, this will 

provide another reason why the United States should consider withdrawing from the WTO dispute 

settlement process.   

 U.S. manufacturing is falling further and further behind; China became the largest exporter in the world in 

2009 (Figure 6), and recently passed the United States to become the largest manufacturer in the world.  

One reason for this is that the United States lags far behind other countries in the use of industrial policies 

and other types of economic development initiatives, such as workforce development and training, 

publicly supported R&D, and also the use of preferential public procurement policies.  China, in particular, 

is not a signatory to the WTO government procurement agreement.  Other OECD countries who are 

signatories still manage to use government procurement to support domestic industrial development, for 

example through military offset programs (Herrnstadt 2010).  The U.S. needs to develop a wide range of 

economic development initiatives.  In addition, the U.S. should consider withdrawing from the 

government procurement agreement, so that more extensive Buy-American programs can be developed.   

 Funding for collection and analysis of data on the operations of U.S. and foreign multinationals needs to 

be substantially increased.  Policies developed using these data can contribute to improvements in U.S. 

trade balances, and to increases in domestic manufacturing output, employment and tax revenues.  Such 

investments will reduce government budget deficits.  

 
 
 
 

 
 
 
 
 
 
 
 
 
 
 

Table 1: 2009 Foreign Direct Investment, Inflows 
 

                     
60 Note 2, paragraph 1 of Article VI of the GATT reads as follows: “It is recognized that, in the case of imports from 

a country which has a complete or substantially complete monopoly of its trade and where all domestic prices are 
fixed by the State, special difficulties may exist in determining price comparability for the purposes of paragraph 1, 
and in such cases importing contracting parties may find it necessary to take into account the possibility that a 
strict comparison with domestic prices in such a country may not always be appropriate.” 
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Top Five, Globally 

  
$ Billions % of 2009 Total 

1 Luxembourg 194.8 17.0% 

2 United States 134.7 11.7% 

3 China, P.R.: Mainland 78.2 6.8% 

4 United Kingdom 72.9 6.4% 

5 France 60.0 5.2% 

Top 10 Developing 

  
$ Billions % of 2009 Total 

1 China, P.R.: Mainland 78.2 6.8% 

2 China, P.R.: Hong Kong 52.4 4.6% 

3 Russian Federation 36.8 3.2% 

4 India 34.6 3.0% 

5 Brazil 25.9 2.3% 

6 Mexico 14.5 1.3% 

7 Poland 13.8 1.2% 

8 Kazakhstan 13.6 1.2% 

9 Chile 12.7 1.1% 

10 Turkey 8.4 0.7% 

Euro Area 

  
$ Billions % of 2009 Total 

 
Euro Area 298.654 26.0% 

    
Source: 2009 FDI Inflows, Dir. Inv. In Rep. Econ., N.I.E., IMF, and Economic Policy Institute. 
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Table 2: Aggregate FDI Inflows, 1978-2009 

Top Five, Globally 

  
$ Billions % of World Total 

1 United States 3124.1 18.1% 

2 United Kingdom 1451.6 8.4% 

3 China, P.R.: Mainland 1053.4 6.1% 

4 Luxembourg 1021.7 5.9% 

5 France 875.2 5.1% 

Top 10 Developing Nations 

  
$ Billions % of World Total 

1 China, P.R.: Mainland 1053.4 6.1% 

2 China, P.R.: Hong Kong 427.4 2.5% 

3 Brazil 366.2 2.1% 

4 Mexico 330.2 1.9% 

5 Russian Federation 258.0 1.5% 

6 India 168.9 1.0% 

7 Saudi Arabia 157.3 0.9% 

8 Chile 115.5 0.7% 

9 Thailand 101.9 0.6% 

10 Turkey 98.3 0.6% 

Euro Area 

  
$ Billions % of World Total 

 
Euro Area* 2932.461 17.0% 

    
Source: 2009 FDI Inflows, Dir. Inv. In Rep. Econ., N.I.E., IMF, and Economic Policy Institute. 

*Note that Euro Area data begins in 1998. 
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Table 3: Major Sources of FDI in China, 1985-2008 
Major Sources of FDI in China, 1985-2008 

 
1985-1990 1991-2000 2001-2008 1985-2008 

 
Value 

 
Value 

 
Value 

 
Value 

 
Sources 

(Billion 
USD) 

Share 
(%) 

(Billion 
USD) 

Share 
(%) 

(Billion 
USD) 

Share 
(%) 

(Billion 
USD) 

Share 
(%) 

The 
World 15.9 100.0 327.7 100.0 510.7 100.0 854.3 100.0 
Hong 
Kong 9.7 60.9 159.0 48.5 178.2 34.9 346.9 40.6 
Taiwan 0.0 0.0 25.8 7.9 21.4 4.2 47.2 5.5 
Japan 2.2 13.6 25.2 7.7 37.4 7.3 64.7 7.6 
Korea 0.0 0.0 10.5 3.2 31.5 6.2 42.0 4.9 
Singapore 0.2 1.3 16.8 5.1 20.6 4.0 37.6 4.4 
USA 1.9 12.1 27.6 8.4 29.5 5.8 55.1 6.4 
Germany 0.2 1.3 6.1 1.9 9.2 1.8 15.5 1.8 
UK 0.2 1.2 8.4 2.6 6.9 1.4 15.5 1.8 
France 0.1 0.9 4.0 1.2 4.4 0.9 8.6 1.0 

 

         
Source: table from: Yuqing Xing, "Facts About and Impacts of FDI on China and the World Economy,"  China, an 
International Journal, Volume 8, Number 2, September 2010; Table 1, page 7, Economic Policy Institute. 
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Table 4: China’s World Trade, Total, and by Foreign Invested Enterprises, 2009-2010 

China's world trade, total and by FIE, billions of USD 

 
2009 2010 Growth 

Exports 1,201.8 1,577.9 31.3% 

Imports 1,005.6 1,394.8 38.7% 

Trade Balance 196.1 183.1 -6.6% 

    trade of FIEs 2009 2010 Growth 

Exports 672.2 862.3 28.3% 

Imports 545.2 738 35.4% 

Trade Balance 127.0 124.3 -2.1% 

    FIE shares of total China trade 2009 2010 Growth 

Exports 56% 55% -2.3% 

Imports 54% 53% -2.4% 

Trade Balance 65% 68% 4.8% 
 
    

Source: China, Ministry of Commerce, PRC, 
http://english.mofcom.gov.cn/aarticle/statistic/BriefStatistics/201101/20110107386812.html; Invest in China, PRC, 
http://www.fdi.gov.cn/pub/FDI_EN/default.html; Economic Policy Institute. 
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HEARING CO-CHAIR WESSEL:   Thank you.  
  Dr .  Fung.  
 
STATEMENT OF  DR.  K.C.  FUNG,  PROFESSOR OF ECONOMICS,  UNIVERSITY OF 

CALIFORNIA,  SANTA CRUZ,  CALIFORNIA  
  

 DR.  FUNG:   Thank you so  much for  a l lowing me to  be here.   I  just  want  
to  focus on the topic  of  fore ign  and U.S.  investment  in  China.   As  Dr .  Moran 
and Dr.  Scott  ment ioned and h ighl ighted,  China cont inues to  be an 
extremely attract ive  dest inat ion for  fore ign  d irect  investors .   In  2010,  the 
amount  of  FDI  in  China amounted to  more than $105 b i l l ion.   That 's  up  f rom 
90 b i l l ion.  
 DR.  SCOTT:   Tr i l l ion,  "t" ,  t r i l l ion.    
 DR.  FUNG:   I t ' s  f lows.  
 DR.  SCOTT:   Oh,  f lows.   Pardon me.    
 DR.  FUNG:   Not  the stock.   But ,  yes,  i f  you add up a l l  the years ,  i t ' s  in  
t r i l l ions.   So  the most  popular  mode of  FDI ,  as  we know,  takes the form of  
whol ly  fore ign -owned enterpr ises .   One reason is  i t  ref lects  the increasing 
knowledge of  American and foreign  companies  in  understanding the labor  
and the consumer markets  in  China.   Secondly,  unt i l  2008,  there seemed to  
be some z igzag,  but  the t rend was increasing openness  for  fore ign  d irect  
investors .  
 However,  as  the f i rst  panel  h igh l ighted,  due to  the indigenous 
innovat ion pol icy,  there have been a  lot  of  complaints  by fore ign  f i rms 
about  the d i f f icu lty  that  they face in  the domest ic  Chinese market .   

http://english.mofcom.gov.cn/statistic/statistic.html
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 Unl ike  other  developing countr ies ,  China's  sources  of  funds typ ica l ly  
come from other  As ian  economies,  part icu lar ly  Hong Kong and Taiwan.   Of  
course,  even for  these economies,  i t ' s  d i f f icu lt  to  decipher  exact ly  where 
some of  these funds come from.  Potent ia l ly ,  they could  even be f rom 
main land China i tse l f .   
 In  2009,  about  hal f ,  a  l i t t le  more than hal f  of  the inf lows into  China 
came,  according to  of f ic ia l  stat ist ics ,  f rom Hong Kong,  and the U.S.  came in  
seventh.   I t  represents  only  about  2 .8  percent  of  tota l  inf lows into  China.   In  
terms of  stocks,  that 's  s imi lar .   Hong Kong,  again ,  i s  the largest  d irect  
investor ,  with  the U.S.  coming in  fourth.  
 As  we a l l  know now,  a  lot  of  the stat ist ics  increasingly  show the tax 
haven economies l ike  V irg in  Is lands,  Cayman Is lands have become more and 
more important  sources  of  FDI  so  that  makes i t  even more d i f f icu lt  to  
understand where the t rue sources  of  funds are  real ly  coming f rom.  
 A  popular  interpretat ion among some researchers  are  that  these funds 
that  come from Virg in  Is lands and Cayman Is lands a l so  or ig inal ly  would  come 
from Hong Kong,  Ta iwan and main land China,  even though i t 's  d i f f icu lt  to  
test  exact ly  whether  that  is  the case.  
 In  terms of  outward d irect  investment ,  even though we're  not  ta lk ing 
about  outward,  but  again  main land China invested more or  most  in  Hong 
Kong as  the top dest inat ion in  2009.   The U.S.  was s ixth  as  the most  popular  
dest inat ion.   
 There are  some new studies  that  tend to  show that  some of  these 
outward d irect  investments  f rom main land China,  af ter  control l ing for  
mot ives  o f  resources  seeking,  they tend to  end up in  more corrupt  
economies where corrupt ion is  i l lustrated by indices  created by a  var iety  of  
internat ional  organizat ions.  
 Suppose we look at  i t  f rom the U.S.  rather  than just  comparing U.S.  
posit ion  in  China.   U.S .  d irect  investment  in  China only  represents  about  less  
than two percent ,  about  1 .4  percent ,  of  tota l  U.S .  d irect  investment  abroad.  
 The top dest inat ion for  U.S .  d irect  investment  would  be Nether lands,  the 
UK,  Canada,  Bermuda,  and Luxembourg.   Again ,  these  are  stocks  so  i t  
represents  a l l  the past  investments  that  U.S .  had done.  
 And the bulk of  U.S .  investment  in  China was in  manufactur ing,  and 
about  12 percent  in  computer  and e lectronic  products ,  about  ten percent  in  
chemicals .  
 There are  some detai led  f i r m level  studies  recent ly  that  show that  
Hong Kong and Taiwanese f i rms and other  fore ign  companies,  inc luding the 
U.S.  companies,  they have s ign i f icant ly  h igher  rates  of  return  on the capita l  
in  China compared to  state -owned enterpr ises.   Perhaps that 's  not  very 
surpr is ing g iven that  some of  these state -owned enterpr ises  are  poor ly  run 
and face not  the d isc ip l ine by the marketplace.  
 According to  our  own government 's  publ icat ion,  Survey of  Current  
Business,  our  mult inat ionals  abroad in  a l l  dest inat ions,  earn  about  9 .7  
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percent  return.   I f  you use the same methodology and apply  i t  to  China 
a lone,  the rate  of  return  in  2009 would  be 13.5,  which  is  a  l i t t le  b i t  h igher  
than the average even though one could  interpret  that  to  ref lect  the h igher  
r isk  of  investment  i n  a  developing and transit ion  economy l ike  China.  
 However,  as  i s  a l ready wel l -known now,  the latest  AmCham -China 
reports  have shown,  on one hand,  that  a  large major i ty  of  the member f i rms 
surveyed reported that  operat ions were e ither  very prof i tab le  or  pr of i tab le ,  
and about  28 percent  of  the f i rms reported that  China is  the number one 
pr ior i ty  for  g lobal  investment .  
 However,  for  the very f i rst  t ime,  U.S .  companies  reported inconsistent  
regulatory interpretat ion as  the number one business  chal lenge in  Chin a,  
replacing management  level  human resource constra ints  which  have been 
the t radit ional  reason for  chal lenges in  China.  
 Less  than three percent  of  European Union FDI  went  to  China in  2008.  
 Again ,  according to  their  own European Union Chamber Business  Co nf idence 
Survey,  36  percent  of  the f i rms sa id  that  the regulatory environment  has  
become less  fa ir  towards fore ign - invested enterpr ises  in  the last  two years ,  
and s l ight ly  more than 36 percent  a lso  predicted that  the future t rend would  
be increasingly  wors e for  the European f i rms in  China.  
 So  last ly ,  what  are  the ro les  for  FDI  and U.S.  investment  in  China?  
One,  obviously,  the FDI  increase GDP in  China.   According to  our  own 
government 's  est imate,  again ,  Bureau of  Economic Analys is  est imated in  
2008,  .6  percent  of  the Chinese GDP was increased due to  our  investment  
there.  
 Some independent  studies  a lso  show that  our  own investment  in  China 
contr ibuted more to  China's  growth in  output  compared to  other  sources  of  
FDI ,  inc luding sources  f rom Hong Kong,  Japan,  Ta iwan or  South Korea.  
 Second ro le  is  obviously  wel l -known--the c lose l inkage between FDI  
and trade.    More than hal f  of  the imports  and exports  of  t rade associated 
with  China are  conducted by fore ign  d irect ,  fore ign  f i rms located in  China.  
 Again ,  as  h igh l ighted by Dr .  Moran,  part ly  because of  the investment  
f rom the U.S.  and other  countr ies ,  that  fac i l i tated the g lobal  supply  chain .   
About  32 percent  of  the imported intermediate  goods were incorporated in  
Chinese exports ,  and they most ly  come from the f our  As ian  t igers  as  wel l  as  
f rom Japan.  
 And last ly ,  that  according to  our  own f igures,  that  our  non -bank 
af f i l iates  in  China employed about  950,000 employees in  China,  and they 
a lso  spend $1.5  b i l l ion  in  research and development  in  China.   That  is  our  
own U.S.  af f i l iates  located in  China.  
 There is  a  growing l i terature,  as  we are  wel l  aware,  that  these forms 
of  g lobal izat ion and of fshor ing,  not  only  to  China but  a lso  to  India ,  have 
created substant ia l  economic and job insecur i ty  in  the U.S. ,  and there is  
some prel iminary labor  market  studies  that  seem to show that  there is  a  
semi-hol lowing out  ef fect  of  the medium -ski l led  jobs in  the United States  
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associated with  of fshor ing and in  conjunct ion with  technologica l  change.  
 Thank you.  
 [The statement  fo l lows:]  
 

PREPARED STATEMENT OF DR.  K.C.  FUNG,  PROFESSOR OF ECONOMICS,  
UNIVERSITY OF CALIFORNIA,  SANTA CRUZ,  CALIFORNIA  

 
In this paper, I would like to discuss various characteristics, trends and roles of U.S. and foreign direct investment 
(FDI) in China.  First, we consider FDI and U.S. direct investment, using Chinese official statistics. While it is clear 
that the quality of U.S. direct investment data is much better than that of the Chinese data, the use of official 
Chinese data allows us to examine U.S. direct investment in China in a comparative perspective.  Then, in the next 
section, we will utilize U.S. official data as well as surveys from foreign investors’ associations to study some 
characteristics of foreign and U.S. direct investment.  Lastly, we will discuss the roles of foreign and U.S. direct 
investment in China, using U.S. official data and some relevant academic studies. 
 
China continues to be a very attractive destination for foreign direct investors. In 2010, the amount of FDI in China 
amounted to US$105.7 billion, up from US$90.0 billion in 2009 (Table 1). The most popular mode of FDI takes the 
form of wholly foreign owned enterprises (Table 2).  There may be two reasons that contributed to this trend.  
First, foreign investors used to lack detailed knowledge of the Chinese labor and consumer markets so that joint 
ventures with local partners make more business sense.  However, over time, foreign investors, including U.S. 
investors, increasingly are able to operate in China without the need for Chinese partners.  Second, at least until 
recently, the business environment in China has been increasingly open, which permits foreign investors to have 
more commercial freedom in their choice of modes of operations.  The business environment for foreign investors 
however, may be changing for the worse since the Chinese government announced the consideration of the so-
called “indigenous innovation” policy. 
 
In terms of FDI flows and using official Chinese statistics, the largest FDI came from Hong Kong, with US$46.075 
billion in 2009 (Table 3). This represents slightly more than half, with 51.2 percent of the total inflows for that year. 
 The United States came in seventh, with US$2.555 billion.  This represents only 2.84 percent of total inflows into 
China.  In terms of stocks (not shown in the appendix), Hong Kong again was the largest foreign direct investor in 
2008, with US$349.6 billion.  The United States came in fourth in 2008, with US$59.65 billion.   
 
In recent years, tax haven economies such as Virgin Islands and Cayman Islands have become more and more 
prominent as sources of FDI into China.  This makes the FDI statistics more difficult to decipher as funds from these 
tax haven economies originally come from other places.  A popular interpretation is that these funds 
predominantly come from other Asian sources, particularly Taiwan.  As a comparison, Table 4 lists the top ten 
destinations of Chinese investment abroad. Again, Hong Kong was the top destination for Chinese direct 
investment abroad, with a flow of US$35.6 billion in 2009. The United States was the sixth most popular 
destination for outward Chinese foreign direct investment for that year. 
 
Using official U.S. statistics, U.S. direct investment position in China amounted to US$49,403 million in 2009.  This 
represents only 1.4 percent of the total U.S. direct investment abroad.  In 2009, the top five destinations for U.S. 
direct investment were Netherlands (13.4%), the United Kingdom (13.4%), Canada (7.4%), Bermuda (7.0%) and 
Luxembourg (5.0%). The United States invested more in Mexico (2.8%) and in Singapore (2.2%) than in China 
(Ibarra-Caton 2010).   Of the U.S. direct investment in China, the bulk was in manufacturing, with 45.8 percent in 
2009.  11.6 percent was in computer and electronic products and 10.1percent was in chemicals. 
 
According to Liu and Siu (2006), Hong Kong/Taiwanese firms and other foreign firms operating in China are 
estimated to have significantly higher rates of returns on capital compared to state-owned enterprises.  According 
to Survey of Current Business (Bureau of Economic Analysis September 2010), the rate of return on U.S. Direct 
Investment abroad to all destinations was 9.7%, using the historical-cost method.  Using the same method, the rate 
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of return of U.S. direct investment in China can be calculated to be 13.5% in 2009. Thus the rate of return of U.S. 
direct investment in China tends to be higher than the average rate of return of all U.S. direct investment abroad.   
According to AmCham-China (2010), in 2009, 71 percent of the member firms surveyed reported that their 
operations were profitable or very profitable.  In addition, 28 percent of the firms reported that China is their 
number one priority in global investment. In addition, 58 percent of the U.S. companies source and produce for the 
Chinese domestic market.  Only 12 percent of the U.S. firms produce or source goods or services in China for the 
U.S. market. However, for the first time, U.S. companies reported “inconsistent regulatory interpretation” as the 
number one business challenge, replacing “management-level human resource constraints”, which was the 
number one business difficulty since 2008.  
 
Only less than 3% of European Union FDI went to China in 2008. However, the European firms operating in China 
seem to have similar concerns about the trend of the regulatory environment in China.  According to the European 
Union Chamber Business Confidence Survey, 36% of the firms surveyed said that the regulatory environment has 
become less fair towards foreign-invested enterprises in the last two years (European Union Chamber of 
Commerce in China 2010/2011).  
 
What roles do FDI and U.S. direct investment play in China?  There are several important economic functions.  First, 
FDI and U.S. direct investment in China increase Chinese output.   The value added of U.S. non-bank majority-
owned affiliates in China was 0.6% of Chinese GDP in 2008 (Barefoot and Mataloni Jr. 2010). According to a study 
by Chantasasawat, Fung, Ng and Siu (2011), of all the foreign direct investment in China, the U.S. direct investment 
contributed most to the increase in Chinese output.  The U.S. direct investment is estimated to be more potent 
than investment from Hong Kong, Japan, Taiwan or Republic of Korea. 
 
Second, while much of the focus of U.S. companies in China seems to be on the domestic Chinese market, foreign-
invested enterprises (FIEs) in general often act to serve as a part of the production network that ultimately sends 
the finished products to consumers in the rich economies such as the United States and Europe.  Much of the 
exports from China and imports into China have been conducted by foreign firms (Table 6).  According to Naughton 
(2007), most of the recent largest exporters of high-technology products from China including Tech-Front 
Shanghai, ASUStek Computer Suzhou and Motorola China have their parent companies in Taiwan or in the United 
States. 
A recent study commissioned by the United States International Trade Commission (Dean, Fung and Wang 2008) 
concluded that foreign firms in China facilitated the creation of an Asian production network.  Almost 32 percent of 
the imported intermediate goods that were incorporated in Chinese exports came from the four Asian tigers (Hong 
Kong, Taiwan, Republic of Korea and Singapore).  18.3 percent came from Japan and 10.3 percent came from the 
rest of East and Southeast Asia. 
 
U.S. direct investment in China and in Asia facilitated the imports and exports of parts and components from one 
Asian economy to another.  According to Fung, Iizaka and Siu (2011), a one percent increase in U.S. direct 
investment in China or in another Asian economy will increase exports of parts and components to another Asian 
economy by 0.37 percent. 
 
Because of the production network facilitated by U.S. and other FDI in China and Asia, intra-Asian trade in parts 
and components has increased over the years.  Much of such Asian trade- and FDI-led integration occurred initially 
without the presence of significant formal trade agreements.  This de facto form of integration is quite different in 
origin compared to other regional groupings such as Latin America (Aminian, Fung and Ng 2008). In fact, East Asia 
seems to have a deeper degree of integration compared to integration among Latin America economies (Fung, 
Garcia-Herreo and Siu 2011). 
 
Lastly, U.S. multinationals operating in China also increases employment in China. In 2008, non-bank U.S. affiliates 
in China employed 950,200 employees in China.  On average, these U.S. affiliates paid US$10,908.2 as annual 
compensations to their employees. The non-bank majority owned U.S. affiliates in China also spent US$1,517 
million in research and development expenditures.  This compares to US$582 million in India and US$ 1,872 million 
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in Japan. 
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Appendix 
 
Table 1. Total FDI in China 

($US millions) 

Year Inflow Inward Stock Outflow Outward Stock 

2000 40,715 346,637 *916 *27,768 

2001 46,878 393,512 *6,885 *34,654 

2002 52,743 446,255 2,700 29,900 

2003 53,505 501,474 2,855 33,222 

2004 60,630 562,104 5,498 44,777 

2005 60,325 622,429 12,261 57,206 

2006 63,021 691,897 21,160 90,630 

2007 74,768 760,218 26,506 117,911 

2008 92,395 852,613 55,907 183,971 

2009 90,033 942,646 56,528 245,755 

2010 105,735    

Sources: China Statistical Yearbook, various issues 
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  Invest in China [www.fdi.gov.cn] 
2009 Statistical Bulletin of China’s Outward Foreign Direct Investment, China’s Ministry of 
Commerce 

  *UNCTADstat 
 
 

Table 2. Modes of FDI 

($US millions) 

 Equity 
Joint 
Venture 

Contractual 
Joint Venture 

Wholly Foreign-
owned 
Enterprise 

FDI 
Shareholding 
Inc. 

Joint 
Exploration 

Others 

2007 15,596 1,416 57,264 492 0 0 

2008 17,318 1,903 72,315 859 0 0 

2009 17,273 2,034 68,682 2,044 0 0 

2010 22,498 1,616 80,975 646 0 0 

Sources: China Statistical Yearbook, various issues 
  Invest in China [www.fdi.gov.cn] 
 

 

 

 

Table 3. Top 10 largest FDI investing economies in China (ranked by foreign investment actually utilized) 

 

 

 Year 2007   Year 2008   Year 2009  

 Economy ($US mil)  Economy ($US mil)  Economy ($US mil) 

1 Hong Kong 27,703  Hong Kong 41,036  Hong Kong 46,075 

2 Virgin Islands 16,552  Virgin Islands 15,954  Virgin Islands 11,299 

3 Rep. of Korea 3,678  Singapore 4,435  Japan 4,105 

4 Japan 3,589  Japan 3,652  Singapore 3,605 

5 Singapore 3,185  Cayman Islands 3,145  Rep. of Korea 2,700 

6 United States 2,616  Rep. of Korea 3,135  Cayman Islands 2,582 

7 Cayman Islands 2,571  United States 2,944  United States 2,555 

8 Samoa 2,170  Samoa 2,550  Samoa 2,020 

9 Taiwan 1,774  Taiwan 1,899  Taiwan 1,881 

10 Mauritius 1,333  Mauritius 1,494  Germany 1,217 
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Source: China Statistical Yearbook, 2009/2010    
 

Table 4. Top 10 destinations for China’s outward FDI 

($US millions) 

 Flow (2009)   Stock (2009)  

 Economy ($US mill)  Economy ($US mill) 

1 Hong Kong 35,601  Hong Kong 164,499 

2 Cayman Islands 5,366  Virgin Islands 15,061 

3 Australia 2,436  Cayman Islands 13,577 

4 Luxembourg 2,270  Australia 5,863 

5 Virgin Islands 1,612  Singapore 4,857 

6 Singapore 1,414  United States 3,338 

7 United States 909  Luxembourg 2,484 

8 Canada 613  South Africa 2,307 

9 Macau 456  Russia 2,220 

10 Myanmar 377  Macau 1,837 

Source: 2009 Statistical Bulletin of China’s Outward Foreign Direct Investment, China’s Ministry of 

Commerce 

 
 
    Table 5.  U.S. Direct Investment Position in China (Historical-Cost Basis) in millions of dollars 
2005 2006 2007 2008 2009 
19,016 26,459 29,710 52,521 49,403 
Source: Survey of Current Business, Bureau of Economic Analysis, “Table on U.S. Direct Investment Abroad:  
Selected Items by Detailed Country, 2005-2009”, 2010. 
          
 
Table 6.  Exports and Imports conducted by FIEs 

($US millions) 

 Exports Imports Total 

2007 695,520 559,408 1,254,928 

2008 790,620 619,956 1,410,576 

2009 672,230 545,207 1,217,437 

2010 862,306 738,001 1,600,307 

Sources: Invest in China [www.fdi.gov.cn] 
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PANEL I I I :   DISCUSSION,  QUESTIONS AND ANSWERS  
  
 HEARING CO-CHAIR WESSEL:   Thank you,  gent lemen,  and thank you for  
the thoroughness  of  your  both  prepared as  wel l  as  ora l  comments.   I t  i s  
deeply  apprec iated and shows a  t remendous amount  of  work which  wi l l  
certa in ly  ass ist  the Commiss ion.  
 Dr .  Moran,  i f  I  could  start  with  some comments  that  you made,  the 
sort  of  a  good news/bad news approach that  you descr ibed .   You say that  90 
percent ,  as  I  recal l ,  96  p ercent  of  h igh -tech exports  come from foreign -
invested enterpr ises.  
 When we look at  the job  chal lenge here in  the United States  and 
where we both wi l l  grow in  the future as  wel l ,  both  as  an  economy overal l ,  
but  a lso  in  terms of  job  creat ion,  as  we cont inu e to  face h igh  
unemployment ,  there are  a  lot  of  people  who see the migrat ion of  that  ATP 
base,  understanding,  as  you sa id ,  there is  st i l l  a  lot  of  suppl ies  coming f rom 
here,  but  that  that  is  accelerat ing in  China,  that  there is  an  accelerat ion of  
our  R&D investments  by U.S .  MNCs with  fa ir ly  h igh  prof i le ,  and large 
investments  by Microsoft ,  Delphi .   GE just  s igned a  jo int  venture investment ,  
an  R&D agreement ,  in  December,  as  I  recal l .  
 What  do you see on the hor izon as  i t  re lates  to  economic and job 
creat ion  here v is -a-v is  MNCs'  act iv i t ies  in  China and,  p lease,  Dr .  Fung and 
Dr.  Scott ,  your  response,  as  wel l?  
 DR.  MORAN:   I 'm carefu l ly  mainta in ing eye contact  once again  because 
the answer,  I  don't  see i t  as  a  zero sum problem.  What  you f ind  is  that  in  
the ATP  sector ,  for  example,  I  th ink I  put  th is  in  my paper - - i f  I  don't ,  I ' l l  g ive  
an  addendum to i t - -what  you f ind  is  we're  not  t rading the same products .  
 In  the example that  I  g ive,  I  be l ieve in  my paper,  i s  that  in  
microscopes- -  
 HEARING CO-CHAIR WESSEL:   No,  no.   In - -  
 DR.  MORAN:   - -our  exports  average ten to  $20,000 per  microscope.   
Our  imports  are  on the one to  $200 range so - -  
 HEARING CO-CHAIR WESSEL:   Understand.   No,  my quest ion is  more 
about  what 's  happening now with  the R&D.  
 DR.  MORAN:   Ye s .  
 HEARING CO-CHAIR WESSEL:   Is  that  there are  many who bel ieve that  
R&D and product ion are  c losely  l inked.  
 DR.  MORAN:   Yes.  
 HEARING CO-CHAIR WESSEL:   So  that  i f  you bel ieve that ,  the large 
investments  by a  number of  U.S .  MNCs --wi l l  that  change or  skew what  
you've descr ibed?  I f  a  Microsoft  has  a  hal f  b i l l ion  dol lar  investment  
enterpr ise,  their  R&D enterpr ise,  i s  that  going to  change over  t ime the 
d istr ibut ion that  you're  descr ib ing in  terms of  where the wealth  is  coming 
f rom,  that  the hundred t imes or  whatever - -  
 DR.  MORAN:   Right ,  r ight .  
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 HEARING CO-CHAIR WESSEL:   - -microscope is  no longer  going to  be 
here,  but  u l t imately  wi l l  migrate  to  China?  
 DR.  MORAN:   Ye s.   I t  could  be.   I t ' s  very hard  to  predict  that .   We 
don't  see much of  that  yet .   Th is  sounds counter intu i t ive  because you see 
the h igh  prof i le  th ings  l ike  Microsoft  that  you sa id ,  but  two -tenths of  one 
percent  of  the worldwide R&D done by American mult inat ionals  i s  being 
done in  China,  two -tenths of  one percent ,  so  i t 's  not  l ike  one percent .   I t ' s  
not  l ike  i t 's  ten  percent .   I t ' s  very,  very smal l .  
 Now,  ten years  f rom now we may see a  dramat ic  increase in  that .   I  
can 't  predict  that ,  and that  wi l l  reverberate.   I  would  go back to  my 
argument ,  though,  even i f  Microsoft - - I  mean even i f  the American f i rms start  
to  do a  lot  more R&D,  I  th ink the benef i ts  are  going to  be other  
mult inat ionals  and other  input  suppl iers  in  China,  not  the Chinese f i rms,  
part ly  for  the reasons - - I  point  to  Derek who is  no longer  here - -but  I  mean 
part ly  because of  the d istort ions and the u ncompet it iveness  of  many of  the 
Chinese f i rms.  
 So  we're  going to  see th ings  change,  but  I 'm less  anxious about  i t  than 
some others.  
 HEARING CO-CHAIR WESSEL:   I  understand.   Dr .  Fung?  Dr .  Scott?  
 DR.  SCOTT:   I  am concerned about  the growth of  R&D abroad.   I  th ink 
i t  i s  t ied  to  the outsourcing of  U.S .  manufactur ing.   Regarding the ro le  of  
manufactur ing in  the United States,  a l though the share of  employment  
involved in  manufactur ing has  decl ined fa ir ly  steadi ly  over  the past  40 or  50 
years  and precip itously  in  the last  decade,  the share of  the GDP contr ibuted 
by manufactur ing sh ipments  has  remained re lat ive ly  constant  in  th is  per iod .  
 I t ' s  over  a  th ird  of  the economy.  
 That 's  because manufactur ing is  a  huge consumer of  research and 
development  and legal  serv ices  and other  k inds of  h igh -value added service  
and commodity  inputs  that  are  embodied in  the manufactured goods.    
 And what 's  happening is ,  as  we sh ip  manufactur ing abroad,  i s  that  
demand for  a  lot  of  those service  inputs  are  going to  go abroad as  wel l .   I  
am very worr ied  about  th is ,  and a  lot  of  the R&D that  you're  ta lk ing about  is  
purchased  f rom profess ional  and technica l  service  industr ies .   I t ' s  so ld  to  
manufactur ing so  we don't  see i t  d irect ly  in  terms of  lost  jobs  in  
manufactur ing.  
 HEARING CO-CHAIR WESSEL:   Dr .  Fung.  
 DR.  FUNG:   Ye s.   For  the U.S.  nat ional  economic welfare,  i t  seems that  
innovat ion is  our  l i feb lood,  and so  th is  i s  an  area that  we def in i te ly  need to  
pay attent ion to  even though the amount  or  the share is  st i l l  very,  very 
smal l ,  and,  of  course,  the previous sess ion d iscussed how China is  now 
target ing a  lot  of  these sectors  with  increased subsid ies ,  and part  of  these 
subsid ies  are  a lso  to  research and development  as  wel l .  
 So  I  wonder  somet imes,  there may be some reasons why a  lot  of  the 
b ig  mult inat ionals  are  sett ing up a l l  these research labs  in  China,  Ind ia ,  
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because they can pay much lower  wages and compensat ions,  therefore,  for  
the bra in  powers  that  could  be there.  
 However,  i f  somehow due to  poor  inte l lectual  property r ights  
environment ,  even i f  you sort  of  own the knowledge that  got  generated 
there,  whether  i t  got  leaked out  to  other  parts  of  the local  economies,  that  
may be an issue as  wel l .  
 Thank you.  
 HEARING CO-CHAIR WESSEL:   Thank you.  
 Commiss ioner  Wortzel .  
 COMMISSIONER WO RTZEL:   Dr .  Scott ,  you sa id  you'd  welcome a  couple  
of  quest ions about  your  recommendat ions,  and we real ly  appreciate  
recommendat ions because they help  inform what  we do.   But  I  have 
quest ions on the two new independent  organizat ions or  agencies  you 
recommended be created on page ten of  your  wr it ten test imony.  
 The f i rst  i s  establ ish  an  independent  agency to  pursue v io lat ions of  
U.S .  unfa ir  t rade law,  including tax subsid ies  and other  types of  d irect  and 
indirect  subsid ies.   And here,  I ' l l  reveal  my own igno rance,  which  is  usual ly  
pretty  easy to  do.  
 [Laughter . ]  
 COMMISSIONER CLEVELAND:   Ef fort less .  
 [Laughter . ]  
 COMMISSIONER WORTZEL:   Why do we need new agencies?  What  
agency should  be doing that  now,  and why do you th ink they're  inef fect ive?  
 Second,  your  n ext  recommendat ion is  that  Congress  should  consider  
charter ing and funding an independent  organizat ion l ike  the CBO that  could  
invest igate  and f i le  unfa ir  t rade complaints  on behalf  of  Congress  or  refer  
complaints  to  Congress  for  act ion.  
 F i rst  of  a l l ,  whe re would  Congress  f i le  an  unfa ir  t rade complaint?  I  
mean isn 't  that  an  execut ive  branch responsib i l i ty?  And second,  why do we 
need a  new independent  agency when Congress  a lready has  the 
Congress ional  Research Service  with  a  very broad mandate that  they c ould  
d irect  to  do these th ings  i f  they so  want?  
 DR.  SCOTT:   My concern is  that  in  order  to  f i le  a  t rade case,  one has  to  
assemble a  quorum represent ing 25 percent  of  the producers ,  of  the 
workers ,  in  an  industry,  in  order  to  f i le  a  case,  and they have to  be wi l l ing 
and able  to  come up with  mi l l ions  of  dol lars  i t  can take to  f i le  such a  case.   
That 's  a  system we've re l ied  on for  decades to  enforce our  fa ir  t rade laws.  
 That  system is  fa l l ing apart  as  we of fshore product ion,  number one,  as  
the number of  dome st ic  producers  wi l l ing and able  to  f i le  such cases  fa l ls .   
 Number two,  many U.S.  f i rms are  now invested abroad,  and so  they 
are  much less  interested in  f i l ing  cases,  for  example,  against  subsid ies  in  
China.   Many U.S.  f i rms benef i t  d irect ly  f rom those  subsid ies.   
 Take the auto companies  as  a  good example.  General  Motors  is  there;  
Ford  is  there;  Chrys ler ,  as  wel l .   And they're  buying b i l l ions  of  dol lars  in  
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parts  in  China,  benef i t ing,  I  be l ieve,  f rom substant ia l  subsid ies.   Not  only  
are  they not  l ike ly  to  f i le  cases  complain ing about  that ,  they're  l ike ly  to  te l l  
their  suppl iers  not  to  f i le  cases  about  that  as  wel l .  
 So  who is  going to  represent  the American interest?  That  is  the 
quest ion.   R ight  now my understanding is  that  the only  agency in  the 
government  that  could - -wel l ,  there are  two agencies  that  could  f i le  some 
charges.   The USTR,  but  the USTR is  not  interested in  enforcing U.S.  t rade 
law.  They're  more interested in  g iv ing away U.S.  fa i r  t rade laws through 
trade negot iat ions,  I  would  contend,  and they 're  part  of  the execut ive  
branch.   They are  part  of  the White  House,  and so  act ions that  they might  
take are  often of fset  against  other  fore ign  pol icy  considerat ions.   
 So  that 's  why I  th ink i t 's  so  important  to  have an independent  agency 
that  can focus on  just  th is  i ssue of  enforcement  of  the fa ir  t rade laws.   So  
that 's  why I  make the f i rst  recommendat ion for  an  independent  agency.  
 Regarding my proposal  to  create  a  congress ional  agency  that  could  
invest igate  and f i le  unfa ir  t rade complaints ,  my understand ing- -correct  me i f  
I 'm wrong.   I 'm not  a  t rade lawyer - - is  that  Congress  does have standing to  
se l f - in i t iate  t rade case s.   I  could  be wrong about  that ,  but  I  th ink that  they 
do.   I  don't  bel ieve th is  responsib i l i ty  fa l ls  in  the mandate of  any part icu lar  
committee.   
 Obviously,  any congressman could  request  a  study,  as  you've 
suggested,  but  I  th ink the issues are  broad enough that  i t  would  be usefu l  to  
have an independent  commiss ion of  the Congress  that  was charged with  
invest igat ing dumping and subsid ies  and  other  k inds of  fa i r  t rade v io lat ions.  
 So  Congress  has  a  unique nat ional  interest  in  the enforcement  of  fa i r  t rade 
laws.  
 HEARING CO-CHAIR WESSEL:   Commiss ioner  Blumenthal .  
 COMMISSIONER BLUMENTHAL:   Yes.   Thank you a l l  very much for  
interest ing test imony .   
 I  want  to  get  to  th is ,  I  want  to  unpack a  l i t t le  b i t ,  i f  poss ib le ,  the 
d i f ferences between unemployment  in  the United States  and FDI  in  China.  
And I  don't  know how to  resolve th is .   Maybe i t 's  a  d ispute about  stat ist ics ,  
one's  stat ist ics .   Maybe you co uld  duke i t  out  over  stat ist ics .   
 Bes ides  the loss  of  the t rade bar ,  which  may be product ive  for  the 
United States,  can you expla in - -no of fense to  anybody here - - i f  we have 
three-tenths of  one percent  of  wor ldwide R&D in  China,  and the d issect ion,  
as  you ment ioned,  Dr .  Moran,  you have some problems with  the d issect ion 
of  va lue captured by the iPad,  but  st i l l  so  much of  i t  obviously  is  not  
captured in  p laces  l ike  China - -our  h ighest  tech goods.  
 For  a l l  of  you,  and maybe some of  you just  d isagree with  th is  pr emise,  
but  can you expla in  which  jobs and which  sectors  are  being d isp laced,  and 
are  they being d isp laced to  China?  Because we go to  a  lot  of  factor ies  in  
China,  and i t  doesn't  seem l ike  Americans would  be doing those jobs.  
 Are  they being d isp laced to  Ge rmany where i t  seems l ike  the American 
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worker  is  more - - that 's  a  better  metr ic  of  comparison?  Are  they being not  
d isp laced?  Or  is  just  a  quest ion of  product iv i ty  ga ins  in  the United States?  
Because I  th ink our  manufactur ing output  was at  one of  i t s  h ighe st  in  years  
in  th is  last  year .  
 So,  again ,  I 'd  l ike  to  get  a  l i t t le  b i t  more educated on the issue of - -
there 's  a  lot  of  data  f lowing around here,  but  can we get  a  l i t t le  b i t  more 
granular i ty  on which  jobs and which  sectors  are  being d isp laced to  whom?  I  
mean would  anyone real ly  be doing these jobs that  we see in  China that  
some c la im are  being d isp laced?  So  that 's  to  any of  you.  
 DR.  MORAN:   I  tend to  see t rade and investment  as  win/win  so  I  don't  
immediate ly  start  with  d isp laced,  and I  l ike  compet it ion,  which  does have 
some d isp lacement  in  i t .   Most  of  the compet it ion  to  the manufactur ing 
sector ,  but  increasingly  to  the service  sector ,  in  the United States,  comes 
f rom other  OECD countr ies .  
 COMMISSIONER BLUMENTHAL:   R ight .  
 DR.  MORAN:   And so  how we fare  in  comparison to  Europe,  Japan,  and 
increasingly  Korea,  or  others ,  i s  real ly  what  the U.S.  story is  about ,  and 
there are  some recommendat ions that  I 'm --wel l ,  I  th ink we a l l  share them --  
having to  do with  infrastructure,  having to  do with  educat ion and tra i n ing,  
et  cetera,  that  are  beyond the scope of  th is  hear ing,  but  that  would  be 
where I  would  put  my emphasis .  
 With  regard  to  d isp lacement  of  U.S .  jobs  to  China,  to  the extent  that  
we can measure that ,  i t ' s  a  fa i r ly  smal l  phenomenon because the main  
compet i tors  for  what  China is  producing are  actual ly  Ind ia  and Mexico and 
Braz i l  and other  LDCs.  
 So  you real ly  are  not  going to  be able  to  take the b i latera l  U.S . -China 
and say,  wel l ,  i f  their  t rade balance changed or  i f  something e lse  changed,  
you would  f ind  th at  jobs  would  come back to  the United States.   They may 
come back to  V ietnam or  to  the Phi l ipp ines,  but  I  would  urge you not  to  k ind 
of  be mis led  by analogy that  d isp lacement  is  going to  be on a  b i latera l  bas is .  
 DR.  SCOTT:   I  would  be happy to  defend the est imates  of  jobs  
d isp laced by growing t rade def ic i ts  with  China that  I  publ ished last  year .    I  
have  looked at  the impact s  of  t rade by industry ,  by state  and congress ional  
d istr ict .   I  th ink about  40 percent  of  the jobs d isp laced by the growth in  
China t rade def ic i ts  between 2001 and 2008 were in  the e lectronics  
industr ies .   The three hardest  h i t  congress ional  d istr icts  in  the country were 
in  Palo  Alto  and San Jose,  Cal i forn ia .  
 COMMISSIONER BLUMENTHAL:   Can I  ask a  quest ion about  that ,  s i r?  
 DR.  SCOTT:   Certa in ly .  
 COMMISSIONER BLUMENTHAL:   So  what  k inds of  jobs?  When we go to  
or  see e lectronics  makers  in  China,  these are  not  the kinds of  th ings  you're  
seeing in  the United States,  as  they're  much lower  level  in  terms of  ski l l s ,  
and so  what  k inds of  e lectr onics  jobs  have we lost  to  China?  
 DR.  SCOTT:   Wel l ,  my understanding,  and I 've  heard th is  just  informal ly  
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in  comments  on the work that  I 've  done,  someone referred to  San Jose and 
that  area in  northern Cal i forn ia  as  "skeleton val ley"  for  a l l  the empty 
factor ies  that  —populate  the region.  
 COMMISSIONER BLUMENTHAL:   But  have those gone to - -  
 DR.  SCOTT:   - - that  used to  make computers - -  
 COMMISSIONER BLUMENTHAL:   Ye s.  
 DR.  SCOTT:   - -and e lectronic  products  that  are  now being 
manufactured in  China.   So  we have l ost  jobs  in  the past  decade  in  these 
industr ies .  
 COMMISSIONER BLUMENTHAL:   S i l icon Val ley d idn't  use to  
manufacture computers .   They,  again - -  
 DR.  SCOTT:   Yes,  manufactur ing computers .  
 COMMISSIONER BLUMENTHAL:   They certa in ly  came up with  the 
designs  and  so  forth ,  but  they d idn't - -  
 COMMISSIONER BARTHOLOMEW:  They manufactured them.  
 DR.  SCOTT:   They d id  manufacture them, yes.  
 COMMISSIONER BLUMENTHAL:   Not  real ly .   Now you're  ta lk ing about  
product iv i ty  ga ins,  and how much would  you break i t  down to  produ ct iv i ty  
ga ins?  I 'm not  asking Commiss ioners  for  their  opin ions.   I 'm asking - -and 
a lso  I 'd  l ike  Dr .  Fung to  comment  on th is  as  wel l - - the d issect ion of  va lue 
capture for  Apple  iPods  so  would  you agree with  the assessment  that ,  I  
mean is  there any way to  mak e a  one-to-one comparison between  the 
movement  of  lower - level  component  manufactur ing in  China and the job loss  
in  the United States?  
 DR.  FUNG:   I  agree with  Dr .  Moran about  the a l ternat ive  s i tes  of  
of fshor ing for  a l l  these components  and parts  and even,  for  the case of  
Ind ia ,  some of  the service -re lated act iv i t ies  as  wel l .   
 However,  in  terms of  not  p icking China or  p icking Indonesia  or  
V ietnam, perhaps - - I  don't  have the f igures  with  me --the volume of  
of fshor ing act iv i t ies  got  magnif ied  because of  the int eract ion of  
technologica l  improvement  as  wel l  as  the- -over  the past  30 years - -and for  
India ,  the past  20 years - - the s imultaneous re jo in ing into  the g lobal  economy 
by very large,  populous,  developing economies.  
 So  in  that  sense,  I  agree that  a  lot  of  these  jobs,  i f  i t  i s  not  in  China,  i t  
wi l l  be  in  V ietnam.  
 However,  maybe the scope of  that  k ind of  of fshor ing has  increased 
over  t ime,  and I  see my students,  they get  more and more -- they may be 
wrong-- I  don't  know--more and more insecure about  their  job  prosp ects ,  
part ly  because of  the recent  f inancia l  cr is is ,  but  at  the same t ime,  there 
seems to  be some sense of  unease about  th is  phenomenon that  combines 
technology and emergence of  China and India .  
 DR.  SCOTT:   I  have a  paper  avai lab le  that  looks  at  product iv i ty  and 
growth and output  and the decl ine in  employment  manufactur ing.  [See 
Addit ional  Mater ial  for  the  Record f rom Robert  E .  Scott ,  page 130-131. ]   The 
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basic  story is  that  product iv i ty  growth has  been with  us  for  generat ions in  
manufactur ing.   I t  grew four  percent  a  year  in  the '90s,  and four  percent  a  
year  in  the past  decade.   Wh at  changed was that  output  was growing about  
four  percent  a  year  in  manufactur ing  in  the 1990s ,  and demand for  
manufactured products  was growing.  
 In  the past  decade,  what  happened was output  only  grew about  one 
percent  a  year .   Demand cont inued to  grow.   I t  was just  suppl ied  by  imports .  
 And the second point  i s  that  China is  responsib le  for  about  80 percent  
of  our  t rade def ic i t  in  manufactured products .   So  China is ,  for  better  or  
worse,  the core of  the problem.  
 COMMISSIONER BLUMENTHAL:   I f  we stop tradin g with  China- -  
 HEARING CO-CHAIR WESSEL:   Recla iming the t ime,  I - -  
 COMMISSIONER BLUMENTHAL:   I 'm sorry.   I 've  got  to  respond to  th is  
or  get  a  c lar i f icat ion.   I f  we stopped trading with  China,  would  we be 
assembl ing iPods in  the United States?  
 DR.  SCOTT:   I  th ink i f  we had balanced trade with  China,  we would  be 
producing other  products  and se l l ing them to them  to China ,  and that 's  the 
core of  the problem.  
 HEARING CO-CHAIR WESSEL:   Commiss ioner  Bartholomew.  
 COMMISSIONER BARTHOLOMEW:  Thanks very much.   Th ank you to  our  
witnesses.   
 Dr .  Fung,  we don't  of ten get  "Banana S lugs"  here ,  so  welcome.   I 'm 
p leased to  see you ;  and Dr.  Moran,  i t ' s  very n ice  to  note in  your  b iography 
that  your  fami ly  phi lanthropy focuses on help ing ch i ldren af fected by the 
HIV-AIDS ep idemic.  So  thank you for  the work that  you're  doing on that .   Dr .  
Scott ,  i t ' s  a lways wonderfu l  to  have you here.   
 I 'm going to  take a  very br ief  s l iver  of  my t ime just  to  address  one 
th ing with  Commiss ioner  Blumenthal ,  which  is  that  the decl ine in  
manufactur ing is  not  just  these b ig  companies  that  are  putt ing together  
th ings  l ike  iPods.   I f  you go anywhere in  th is  country,  you can f ind  shut  down  
smal l  and medium -sized businesses  and factor ies  that  d id  th ings  l ike  
in ject ion p last ics  or  extrus ions and/or  mak ing tools  and d ies  to  make the 
equipment  that  make the equipment .  
 COMMISSIONER BLUMENTHAL:   I  don't  th ink anyone is  arguing that .  
 COMMISSIONER BARTHOLOMEW:  Wel l ,  i t ' s - -  
 COMMISSIONER BLUMENTHAL:   I  th ink the quest ion is  how much,  what  
jobs are  actual ly  going to  China that  would  be here?   
 COMMISSIONER BARTHOLOMEW:  Wel l ,  I - -  
 COMMISSIONER BLUMENTHAL:   I t ' s  a  completely  d i f ferent  quest ion a l l  
together.  And we have experts  here so - -  
 COMMISSIONER BARTHOLOMEW:  I  d idn 't  want  to  leave the  record 
implying th at  though.    
 But ,  Dr .  Moran,  part icu lar ly ,  I 'd  l ike  to  go back to  th is  i ssue of  R&D 
because I 'm try ing to  understand i f  i t  hasn 't  been working,  why is  the 
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Chinese government  making so  much investment  in  i t  through subsid ies ,  
these huge R&D parks  that  they 're  going- -a l l  of  the benef i ts  that  they're  
provid ing?  And add in  there the caveat  that  one of  the th ings  that  we've 
learned over  the past  ten  years  is  that  the th ings  that  happen in  China 
happen much more quickly  than we expect  that  they're  going to.  
 So  what  is  th is  investment  in  R&D about?  
 DR.  MORAN:   Excel lent  quest ion.   And there is  no doubt  that  China is  
making a  huge investment  in  h igher  educat ion,  in  sc ience parks,  in  th ings  
l ike  that .   So  that 's  not  subject  to  d ispute.   I  would  have to  do further  
studies  of  th is ,  or  you would  have to  br ing in  people  who were genuinely  
expert  in  th is ,  but  my impress ion of  looking at  the evidence is  many of  the 
graduates  of  these new univers i t ies ,  et  cetera,  then go to  work for  fore ign  
f i rms.   
 So  you have about  16 mi l l ion  fore ign  employed workers ,  a  
d isproport ionately  h igh  percentage of  their  exports  comes f rom th is .   Now,  
many of  them go into  domest ic  f i rms,  ind igenous f i rms,  and they're  not  zero 
product ive;  they're  just  in  th is - -why do I  keep point ing to  Derek her e? 
 [Laughter . ]  
 DR.  MORAN:   They're  in  th is  messed -up domest ic  economy,  some 
state-owned,  some pr ivate -  owned f i rms,  and they have some impact .   They 
contr ibute to  the ten percent  growth rate.   So  I  don't  mean to  say nothing is  
going on there,  but  my thes is  i s  i f  you say is  China becoming Japan and 
Germany and S i l icon Val ley combined,  the answer is  no,  no and no,  or  so  
s lowly that  you real ly  don't  see much of  i t  in  the data.  
 COMMISSIONER BARTHOLOMEW:  Do you th ink that  is  what  is  behind 
th is  ind igenous in novat ion move,  th is  concern that  the investments  in  R&D 
are  not  provid ing the return  in  terms of  Chinese companies  being able  to  
take on these act iv i t ies?  
 DR.  MORAN:   I 've  never  seen that  be the rat ionale,  but  the indigenous 
innovat ion is  the bad news tha t  your  Commiss ion has  looked into  for  years .   
There real ly  i s  a  k ind of  des ign  of  industr ia l  pol icy  and pressures  on GM and 
pressures  on Boeing and pressures  on companies  to  come there,  to  take on 
partners ,  to  share their  technology,  that 's  very real - - I  don't  quite  know how 
to  get  at  that .   But  I  d is l ike  i t  just  as  much as  my col leagues do.  
 COMMISSIONER BARTHOLOMEW:  Dr .  Fung or  Dr .  Scott ,  any comment  
on the R&D? 
 DR.  FUNG:   I 'm not  an  expert  on that ,  but  my sense is  that  China has  
been d isappointed by i ts  percept ion that  i t  gets  stuck in  the lower  end of  
the manufactur ing act iv i t ies ,  and so  the b ig  push into  sc ience and h igher  
educat ion is  perhaps their  way of  t ry ing to  c l imb up the ladder.  
 The quest ion is  what  is  the impl icat ion for  our  own labor  market ,  for  
our  own companies?  I f  they're  h ir ing a  lot  of  their  own sc ient ists  and 
engineers,  would  that  imply that  they're  more complementary to  our  own 
sc ient ists  and engineers  or  would  they d isp lace our  own sc ient ists  and 
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engineers?  I  haven't  seen studies  ab out  that ,  but  obviously  i t ' s  an  area that  
I 'm a  l i t t le  b i t  concerned about .  
 COMMISSIONER BARTHOLOMEW:  Dr .  Scott .  
 DR.  SCOTT:   I  would  emphasize  again  the ro le  of  fore ign -owned 
mult inat ionals  in  China in  doing R&D and i ts  impact .   The evidence that  I  
reviewed in  my writ ten test imony  suggests  that  fore ign - invested enterpr ises  
coming f rom OECD countr ies  are  responsib le  for  as  much as  a  th ird  of  a l l  
GDP growth in  China.   They're  the most  product ive  enterpr ises  in  China,  and 
they represent  a  growing share of  t he economy in  China.  
 Their  share of  experts  has  grown dramat ica l ly  over  t ime,  and they are  
now br inging with  them R&D,  and so  I  th ink that  th is  i s  a  zero sum game -- i t 's  
going to  come at  the expense of  workers  in  the United States,  and i t 's  not  
just  those who have low ski l l s ,  but  increasingly  those with  col lege degrees 
and advanced degrees,  as  wel l ,  who are  threatened by th is  migrat ion of  
investment  and R&D to  China.  
 COMMISSIONER BARTHOLOMEW:  Thank you.  
 HEARING CO-CHAIR WESSEL:   V ice  Chairman S lane.   
 V ICE CHAIRMAN SLANE:   Thank you.   Thank you a l l  for  taking the t ime 
to  test i fy .   As  we a l l  know,  the Chinese are  of fer ing massive  incent ives  to  
American h igh -tech industr ies  to  move to  China,  and let  me just  g ive  you 
one example.   Evergreen is  a  manufacturer  of  so lar  panels  in  Devens,  
Massachusetts ,  and Evergreen accepted $43 mi l l ion  in  a id  f rom the state  of  
Massachusetts  and opened up a  factory employing 800 workers .  
 They recent ly  shut  the factory down,  la id  of f  the 800 workers  and 
moved to  China.   The CEO sa id  that  he could  not  borrow money at  favorable  
terms in  the United States,  which  would  enable  h is  company to  grow;  the 
Chinese of fered h im massive  loans at  very,  very low interest  rates.  
 Our  job  is  to  make recommendat ions to  the Congress.   Now,  my 
quest ion to  you is  should  the United States  government  get  in  the game and 
start  making incent ives  or  counter ing incent ives  that  the Chinese are  
of fer ing?  
 DR.  SCOTT:   I  th ink that  we have to  consider  that .   I  th ink we a lso  have 
to  consider  withdrawing f rom the  Government  Procurement  Agreement  of  
the WTO and us ing our  own publ ic  procurement  dol lars  to  encourage the 
development  of  our  own domest ic  industr ies .   That 's  part  of  what  China is  
doing,  i s  i t ' s  requir ing that  green technology is  being produced in  China.   
That 's  one reason the factor ies  are  growing so  rapid ly  there,  but  I  do th ink 
u lt imately  we're  going to  have to  compete with  China  on their  terms .  
 Unfortunately,  we're  fa l l ing behind the rest  of  the world ,  and i t 's  not  
just  China;  i t ' s  Germany;  i t ' s  Franc e.   Other  countr ies  around the world  
provide much more ef fect ive  support  to  the development  of  their  industr ies  
than we do here in  th is  country.  
 V ICE CHAIRMAN SLANE:   Anyone e lse?  Thank you.  
 HEARING CO-CHAIR WESSEL:   Commiss ioner  Mul loy.  
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 COMMISSIONER M ULLOY:   Thank you,  Mr.  Chairman,  and I  want  to  
thank each of  the witnesses  both  for  their  ora l  and their  very helpfu l  wr it ten  
test imony.   
 I  have a  couple  quest ions . .   They're  re lated to  some th ings  that  came 
up in  the ear l ier  panel ,  but  I  wanted to  get  yo ur  judgment  on i t .  
 We heard ear l ier  that  state -owned enterpr ises  get  mass ive  subsid ies  
f rom the Chinese.  Even though Huawei  may not  be  of f ic ia l ly  state  owned ,  i t  
i s  an  enterpr ise  that  gets  a  lot  of  support  f rom the Chinese government .  
 We ta lked about  cur rent ly  these ent i t ies  can buy th ings  in  the United 
States  on the basis - -and the only  way we could  stop them is  us ing the Exon -
F lor io ,  which  you have to  say i t 's  a  nat ional  secur i ty  threat ,  and I  
ment ioned,  the Canadians have a  d i f ferent  test .   You have to  show that  the 
purchase  is  a  net  benef i t  to  Canada.  
 Do you fo lks  agree with  Derek Scissors  and others  that  that  might  be a  
better  test  for  us  to  have in  our  own law?  I ' l l  s tart  with  Dr .  Scott  and then 
go across  quickly ,  and then we have another  quest ion.  
 DR.  SCOTT:   I  would  agree.   I  th ink the Canadian approach is  
interest ing.   We should  look at  a l ternat ives  l ike  that .   My own research has  
shown that  fore ign  companies  invest ing in  the United States  tend to  run 
very large t rade def ic i ts .   Over  the last  20  years ,  they've  d isp laced over  four  
mi l l ion  workers  in  the United States.   
 What  many of  them do,  especia l ly  in  countr ies  l ike  China,  i s  buy up 
U.S.  companies,  c lose down the factor ies ,  use  the brand name to  market  
their  products  here in  the United States,  and a  good example of  that  might  
be Lenovo's  purchase of  IBM's  PCs.   They're  a l l  manufactured abroad.   And 
so  I  th ink that  th is  i s  an  issue that  we real ly  have to  look at  quite  c losely.  
 COMMISSIONER MULLOY:   Dr .  Moran?  Dr .  Fung?  
 DR.  MORAN:   I  have to  sa y I  wish  we had more t ime on th is  because 
U.S.  MNCs are  the largest  exporters  f rom the United States,  about  60 
percent  of  our  exports ,  and next  to  them are fore ign  investors  in  the United 
States  in  terms of  s ize  of  exports .   So  I 'm not ,  we have to  sort  tha t  out .  
 With  regard  to  a  net  benef i ts  test ,  I  am very much opposed to  that ,  
not  because i t  i sn 't  a  good idea,  but  because i t  i s  an  opportunity  for  
mischief  that  I  th ink would  be very i l l -advised.  
 COMMISSIONER MULLOY:   Okay.   Dr .  Fung.  
 DR.  FUNG:   I  guess  economists  general ly  are  in  favor  of  the v iews of  
net  benef i ts  to  assess  pol ic ies  even though I  understand that  pol i t ica l ly  
somet imes they get  a  l i t t le  b i t  messed up.  
 COMMISSIONER MULLOY:   Thank you.  
 The second quest ion,  you can belong to  the WTO without  belonging to  
the Government  Procurement  Agreement  of  the WTO.  For  example,  China 
belongs to  the WTO but  is  not  part  of  the Government  Procurement  
Agreement .  
 We s igned on to  the GPA voluntar i ly .  Some of  the states  a lso  s igned on 
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at  the urging of  the nat i onal  government .   Some of  the states  have now 
withdrawn their  own --because i t 's  a  voluntary agreement - -because they sa id  
th is  i sn 't  a  good deal  for  us.   Does anyone know of  any studies  that  show 
that  we get  a  benef i t  f rom belonging to  the GPA?  
 Secondly,  i s  there a  problem as  the Congressman,  two congressmen 
ta lked about ,  a  Chinese ent i t ies  bui ld ing  the hel icopters  for  the Pres ident ,  
and that  these ent i t ies  are  subsid ized by the Chinese government  and,  
therefore,  get  an  unfa ir  compet it ive  advantage?  
 Would  the United States  be better  of f  withdrawing f rom the GPA 
unless  we can show some way that  we're  gett ing massive  benef i ts  f rom 
belonging to  i t?  
 And I ' l l  s tart  with  Dr .  Scott  and then go across.  
 DR.  SCOTT:   I  have a lready suggested  that  withdrawing f rom th e GPA 
would  be usefu l .   I  th ink we are  a lmost  a lone again  in  the world  in  a l lowing 
our  government  purchases to  be used to  purchase products  f rom al l  over  the 
world .   Even in  countr ies  who s igned on to  the Agreement ,  many of  our  
European partners ,  for  examp le,  a l though they've  s igned the Agreement ,  
somehow it  ends up much of  their  domest ic  government  purchasing is  done 
domest ica l ly .   So  they somehow use those resources  to  benef i t  domest ic  
industr ies .  
 COMMISSIONER MULLOY:   Dr .  Moran.  
 DR.  MORAN:   I 'm sorry.   I 'm not  an  expert  on the evidence about  
government  procurement .   I  have to  say the idea of  the Chinese bui ld ing the 
Pres ident 's  hel icopter  st r ikes  me as  a  r id icu lous idea,  just  on secur i ty  
grounds a lone,  not  on expense or  subsidy or  whatever .  
 COMMISSIONER MULLOY:   Thank you.  
 Dr .  Fung?  
 DR.  FUNG:   I  guess  s ince the percept ion is  about  Chinese government  
us ing government  procurement  to  favor  domest ic  f i rms,  I  wonder  i f  one can 
th ink about  us ing some parts  of  that  pol icy  in  the U.S. ,  as  wel l ,  as  a  
bargain ing ch ip?  I  don't  know about  i t .   So - - thank you.  
 COMMISSIONER MULLOY:   Thank you.  
 On the other  part  of  my quest ion,  let  me come back.   Hopeful ly ,  we' l l  
have another  chance.   Thank you both,  a l l  of  you.  
 HEARING CO-CHAIR WESSEL:   Commiss ioner  Brookes.  
 COMMISSIONER BROOKES:   Thank you and thank you a l l  for  being here.  
 I t ' s  been a l luded to  a  few t imes in  br ief  moments  throughout  the 
test imony and the quest ioning,  but  I 'd  real ly  l ike  to  ask a l l  of  you,  and 
perhaps Dr .  Moran had a lready spoken to  th is  a  l i t t l e  b i t  more than the 
others ,  but  what  ef fect  do you th ink that  Bei j ing 's  ind igenous innovat ion 
pol icy  wi l l  have on China's  economic compet it iveness .   We've had some 
promises  dur ing Pres ident  Hu J intao's  recent  v is i t ,  but  where do you th ink 
the Chinese are  g oing with  that  pol icy?  
 Thank you.  
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 DR.  MORAN:   I 'm opposed to  i t .   I  would  welcome -- i f  they actual ly  say 
they're  not  going to  do i t ,  and they head in  that  d irect ion,  I  th ink that  would  
be spectacular .   But  there are  so  many interests  in  t ry ing to  force 
technology t ransfer  that  I ’ l l  be l ieve i t  when I  see i t ,  not  just  re ly  on 
statements.  
 COMMISSIONER BROOKES:   Dr .  Scott?  Dr .  Fung?  
 DR.  SCOTT:   I  would  agree.   I  th ink China has  shown that  is  has  very 
creat ive ly  used a  wide range of  government  pol ic ies  to  en courage 
mult inat ionals  to  t ransfer  technology to  jo int  ventures  and domest ic  
partners .   And I  th ink they wi l l  cont inue to  do that ,  especia l ly  in  the new 
green technology industr ies  they've  targeted for  development .   So,  I  agree  
with  Dr .  Moran --act ions spea k much louder  than words ,  especia l ly  when 
deal ing with  China .   We see many oral  commitments  in  the past  that  haven't  
amounted to  much,  especia l ly  in  the technology area,  f rom the Chinese.  
 DR.  FUNG:   I  th ink I  agree with  the other  presenters  that  ind igenou s 
innovat ion  pol icy  is  going to  be bad for  China's  prospects  for  long -term 
growth.   Unfortunately,  there may be s i tuat ions that  bad pol ic ies  l ike  th is  
one in  China may a lso  be bad for  some of  our  companies  as  wel l .  
 COMMISSIONER BROOKES:   Dr .  Fung,  why do you th ink i t 's  going to  
af fect  China's  prospects  as  opposed to  those of  the fore ign - -  
 DR.  FUNG:   My interpretat ion of  the h igh  growth of  China was because 
of  their  successfu l  economic reform choice,  market izat ion,  and opening up 
to  fore ign  f i rms,  more or  less  preserve some degree of  compet it ion  among 
var ious part ies  and companies.   So  now they started to  favor  a  part icu lar  
group of  companies,  my understanding is  part  of  these sectors  and 
companies  are  pol i t ica l ly -connected,  and not  so le ly  based on merits ,  so  in  
the long-run,  that  seems to  me not  very conducive to  economic growth.  
 COMMISSIONER BROOKES:   So  you're  saying that  the indigenous 
innovat ion pol icy  may st i f le  Chinese ef forts  at  innovat ion and 
compet it iveness?  
 DR.  FUNG:   That  would  be my conjecture  for  the long-run for  China.  
 COMMISSIONER BROOKES:   Dr .  Moran or  Dr .  Scott ,  do you have any 
v iews on that?  
 DR.  MORAN:   No.  
 COMMISSIONER BROOKES:   Okay.  
 DR.  SCOTT:   I 'm skept ica l .   I  th ink that  China has  been very ef fect ive  at  
extract ing technology f rom  other  companies  and us ing i t ,  my interpretat ion 
is  the indigenous innovat ion pol ic ies  wi l l  be  used to  s imply encourage more 
of  that  t ransfer  of  technology.   I  don't  th ink they're  going to  g ive  up with  
working with  fore ign  companies.   I  th ink they want  to  make sure that  more 
of  the innovat ion happens in  China.  
 COMMISSIONER BROOKES:   The argument  that  I  understand that 's  
being presented,  and I  th ink Dr .  Fung and I  are  ta lk ing about ,  i s  that  the 
t ransfer  of  technology wi l l  actual ly  inh ib it  or  st i f le  Chinese innovat ion 
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because they're  just  having the technology t ransferred.   They're  not  putt ing 
the t ime and ef fort  into  developing new technologies  or  innovat ion,  and Dr.  
Fung,  i f  I  understood h im correct ly ,  bel ieves  that  u l t imately  i t  wi l l  s t i f le  
Chinese innovat ion as  opposed to  advance i t .  
 I s  that  your  v iew as  wel l ,  Dr .  Scott?  
 DR.  SCOTT:   Ch ina is  in  the process  of  catch ing up with  Western  
technology.   Their  level  of  product iv i ty  i s  st i l l  far  behind the United States.   
They've got  a  GDP of  about  $4 t r i l l ion .   U.S .  GDP is  about  $14 tr i l l ion .   They 
have about  four  t imes as  many people  as  we do.   So  catching up can take 
them a long,  long way,  and I  th ink China is  a  long way f rom the technica l  
f ront ier .   I t  may be a  long t ime before not  being able  to  produce a l l  th e 
cutt ing-  edge technologies  is  going to  be cost ly  for  them.  
 COMMISSIONER BROOKES:   Thank you.  
 HEARING CO-CHAIR WESSEL:   Chairman Reinsch.  
 CHAIRMAN REINSCH:   Thank you.  
 F i rst ,  I  want  to  thank Commiss ioner  Blumenthal  for  br inging up the 
quest ion about  t he d isposit ion  of  jobs.   I 'm reasonably  conf ident  he and I  
don't  agree on what  to  do about  i t ,  but  I  th ink i t 's  an  important  quest ion.   
We've been --  
 COMMISSIONER BLUMENTHAL:   Let  me be the judge of  that .  
 [Laughter . ]  
 CHAIRMAN REINSCH:   I 'm not  going to  t e l l  you what  I  th ink,  but  we've 
been los ing jobs for  a  long t ime.  
 COMMISSIONER BLUMENTHAL:   I  can 't  d isagree with  that .  
 CHAIRMAN REINSCH:   The quest ion of  not  so  much where they're  
going,  but  what  they are,  whether  they would  come back,  depending upon 
what  pol ic ies  we would  pursue,  and whether  i t 's  more important  to  t ry  to  
br ing them back,  or  more important  to  create  new ones,  which  may not  be 
mutual ly  exclus ive  pol ic ies ,  are  real ly  important  quest ions.   So  I  appreciate  
the panel 's  comment  on that .   
 I 've  got  a  d i f ferent  l ine  I  want  to  pursue.   Ted,  you began by ta lk ing 
about  sp i l lovers  and the absence of  sp i l lovers  in  your  comments,  and I 'd  l ike  
to  pursue that  for  just  a  minute.   You concluded that  there wasn't  much,  and 
we've just  been ta lk ing about  ind i genous innovat ion,  and Dr.  Scott  
essent ia l ly  sa id  the Chinese have been fa ir ly  ef fect ive  at  forc ing what  is ,  in  
ef fect ,  a  sp i l lover .  
 F i rst ,  I  assume whether  there are  any sp i l lovers  or  not ,  there 's  
s ign i f icant  pressure on companies  to  do that .   So  quest io n one is  do you 
agree with  Dr .  Scott  or  do you want  to  comment  on the indigenous 
innovat ion issue in  l ight  of  what  you sa id  ear l ier?  
 And second,  how do companies  go about  res ist ing the kinds of  
pressures  that  are  put  on them?  
 DR.  MORAN:   Wel l ,  there c lea r ly  are  two opposing th ings  going on at  
the same t ime.   I f  you look at  h igh -speed ra i l ,  for  example,  th is  i s  probably  
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the poster  ch i ld  of  ef fect ive ly  us ing pressures  and jo int  ventures  to  create  
reverse engineer ,  learn,  go  up the learn ing curve,  and then t ake over  an  
industry.   And i t  has  happened.   
 I f  you look at  aerospace,  you see the same pressures  being put  on 
Boeing or  on Airbus.   I  am skept ica l  that  they're  going to  replace Boeing or  
Airbus any t ime in  the near  future even though they're  t ry ing to  mo ve up,  as  
Dr .  Scott  sa id ,  the learn ing curve.   So  I  th ink they're  st i l l  go ing to  be behind 
the f ront ier  for  a  long t ime.  
 They're  not  going to  do in  aerospace what  they d id  in - -  
 CHAIRMAN REINSCH:   Wel l ,  let  me interrupt  you there for  a  minute.   I s  
there a  d i f ference between replacing Boeing or  Airbus or ,  a l ternat ive ly,  
developing a  commercia l ly  v iab le  wide -body a ircraft  that  competes in  the 
marketplace?  
 DR.  MORAN:   I 'm sure they wi l l  do that  eventual ly .   Wel l ,  that  
competes in  the marketplace is  a  quest io n--  
 CHAIRMAN REINSCH:   Bes ides  their  marketplace.  
 DR.  MORAN:   Ye s .   They're  going to  have short ly  some kind of  aviat ion 
equipment ,  and the p lanes wi l l  get  b igger  and b igger .   Wi l l  they become 
compet it ive?  I t ' s  a  fa i r ly  compet it ive  industry  so  i t 's  going  to  be hard.   Am I  
worr ied  that  they're  going to  d isp lace Boeing and Airbus?  No.    
 The other  d isconnect  is  to  look across  the broad array of  h igh -
performance e lectronics ,  industr ia l  equipment ,  medical  equipment ,  and then 
you look at  the stat ist ics ,  both  survey data  and econometr ic  data,  and you 
f ind  that  e i ther  hor izontal  sp i l lovers  or  vert ica l  sp i l lovers  aren't  taking 
p lace.  
 And the domest ic  va lue -added isn 't  increasing,  and the Chinese don't  
seem to be learn ing by doing.   And the Chinese exporters ,  are  they catching 
up with  FDI  exporters?  The answer is  no,  they are  fa l l ing further  behind.   So  
for  reasons having to  do with  d istort ion and lack of  human resources,  and 
despite  what  you sa id  about  a l l  the univers i t ies  and the research centers ,  
they're  not  u s ing FDI  to  t ransform their  ind igenous economy very rapid ly.  
 CHAIRMAN REINSCH:   Thank you.  
 Dr .  Scott ,  in  your  or ig inal  statement ,  you ta lked about  the need to  
search for  new ways to  address  unfa ir  t rade pract ice,  dumping subsid ies ,  
th ings  l ike  that ,  or ,  a l ternat ive ly,  I  guess  leave the WTO dispute sett lement  
process.  
 A  lot  of  people  have thought  about  that  for  a  long t ime.   Do you have 
any suggest ions as  to  what  those new ideas might  be?  
 DR.  SCOTT:   In  terms of?  
 CHAIRMAN REINSCH:   U.S .  law.  
 DR.  SCOTT:   Wel l ,  in  my writ ten statement  I 've  out l ined a  number of  
ways in  which  I  th ink we could  change U.S.  law.   Just  take a  couple  of  
speci f ic  examples.  
 On dumping,  one of  the problems we have with  dumping is  now 



 

 

94 
 

VSM    

domest ic  industr ies  have to  prove that  they've  been in jured in  order  to  
qual i fy  for  ant idumping remedies.   Usual ly ,  the industry  has  to  show that  i t ' s  
actual ly  los ing money.   So  you f ind  that  there 's  a  surge in  dumping cases  
dur ing recess ions,  and that 's  about  the only  t ime a  domest ic  industry  can 
get  the ITC to  g ive  to  issue an af f i rmat ive  ant idumping decis ion.  
 And yet ,  as  an  economist ,  I  know that  when imports  surge,  and they 
reduce pr ices  and prof i t  and employment ,  that  causes economic in jury.   Now 
companies  may st i l l  be  making money,  they may earn  a  min imal  prof i t  in  the 
s i tuat ion,  but  they're  c lear ly  suf fer ing in jury.  
 So  one th ing you could  do is  change the legal  def in i t ion  of  " in jury."   
That 's  something I 've  worked on;  I 've  consulted on;  I 've  had some 
exper ience with  that .  
 CHAIRMAN REINSCH:   I 'd  love to  cont inue th is ,  but  my t ime is  up.   
Thank you.  
 HEARING CO-CHAIR WESSEL:   Commiss ioner  Shea.   
 COMMISSIONER SHEA:   Thank a l l  of  you for  being here and for  your  
interest ing test imony.  
 Thank you,  Dr .  Moran,  for  br inging up th is  i ssue of  advanced 
technology exports .   As  I  understand your  test imony,  you sa id  approximately  
96 percent  of  the exports  f rom China to  the United States  in  the Advanced 
Technology Product  category are  manufactured by fore ign - invested 
enterpr ises  in  China.   I s  that  r ight?  
 DR.  MORAN:   Yes.  
 COMMISSIONER SHEA:   And then you say that  the Chinese ATP imports  
f rom the United States  are  the h igh -end sophist icated products ,  and that  
the Chinese- -what  China exports  f rom these fore ign - invested enterpr ises  
based in  China to  the United Sta tes  are  essent ia l ly  low end.  
 As  I  understand i t ,  the U.S.  ran  a  t rade surp lus  with  China in  Advanced 
Technology Products  in  2003.   I  th ink i t  was a  modest  two or  $3 b i l l ion  t rade 
surp lus.   But  most  recent ly ,  i t  i s  running a  s ign i f icant  def ic i t .   I  don't  k now 
what  their  exact  number - -60,  $70 b i l l ion  t rade def ic i t .  
 What  does that  mean?  Are  the fore ign - invested enterpr ises  just  based 
in  China sending us  a  lot  more of  those h igh  school  lab  microscopes,  and 
we're  sending them, China,  a  lot  fewer  h igh -end phys ics  microscopes?  How 
do you unpack that  for  us?  
 DR.  MORAN:   Wel l ,  I  hate  to  say we'd  actual ly  have to  look at  the data.  
 I  don't  know.  I  th ink the way you've character ized i t  must  be what 's  going 
on because you have very wel l  presented kind of  what  the data  looked l ike.  
 So  I  can 't ,  go  any further .   That  seems to  me what 's  happening.   That  
is  to  say the fore ign - invested companies  are  doing more and more of  th is ,  
but  they're  not  doing i t  at  the very h ighest  end in  China.  
 COMMISSIONER SHEA:   Dr .  Scott ,  do  you want  to  weigh in  on th is?  
 DR.  SCOTT:   The United States  d id  have a  surp lus  in  Advanced 
Technology Products  unt i l  about  2002.   I t  now has an  overal l  def ic i t  of  about  
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$50 b i l l ion.   That 's  ent ire ly  due to  the ATP  trade def ic i t  with  China.   We 
have a  t rade surp lus  in  Advanced Technology Products  with  the rest  of  the 
world .   So  China real ly  stands out  as  being unique in  that  regard.  
 I t ' s  not  just  microscopes.   I t ' s  a lso,  most  important ly ,  in  computer  
products  and te lecommunicat ions equipment .   Those are  t he areas  where 
China real ly  dominates  product ion.   I 'm not  convinced that  these are  a l l  low-
technology products ,  by any means.   I  th ink China is  moving up the food 
chain ,  and i t 's  a  real  threat .    
 I  th ink the larger  quest ion is  i f  we were just  t rading low -tech products  
with  China and export ing h igh -tech products  to  China,  that 's  great  in  theory;  
both  s ides  win.   The real i ty  i s  we import  lots  of  everyth ing f rom China,  and 
pr imar i ly  what  we export  to  China are  raw mater ia ls  l ike  p last ic ,  and our  
th ird  largest  export  to  China is  scrap,  steel  and paper  scrap.  
 So  those are  not  h igh -tech commodit ies ,  part icu lar ly  scrap.   That  
doesn't  generate  a  lot  of  jobs.   
 COMMISSIONER SHEA:   Dr .  Moran,  when you ta lk  about  the low end of  
the ATP value -added chain  in  your  test imony,  what  products  are  you ta lk ing 
about  there just  so  that  I  have an understanding?  
 DR.  MORAN:   The measurements  are  in  terms of  ski l l  intensity  so  I 'd  
have to  actual ly  go back and look at  the product  categor ies .   I 'm sorry that  I  
can 't - -  
 COMMISSIONER SHEA:   Does i t  ra ise  a  red f lag  for  you that  we have 
gone f rom a surp lus  s i tuat ion with  China on Advanced Technology Products  
now to  a  s ign i f icant  def ic i t?   Does that  ra ise  any concerns with  you?  
 DR.  MORAN:   That  sounds l ike  a  t r ick quest ion.    COMMISSIONER 
SHEA:   No,  I 'm not  t ry ing to  t r ick you,  I  promise.  
 DR.  MORAN:   Because I  see the benef i ts  f rom the fore ign  investment  
f lowing back to  the United States.   So - -  
 COMMISSIONER SHEA:   I 'm just  t ry ing to  understand.  
 DR.  MORAN:   Ye s.   I 'm not  f ind ing that  real  worr isome.   Now,  i f  I  can  
introduce something that  none of  us  have ta lked about ,  and that  is  t rade in  
services.  
 I  share the concern about  the manufactur ing base so  th is  i s  not  an  
e ither/or .   I  l ike  the manufactur ing base,  but  the b ig  growth there - -and I  
l ike  Commiss ioner  Reinsch 's  create  new jobs versus  t ry  and br ing back o ld  
jobs way of  th inking about  th is .   The United States  is  the powerhouse of  
h igh-tech services,  and that  goes f rom engineer ing services  to  construct ion 
services  to  business  services  to  management  services  to  academic 
professor ia l  services - - thank you very much.  
 And i t 's  growing very rapid ly.   We are  doing some outsourcing,  and 
some of  your  students,  l ike  my students,  are  afra id  that  they might .   But  the 
huge potent ia l  with  China as  w el l  as  e lsewhere is  our  potent ia l  exports  of  
services.   
 COMMISSIONER SHEA:   Thank you very much.  
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 HEARING CO-CHAIR WESSEL:   Commiss ioner  Cleveland.  
 COMMISSIONER CLEVELAND:   Thank you,  a l l .  
 We've ta lked about  the FDI 's  impact  on jobs and tech t ransfer  an d the 
overal l  GDP in  China,  but  what  we haven't  ta lked about  is  why U.S.  
companies  are  invest ing as  heavi ly  as  they are.   I  th ink we a l l  agree that  
China's  aggress ive  pol ic ies  when i t  comes to  subsid ies  and tax benef i ts  and 
certa in ly  labor  costs  i s  an  e lem ent  that  attracts  U.S .  companies.  
 But  I 'm wonder ing i f  the idea of  a  1 .3  b i l l ion  person consumer market  
is  a  myth?  Let  me leave i t  at  that  for  a  moment.   
 And then a  re lated quest ion is  has  the pr ior i ty  of  American companies  
sh i f ted somewhat ,  and i t 's  le ss  about  the immediacy of  the opportunity  in  
Chinese markets ,  and they are,  in  fact ,  us ing China as  a  p lat form for  exports  
to  Southeast  As ia?  
 Any of  you?  
 DR.  MORAN:   Could  you g ive  another  sentence about  the myth?  I  was 
fo l lowing you up to  the - -  
 COMMISSIONER CLEVELAND:   Wel l ,  I  th ink that  American companies  
are  not  stupid ,  and they're  in  th is  for  a  reason.   They're  invest ing in  China 
not  just  because there are  a l l  k inds of  tax and other  subsid ies  of fered.   I  
th ink there cont inues to  be a  percept ion that  there 's  a  real  market  here,  and 
the ent ire  d iscuss ion today has  focused on why they are  attracted to  invest  
in  China and not  so  much about  the market  opportunit ies .  
 And I 'm wonder ing i f  you th ink that  those market  opportunit ies  are  
real  or  they're  just  c aught  up in  the not ion that  the subsid ies  are  so  
attract ive  that  they can't  af ford  not  to  invest?  Why are  they there?  
 DR.  MORAN:   I ' l l  go  f i rst .   The growth of  the consumer market  in  China 
is  certa in ly  not  a  myth,  and the r ise  of  the middle  c lass  is  goin g to  be the 
story of  the next  20 years  in  China.   And we've a lready heard about  the 
re lat ive  prof i tab i l i ty  of  f i rms;  i t  has  to  be r isk -adjusted,  as  you r ight ly  point  
out .   So,  yes,  I  th ink they're  invest ing to  be in  China.   
 Your  second quest ion,  i s  i t  a  p lat form for  Southeast  As ia .   There's  a  lot  
of  evidence that  says,  yes,  there real ly  i s  development  of  complex supply  
chains  with in  Southeast  As ia ,  which  China is  just  a  component .   So  both  of  
those are  happening.  
 Now,  we've heard a  lot  of  test imony about  the subsid ies ,  and low cost  
interest ,  and --  
 COMMISSIONER CLEVELAND:   Labor.  
 DR.  MORAN:   - -about  Evergreen moving f rom Massachusetts ,  and a l l  
that  r ings  t rue and is  bad.  We don't  l ike  that ,  but  I  doubt  that  most  of  the 
f i rms are  making their  decis ions on the basis  so le ly  of  where they can get  
subsid ies.  
 DR.  SCOTT:   To  go to  your  myth quest ion,  I  th ink we've been hear ing 
th is  c la im about  the great  growing consumer market  in  Country X  for  a lmost  
20 years  now.  We heard that  f i rst  about  Mexico in  NAFTA.   Wel l ,  that  hasn 't  
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proved to  be of  any great  benef i t  to  the  United States.   We have a  large and 
growing t rade def ic i t  with  Mexico.  
 The same is  t rue with  China.   Most  of  what  we export  to  China are  
inputs  into  goods that  are  going to  be reexported back to  the  United States  
and other  developed country markets .   Mult inat ionals  are  invest ing in  China 
to  export  pr imar i ly  to  r ich  country markets .   That 's  where the prof i ts  are,  
and that 's  what  th is  i s  about .  
 Reta ined earn ings,  g lobal ly ,  earned by U.S.  mult inat ional s ,  have 
increased 186 percent  between 1999 and 2010,  according to  U.S .  data.   
Those are  g lobal  data.   But  invest ing abroad is  extraordinar i ly  prof i tab le ,  
and when i t  comes to  invest ing in  China,  i t ' s  a l l  about  producing for  export  
and outsourcing jobs f rom  the U.S.  to  that  locat ion,  in  my v iew.  
 COMMISSIONER CLEVELAND:   Dr .  Fung,  do you have anyth ing to  add?  
 DR.  FUNG:   I  agree with  the other  presenters ,  but  in  addit ion  to  that ,  
somet imes the consumers  need not  be indiv iduals ,  i t  can be companies,  
inc luding  SOEs.   I  met  a  businessman in  Oregon,  and he was se l l ing grass  
seeds,  which  I  d idn 't  know there was a  market  for  grass  seeds.  
 But  he sa id  now China is  the b iggest  market .   A  lot  of  the c i t ies  were 
t ry ing- - including second -t ier  c i t ies - -were t ry ing to  comb at  pol lut ion,  as  wel l  
as  somet imes with  sports  events ,  they need to  beaut i fy  their  c i t ies .  
 So  the local  governments  and the provincia l  governments  were 
spending a  lot  of  money to  purchase grass  seeds to  grow grass.   So  i t 's  not  
just  1 .3  b i l l ion,  but  a lso  maybe some government  ent i t ies  could  be the 
buyers  as  wel l .  
 COMMISSIONER CLEVELAND:   Thank you.  
 HEARING CO-CHAIR WESSEL:   For  a  br ief  quest ion,  Commiss ioner  
Mul loy.  
 COMMISSIONER MULLOY:   Thank you,  Mr.  Chairman.   Thank you for  the 
witnesses.   
 Dr .  Fung,  on page three of  your  prepared test imony,  you make th is  
point :  U.S .  d irect  investment  increases  Chinese output ,  and other  FDI  a lso  
increases  Chinese output ,  but  you say U.S .  d irect  investment  seemed to  be 
more potent  than investment  f rom Hong Kong,  Japan,  Ta iwan or  the Republ ic  
of  Korea.  
 Can you quickly  g ive  us  why you th ink that  is  the case?  And then I  
have a  quest ion for  the other  two witnesses  to  comment  on.  
 COMMISSIONER CLEVELAND:   No,  you only  get  one.  
 DR.  FUNG:   Th is  i s  f rom stat ist ica l  study,  bu t  our  interpretat ion was 
that  a  lot  of  the management  pract ices,  the technology,  as  wel l  as  other  
ways to  organize  the business,  serve as  important  lessons for  the rest  of  the 
Chinese economy and so  increase the aggregate output  in  China.  
 COMMISSIONER MUL LOY:   More ef fect ive  f rom U.S.  companies  than 
these other  companies?  
 DR.  FUNG:   According to  the stat ist ica l  study.  
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 HEARING CO-CHAIR WESSEL:   Thank you to  the witnesses.   We wi l l  be  
breaking unt i l  one o 'c lock,  at  which  point  we wi l l  have our  th ird  panel .   
Thank you.  
 [Whereupon,  at  12:19 p .m.,  the hear ing recessed,  to  reconvene at  1 :02 
p .m.,  th is  same day.]  

 
 
 
 

A  F  T  E  R N O O N   S  E  S  S  I  O N  
                           

PANEL IV:  CHINESE INVESTMENTS IN THE UNITED STATES  
 

 HEARING CO-CHAIR WESSEL:   We' l l  get  started,  and some of  the other  
Commiss ioners  are  st i l l  deta ined and wi l l  t r ickle  in  over  the next  couple  of  
minutes.  
 Our  th ird  and f inal  panel  for  the day is  on  "Chinese Investments  in  the 
United States."   We have two witnesses:  
 Mr.  Danie l  Rosen is  a  Pr incipal  and China Pract ice  Leader  at  the 
Rhodium Group,  a  New York -based research f i rm.   He is  a lso  V is i t ing Fel low 
at  the Peterson Inst i tute  for  Internat ional  Economics  and adjunct  professor  
at  Columbia  Univers i ty 's  School  of  Internat ional  and Publ ic  A f fa irs .  
 Mr.  Rosen was a  member of  the Nat ional  Economic Counci l  staf f  f rom 
2000 to  2001,  where he served as  a  senior  advisor  for  internat ional  
economic pol icy.  
 His  work has  focused on the economic development  of  East  As ia ,  
part icu lar ly  greater  China,  and  U.S.  economic re lat ions with  the region.  
Other  areas  of  research include energy,  agr icu lture  and commodit ies ,  t rade 
and environment  l inkages,  and economic t ransit ions and compet it iveness.  
 Mr.  Rosen appeared before the Commiss ion in  2007 at  the hear ing on  
"Government  Control  of  the Chinese Economy."  
 Dr .  Sauvant  is  the  Founder  and Execut ive  Director  of  the Vale  
Columbia  Center  on Susta inable  Internat ional  Investment .  
 He a lso  serves  as  a  Senior  Research Scholar  and Lecturer  in  Law at  
Columbia  Law School ;  t he Co-Director  of  the Mi l lennium Cit ies  In i t iat ive;  
Senior  Advisor  on the Investment  Advisory Committee of  the China 
Internat ional  Investment  Counci l ,  formerly  the China Federat ion of  
Investment  Promot ion Agencies;  and is  a  member of  the Internat ional  
Advisory Counci l  of  CUNY's  Internat ional  Center  for  Corporate  
Accountabi l i ty .  
 Unt i l  Ju ly  2005,  he was the Director  of  the United Nat ions Conference 
on Trade and Development 's  D iv is ion  on Investment ,  Technology and 
Enterpr ise  Development .    
 Our  normal  ru le  is  roughly  seven minutes  ora l  test imony.   Your  
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prepared test imony wi l l  be  made a  part  of  the record.    
 Dr .  Rosen,  i f  you can begin .  
 

STATEMENT OF MR.  DANIEL H.  ROSEN  
PRINCIPAL,  RHODIUM GROUP,  LLC,  AND  

VISIT ING FELLOW, PETERSON INSTITUTE OF INTERNATIONAL ECO NOMICS,  
NEW YORK,  NEW YORK  

   
 MR.  ROSEN:   Commiss ioner  Wessel ,  thank you very much and to  the 
other  members  for  the invitat ion to  jo in  you for  th is  t imely  panel .   
 My col leagues and I  at  Rhodium Group have been working on th is  
i ssue,  inc luding the state -owned enterpr ise  aspects  of  th is  i ssue,  for  some 
t ime.   In  fact ,  most  immediate ly,  the past  f ive  years ,  we've been watching 
China's  g lobal  outbound d irect  investment  numbers  go up.   Present ly ,  we're  
looking very much at  how they're  going up to  the United St ates,  in  
part icu lar .  
 We have a  book coming out  May 4  here in  Washington sponsored by 
the Asia  Society on that  topic ,  and a  larger  study on China's  g lobal  outbound 
d irect  investment  footpr int  out  f rom the Peterson Inst i tute  at  the end of  the 
year .  
 Based on that  research,  I  th ink I  can help  answer some of  the 
quest ions which  your  staf f  and you put  together  for  us  to  th ink about  here 
today.  In  the opening port ion here,  I ' l l  of fer  a  few of  the numbers  in  the 
research we have coming out  soon and touch on a  cou ple  of  the key 
conclus ions that  we're  coming to  in  our  work.  
 F i rst ,  on  the numbers,  i t ' s  c lear  f rom the quest ions that  you posed,  
f i rst  of  a l l ,  that  our  interest  here today is  d irect  investment ,  not  port fo l io  
investment ,  a l though we can pul l  that  into  the  conversat ion as  wel l .  
 Today,  the value of  Chinese d irect  investment  in  the United States  is  
very,  very modest .   One -tenth  of  one percent  of  a l l  the fore ign  d irect  
investment  in  the United States  is  coming  f rom China,  according to  the 
of f ic ia l  BEA numbers ,  and a lso  according to  of f ic ia l  est imates,  Chinese tota l  
hold ings  of  U.S .  Treasury b i l l s  and other  port fo l io  secur i t ies  are  about  700 
t imes greater  than that  va lue of  Chinese fore ign  d irect  investment  in  the 
U.S.  
 But  with  the benef i t  of  an  a l ternat ive  me thodology for  t ry ing to  add 
up the value of  d irect  investment  f rom China that  my col league Thi lo  
Hanemann and I  have worked out  and are  employing in  our  work,  we can see 
that  an  upward inf lect ion in  the annual  f lows to  the United States  has  
a lready very mu ch started.   I t ' s  very much v is ib le .  
 I 'm happy to  go into  the methodology later  i f  you're  interested,  but  
what 's  most  important  to  recognize  at  the outset  is  that  our  a l ternat ive  
number is  d i f ferent  because,  unl ike  BEA data  that  looks  at  the net  inf low of  
FDI ,  we're  looking at  the new capita l  format ion on the asset  s ide by 
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ult imately  Chinese companies.   So  we're  asking “what 's  the value of  assets  
held  by Chinese f i rms in  America ”?  
 We're  not  asking what 's  the net  FDI  posit ion  after  Chinese companies  
estab l ish  here and then make a  loan back to  their  headquarters  in  China so  
i t  doesn't  show up as  an  increase in  the net  U.S .  FDI  posit ion.  
 So  that 's  how our  approach is  d i f ferent .   I t ' s  supplemental  to  what  the 
BEA g ives  us  to  work with  and provides a  d i f feren t  look at  what 's  happening.  
 By our  account ,  therefore,  in  both  2009 and 2010,  China's  assets  in  the U.S.  
increase by 130 percent  a  year ,  year  over  year .  
 The fu l l -year  2010 f low was in  the v ic in i ty  of  $5.5  b i l l ion,  br inging the 
accumulated Chinese FDI  pos it ion  in  the U.S.  to  roughly  $11.6  b i l l ion  s ince 
2003.  
 A  major  v i r tue of  our  granular  bottom -up ta l ly  of  the FDI  numbers  
f rom China is  that  we can observe many character ist ics  and patterns  that  are  
hard  to  see in  the t radit ional  balance of  payments  data,  and let  me ment ion 
what  three of  those patterns  are  that  we see.  
 F i rst ,  we f ind  that  about  75 percent  of  the 244 indiv idual  Chinese 
d irect  investments  that  we record s ince 2003 were done by pr ivate  or  
publ ic ly -held  Chinese companies,  not  government -contro l led  ent i t ies .  
 In  terms of  va lue,  the government - f i rm share in  the U.S.  i s  h igher  
because the SOEs are  in  the more capita l - intensive  industr ies ,  as  I 'm sure 
Dr .  Sc issors  pointed out .   But  in  terms of  number,  i t ' s  most ly  pr ivate  
companies  that  are  coming t o  America.  
 Secondly,  the sectoral  d istr ibut ion of  the investment  is  very broad.   
There's  greater  than $100 mi l l ion  in  Chinese d irect  investment  in  no fewer  
than 16 d i f ferent  U.S .  industr ies ,  ten  of  them manufactur ing;  s ix ,  serv ices.   
The p icture  of  China only  going af ter  and cherry -p icking a  smal l  handful  of  
sensit ive  industr ies  is  not ,  in  fact ,  accurate  when we look at  the data.  
 Th ird ,  in  terms of  the investment  structure approach being used,  
there 's  a lso  d ivers i ty.   There's  no indicat ion of  a  coordinate d template  for  
approaching the U.S.  investment  market  by Chinese f i rms.   Ch inese 
investments  are  more or  less  evenly  sp l i t  between greenf ie ld  investment  
overtures  and merger  and acquis i t ion  t ransact ions,  which  is  a  somewhat  
surpr is ing real i ty  g iven the com mon assumpt ion that  making greenf ie ld  
investments  is  too chal lenging for  most  Chinese f i rms.  
 There are  many other  data  f ie lds  of  interest  in  the work we have 
coming out  soon,  and I 'd  be happy to  preview as  much as  I  can  of  that  for  
you.  
 Turn ing to  the po l icy  and the pol i t ics ,  something e lse  both  in  your  
quest ion set  and in  the work we're  putt ing out  soon,  many of  the 
Commiss ion's  quest ions concern the ef fect iveness  and coverage of  U.S .  
regimes and regulat ions governing fore ign  d irect  investment  f rom China .  
 As  far  as  my in i t ia l  summary,  I  would  say that  Chinese d irect  
investment  is  today wel l  screened for  nat ional  secur i ty  considerat ions under  
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exist ing U.S .  law and pol icy  processes.  
 I  do not  perceive f laws in  U.S .  pol icy  which  would  permit  speci f ic  
threats  to  s l ip  through which  would  be prevented by a  better  regulatory 
regime than what  we have today.  
 On the other  hand,  I  am actual ly  great ly  concerned that  incendiary 
pol i t ic izat ion of  speci f ic  investments  and overzealous ins inuat ion of  mal -
intent  can and d o interfere  with  the ef f ic ient  funct ioning of  the nat ional  
secur i ty  screening process  that  we've bui l t  over  decades and decades of  
deal ing with  our  partners  in  the internat ional  economy.  
 When we ta lk  about  the adequacy of  U.S .  pol icy,  we usual ly  ta lk  just  
about  the screening process  that  I  just  commented on.   However,  we're  
start ing to  th ink that  the t ime has come to  add to  that  d iscuss ion an 
appraisa l  of  the posit ive  ef forts  we're  making.   That  is  whether  we're  doing 
everyth ing we should  be doing to  act iv e ly  promote the r ight  k ind of  job  
creat ing/tax-base enhancing Chinese investment  in  the United States.  
 Surely,  a  review of  what  we're  doing on that  f ront  is  current ly  
ind icated.   The t radit ional  la issez- fa ire  approach we've taken at  the nat ional  
level ,  wh ich  presumed the United States  was the most  attract ive  dest inat ion 
in  the world ,  we d idn't  have do anyth ing,  leave i t  to  the states,  i t ' s  probably  
t ime we reconsider  that .  
 I 'm out  of  t ime so i f  I  can  have just  30 more seconds,  I  wi l l  ment ion 
two of  our  mo st  important  conclus ions in  the longer  study.   The f i rst  i s  that  
we've lost  control  of  the narrat ive  that  we should  have control  of .   Two 
years  in  a  row of  more than 100 percent  year -on-year  growth in  Chinese 
investment ,  large Chinese investments  across  16  U.S.  industr ies ,  the story 
ought  to  be  that  the United States  is  open to  Chinese investment;  we don't  
mess  around with  th is  the way some other  countr ies  do.  
 Instead,  the narrat ive  in  China and here is  why is  the United States  
refus ing to  open up to  Chine se investors ,  and what  are  we going to  do to  
guarantee our  f r iends in  Bei j ing that  we're  going to  p lay fa ir?   I t ' s  just  
absurd,  I  th ink,  that  we've a l lowed the narrat ive  to  be lost  in  the way we 
have.  
 And second,  and f inal ly ,  some here in  Washington and e lsewhere wi l l  
be  concerned that  a  d iagnosis  that  the d irect  investment  f lows f rom China 
are  going up dramat ica l ly  means they must  be se l l ing down their  U.S .  debt  
Treasurys  posit ion,  and i t  i s  an  a larm bel l  on  that  f ront .  
 In  fact ,  for  the t ime being,  both  China's  hold ing of  U.S .  government  
debt  and i ts  d irect  investment  posit ion  are  going up strongly.   So  that  is  an  
issue we may have to  confront  and be concerned with  for  the future.   I t ' s  
not  the issue we need to  be concerned with  r ight  now.  
 I  would  say th at  as  long as  the United States  is  the most  attract ive  
pol i ty  in  the world ,  people  wi l l  buy our  government  debt .   As  long as  our  
economy is  the most  compet it ive  and dynamic and innovat ive  in  the world ,  
people  wi l l  want  to  do d irect  investment  here.   We can  have both.   I t ' s  not  
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an e ither/or  that  we have to  worry about  t radeoffs  on.   
 That 's  i t  for  my in i t ia l  comments.   Thanks for  the extra  minute.  
 [The writ ten statement  fo l lows:]  
 

PREPARED STATEMENT OF MR.  DANIEL H.  ROSEN  
PRINCIPAL,  RHODIUM GROUP,  LLC,  AND  

VISIT ING FELLOW, PETERSON INSTITUTE OF INTERNATIONAL ECONOMICS,  
NEW YORK,  NEW YORK  

 
 
Vice Chairman Slane, Commissioner Wessel, members of the Commission: thank you for this opportunity to 
participate in a very timely hearing.   
 
My colleagues at the Rhodium Group and I have been following and analyzing China’s outward investment for 
more than 5 years.  In June 2009, we published a Peterson Institute policy brief on the drivers and policy 
implications of these new investment flows, which I have submitted to the record. This year we will release 2 more 
studies on the topic, starting in early May with an analysis of Chinese direct investment in the United States co-
sponsored by the Asia Society and the Woodrow Wilson Center for Scholars.  Based on this research I can help 
answer a number of the questions you have set out for this hearing.  In this opening statement I will present up to 
date numbers on Chinese investment and address questions about our policy processes, and then summarize 
several important conclusions from our current work.  
 
1. The Numbers  
 
It is clear from the questions posed by the Commission that your interest today is in direct investment, as opposed 
to portfolio investment.  Today the value of Chinese direct investment in the US is very modest, representing just 
0.1 percent of all foreign direct investment (FDI) in the US. According to official estimates, total Chinese holdings of 
US treasury bills and other portfolio securities are 700 times greater than China’s FDI assets in the US, so the latter 
is indeed still marginal. 
 
But with the benefit of real-time methodologies such as we have chosen to employ in our current work we can see 
that an upward inflection in the annual flows has already started.  I am happy to go into that methodology later, 
but it is important to point out at the start that we elect to measure Chinese controlled assets in the US, not just 
net-FDI inflows.  
 
In both 2009 and 2010 China’s FDI in the US increased 130% year-on-year.  The full year 2010 flow was in the 
vicinity of $5.3 billion, bringing the accumulated Chinese direct investment in the US to roughly $11.6 billion since 
2003. A major virtue of our granular, bottom-up tally of Chinese FDI deals in the US is that we can observe many 
characteristics and patterns that are hard to see in traditional balance of payments (BOP) data.  Let me preview 3 
for you:  
 
First, we have found that 75% of the 244 Chinese investments in the US that we recorded between 2003 and 2010 
were done by private or publicly held firms, as opposed to government-controlled companies.  In terms of value, 
the government-owned share is higher, but in both cases the share of government-controlled firms is lower than 
that for Chinese investment globally.   
 
Second, the sectoral distribution of this investment is very broad.  There is greater than $100 million in Chinese 
direct investment in no fewer than 16 different US industries; 10 of these are manufacturing-related and 6 are 
service.  These range from higher-technology industries to less sophisticated.   
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Third, in terms of the investment structures used, there is also great diversity: there is no indication of a 
coordinated template for approaching the US investment market.  Chinese investments are more or less evenly 
split between greenfield overtures and mergers and acquisitions (M&A), a somewhat surprising reality given the 
common assumption that making greenfield investments is too challenging for most Chinese firms. 
 
There are many other data fields in our work which we hope to have completed and available for presentation 
within 6 weeks.  However I wish to add one critical qualitative characterization to these quantitative metrics now: 
namely, that commercial forces are the most significant driver of the upward inflection in US direct investment by 
Chinese firms we are observing today. 
 
 
2. The Policy and Politics 
 
A number of the Commission’s questions concern the effectiveness and coverage of US regimes and regulations 
governing foreign direct investment from China.  We explore this topic at length in our forthcoming work and I 
would be pleased to respond to your specific questions today.   
 
As an initial summary, I would say that Chinese direct investment is well screened for national security 
considerations under existing US law and policy processes.  I do not perceive flaws in US policy which would permit 
specific threats to slip through, which would be prevented by a “better” regulatory regime.  On the other hand, I 
am greatly concerned that incendiary politicization of specific investments and over-zealous insinuation of mal-
intent can and do interfere with efficient functioning of the national security screening process.   
 
When we talk about the adequacy of US policy, we are usually talking about the screening process that I just 
commented on.  However the time has come to add to the discussion an appraisal of the positive side of our policy 
efforts, that is, whether we are doing everything we should be doing to actively promote direct investment, 
including Chinese, in the United States.  We think that a review of our efforts to attract Chinese investment is 
needed. The current laissez-faire approach stems from an era when the US dominated global FDI flows, and 
assumes the US is unrivaled in its attractiveness, and that our foreign investors come from similar countries and 
don’t need on the ground assistance. That situation has changed.  More proactive measures not just at the state 
and local level, where earnest efforts are afoot, but at the national level to reduce barriers and increase the 
attraction of the US economy now need to be considered.   
 
3. Most Important Conclusions 
 
I will finish my initial remarks by summarizing two conclusions from our forthcoming study.  The unintended 
consequences of interference in the screening process is the first.  With 2010 Chinese investment in the US up 
130% year on year, the Chinese public should be singing the praises of the United States as a role model for 
international investment openness. Instead, as a result of hostile allegations from various interested parties inside 
and outside the US government concerning deals which in some cases involve no national security concerns 
whatsoever, the perception in China today is that the US is using FDI screening to pursue mercantilist objectives.  
That is highly regrettable, for many reasons, including the irony of such appearances coming from China, and the 
fact that protectionists in China are handed a perfect excuse to initiate similar screening of US investments in China 
which have never formally been imposed before.  In dollar terms, precise numbers are hard to offer, but I think it is 
safe to say that poisoning the US atmosphere for Chinese investors would likely divert tens of billions of dollars of 
capital from American states and towns to beneficiaries in Canada, Europe, Japan and other competing economies 
between now and 2020.   
 
Second, and finally, I would like to point out that direct investment is not a substitute for portfolio investment.  The 
growth of direct investment in the US by Chinese firms does not imply a reduction in Chinese Treasury bill holdings. 
 One does not simply switch out of bonds and into bricks and mortar assets which must be run in compliance with 
foreign laws, cultures and business conditions.  Further, as our methodology makes explicit, the value of Chinese 
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assets in the US includes local financing, not just cash brought in from Beijing.  If US government debt remains the 
most reliable store of value in the world, then China – both sovereign and private – will continue to hold it; if the 
US market remains the most innovative, largest and attractive in the world, then Chinese firms – both state-related 
and private – will seek to make direct investments here.  This is not an either/or phenomenon.    
 
There are a great number of other points of interest on this topic which I believe are worth your attention, and I do 
hope we will have an opportunity to explore many of those in question and answer. 
 
Thank you. 
 
 HEARING CO-CHAIR WESSEL:   Thank you.  
 Doctor .  
 

STATEMENT OF DR.  KARL P.  SAUVANT  
EXECUTIVE DIRECTOR,  VALE COLUMBIA CENTER ON SUSTAINABLE 

INTERNATIONAL INVESTMENT,  COLUMBIA UNIVERSITY  
NEW YORK,  NEW YORK  

   
 DR.  SAUVANT:   Mr.  Chairman,  d ist inguished Commiss ioners,  lad ies  and 
gent lemen,  i t  i s  an  honor  for  me to  test i fy  before t he U.S. -China Economic 
and Secur i ty  Review Commiss ion.  
 L ike  Dan,  permit  me,  p lease,  to  focus my remarks  on fore ign  d irect  
investment .   World  fore ign  d irect  investment  f lows have grown from an 
average of  about  $50 b i l l ion  dur ing the f i rst  hal f  of  the 1980s  to  $2 t r i l l ion  
in  2007,  before they decl ined to  $1 t r i l l ion  in  2009 -2010 as  a  result  of  the 
cr is is .  
 Tradit ional ly ,  the United States  has  been the leading host  and home 
country- - in  other  words,  the largest  importer  and exporter  of  fore ign  d irect  
investment .   And part ly  because of  that ,  t radit ional ly  the U.S.  has  been a  
leader  in  establ ish ing a  strong and open internat ional  investment  law regime  
that  protects  fore ign  d irect  investment  and even encourages i t ,  with  the 
pr incip le  of  nondiscr iminat ion p laying a  part icu lar ly  important  ro le .   The 
reason is  that  fore ign  d irect  investment  p lays  an  important  ro le  in  
st rengthening the compet it iveness  of  f i rms and in  contr ibut ing to  
development .  
 Th is  approach has  gained widespread approval  by v i r tual ly  a l l  
countr ies  in  the world ,  and has  indeed led  to  a  st rong internat ional  
investment  law and pol icy  regime.   And the U.S. ,  as  I  have ment ioned,  has  
benef i ted part icu lar ly  f rom i t  because i t  has  been,  for  the reason that  Dan 
indicated,  the most  attract ive  host  and home cou ntry.   I t  i s ,  therefore,  
surpr is ing to  see that  there is  so  widespread skept ic ism regarding Chinese 
FDI  in  the United States.   Th is  i s  a l l  the more surpr is ing s ince th is  
investment  is  very smal l  indeed,  as  we have heard.  Inf lows were around $1 
b i l l ion  in  2 009,  according to  of f ic ia l  U.S .  Department  of  Commerce f igures ;  
U.S .  f lows to  China that  year  were about  $4 b i l l ion.   With  fore ign  d irect  
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investment  inf lows into  the U.S.  amount ing $129 b i l l ion  in  2009,  China's  
share was less ,  considerably  less ,  than one p ercent .    
 However,  and th is  i s  atypica l  i f  compared to  other  countr ies ,  some 80 
to  90 percent  of  the value of  fore ign  d irect  investment ,  not  necessar i ly  the 
number of  fore ign  af f i l iates,  f rom China is  undertaken by state -owned 
enterpr ises.   At  the same t i me,  though,  there is  l i t t le ,  i f  any,  systemat ic  
evidence that  state -owned enterpr ises,  be they headquartered in  China,  
S ingapore,  France,  Germany,  or  any other  country,  behave d i f ferent ly  f rom 
pr ivate  mult inat ionals  when they undertake fore ign  d irect  inves tment  
projects  abroad.  
 I t  i s ,  of  course,  t rue that  Chinese f i rms face considerable  chal lenges 
when establ ish ing and operat ing fore ign  af f i l iates  in  the United States  that  
have l i t t le  or  nothing to  do with  any skept ic ism regarding fore ign  d irect  
investment  f rom China.   Rather ,  they are  the result  of  the inexper ience of  
Chinese f i rms.   After  a l l ,  they became act ive  in  the world  fore ign  d irect  
investment  market  in  a  s ign i f icant  manner  only  s ince the year  2000 when 
China launched i ts  going g lobal  pol icy.  
 Ch inese mult inat ionals ,  l ike  a l l  mult inat ionals ,  face the “ l iab i l i ty  of  
fore ignness"  chal lenge ,  that  is ,  the chal lenge of  operat ing as  fore igners  in  a  
fore ign  market .   For  Chinese f i rms,  th is  chal lenge is  part icu lar ly  h igh  g iven 
the regulatory and inst i tut iona l  d i f ferences and gap between China and the 
U.S.   Ch inese f i rms s imply don't  have the exper ience of  how to  become 
quickly  accepted ins iders  in  a  host  country that  contr ibutes  to  the economic 
and socia l  development  in  the communit ies  in  which  they are  estab l ished.  
 Th is  d isadvantage can be accentuated by the “ l iab i l i ty  of  the home 
country” ,  that  i s ,  Ch inese f i rms establ ish ing themselves  in  the U.S.  may be 
regarded d i f ferent ly  than,  say,  UK f i rms that  do the same.  
 Mr.  Chairman,  let  me conclude by of fer ing fo ur  recommendat ions.   
F i rst ,  the U.S.  should  str ive  to  mainta in  i ts  ro le  as  a  leader  in  establ ish ing a  
strong and open internat ional  investment  law and pol icy  regime to  make 
sure that  the ru le  of  law governs fore ign  d irect  investment  between 
countr ies .   In  part icu lar ,  the pr incip le  of  nondiscr iminat ion,  the heart  of  the 
internat ional  investment  law regime,  should  be respected and promoted.   
The Chinese-U.S.  BIT  that  is  under  negot iat ion may of fer  an  excel lent  
opportunity  to  further  strengthen th is  pr incip le  of  nondiscr iminat ion.  
 Two,  at  the same t ime,  I  suggest  that  the internat ional  law and pol icy  
regime (and the nat ional  FDI  regimes require  some rebalancing to  a l low 
governments  to  pursue legit imate publ ic  pol icy  object ives  regarding their  
own essent ia l  secur i ty  interests  or ,  broader ,  their  nat ional  interests .   But  an  
ef fort  needs to  be made to  def ine or  c i rcumscr ibe as  c lear ly  as  poss ib le  what  
the concepts  of  “essent ia l  secur i ty  interests ”  and “nat ional  interests ”  mean 
to  avoid  that  they are  being used --or  abused-- for  protect ionist  purposes.  
 Three,  outward investment  f rom China is  growing,  as  we have heard.   
In  fact ,  Ch ina was in  the year  2009 the world 's  f i f th  largest  outward 
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investor .   And the U.S.  should  seek to  attract  as  much of  th is  investment  as  
poss ib le ,  and in  th is  I  echo ent ire ly  what  Dan has  sa id .   ( I t  would,  of  course,  
face st i f f  compet it ion  f rom other  countr ies  that  seek to  attract  the same 
investment ,  but  i t  certa in ly  is  worth  a  t ry. )   The U.S.  should  welcome 
Chinese fore ign  d irect  investment ,  but  at  the same t ime make sure that  i t ,  
l ike  fore ign  d irect  investment  f rom any other  country,  obeys scrupulously  
U.S .  laws and regulat ions.   Such an approach by the United States  and other  
countr ies  would  a lso  contr ibute toward integrat ing China into  the world  
economy and making i t  a  responsib le  stakeholder  in  i t .    
 Fourth  and f inal ly ,  g iven that  China's  mult inat ional  enterpr ises  are  
young and re lat ive ly  inexper ienced,  we should  f ind  ways of  help ing them to 
become good corporate  c i t izens in  the U.S. ,  not  only  to  avoid  unnecessary 
f r ict ions,  but  a lso  to  increase the contr ibut ion that  Chinese fore ign  d irect  
investment  can make to  the U.S.  economy and society.  
 By way of  conclus ion,  Mr.  Chairman,  let  me remind us  a l l  that  we had 
a  s imi lar  s i tuat ion some 25 ye ars  ago when Japanese f i rms emerged as  major  
outward investors .   L ike  today,  v is -a-v is  Chinese f i rms,  there was a  strong 
react ion against  the new kids  on the b lock,  so  to  speak,  in  l ight  of  a  range of  
concerns.   In  fact ,  CFIUS was created at  that  t ime and in  react ion to  
incoming Japanese investment .   We managed to  integrate  and accept  
Japanese fore ign  d irect  investment  and benef i t  f rom i t ,  and in  fact ,  we are  
act ive ly  seeking i t .   I  t rust  that  over  t ime we wi l l  have the same exper ience 
with  Chinese fore ign  d irect  investment  in  the United States.  
 Thank you very much for  your  attent ion.  
 [The writ ten statement  fo l lows:]  
 

PREPARED STATEMENT OF DR.  KARL P.  SAUVANT  
EXECUTIVE DIRECTOR,  VALE COLUMBIA CENTER ON SUSTAINABLE 

INTERNATIONAL INVESTMENT,  COLUMBIA UNIVERS ITY 
NEW YORK,  NEW YORK  

 
Mr. Chairman, ladies and gentlemen.   
 
My name is Karl P. Sauvant, and I am the Executive Director of the Vale Columbia Center on Sustainable 
International Investment, a joint center of Columbia Law School and the Earth Institute at Columbia University in 
the City of New York. It is an honor for me to testify before the US- China Economic and Security Review 
Commission. 
 
Permit me, please, to focus my remarks on foreign direct investment (FDI), i.e. investment that gives a company 
headquartered in one country control over a company in another country – in this case, a Chinese company control 
over an enterprise in the US. 
 
World FDI flows have grown from an average of $50 billion during the first half of the 1980s, to $2 trillion in 2007, 
before falling back to $1 trillion in 2009/10 as a result of the crisis. 
 
Traditionally, the US has been the leading host and home country, i.e. the largest importer and exporter of FDI.  
Partly because of that, the US has traditionally been a leader in establishing a strong and open international 



 

 

107 
 

VSM    

investment law and policy regime (IILP regime) that protects FDI and even encourages it, with the principle of non-
discrimination at its heart.  The reason is that FDI can play an important role in strengthening the competitiveness 
of firms and in economic development. 
 
This approach has gained widespread support from virtually all countries of the world and has led to a strong IILP 
regime.  And, as I said, the US has always benefitted from this regime, being the largest host and home country.  
FDI has brought capital, employment and various other tangible and intangible assets to the US and helped the 
country’s economic growth and development. 
 
It is therefore surprising that there is so widespread skepticism regarding Chinese FDI in the US.  This is all the more 
surprising since this investment in very small indeed: official data show that inflows were around $1 billion in 2009. 
(US flows to China that year were $3.6 billion, rising to $4.1 billion in 2010.)  With total FDI inflows into the US 
amounting to $129 billion in 2009, China’s share was less than 1% of the total.   
 
However (and this is atypical if compared with other countries), some 80-90% of outward FDI flows from China are 
undertaken by state-owned enterprises (SOEs).  At the same time, though, there is little if any systematic evidence 
that SOEs – be they headquartered in China, Singapore, France, Germany, or any other country – behave 
differently from private MNEs when they undertake FDI projects abroad. 
 
The skepticism regarding Chinese FDI in the US appears to be reflected in the fact that the share of filings by 
Chinese firms with the Committee on Foreign Investment in the United States (CFIUS) is higher than the share of 
Chinese FDI in total FDI inflows into the US.  And, of course, cases like the aborted takeover of UNOCAL by CNOOC 
received considerable attention in China. 
 
It is of course true that Chinese firms face considerable challenges when establishing themselves in the US and 
operating foreign affiliates in that country that have little or nothing to do with any skepticism regarding Chinese 
FDI.  Rather, they are the results of the inexperience of Chinese multinational enterprises (MNEs) – after all, they 
became active in the world FDI market in a significant manner only since 2000, when China launched its ”going 
global” policy.  Chinese MNEs, like all MNEs, face the “liability of foreignness” challenge, i.e. the challenge of a 
foreigner operating in a foreign market; for Chinese firms, this challenge is particularly high, given the regulatory 
and institutional differences and gaps between China and the US.  Chinese firms simply do not have the experience 
of how to become quickly accepted in a host country, as good corporate citizens that contribute to the economic 
and social development of the communities in which they are established.  This disadvantage can be further 
accentuated by the “liability of the home country”, i.e. that Chinese firms having established themselves in the US 
may be regarded differently than, say, British firms that have done the same. 
 

Mr. Chairman, let me conclude by offering four recommendations: 
 

1. The US should strive to maintain its role as a leader in establishing a strong and open IILP regime to make 

sure that the rule of law governs FDI between countries.  In particular, the principle of “non-

discrimination”, the heart of the IILP regime, should be respected and promoted.  The China – US bilateral 

investment treaty that is under negotiation may offer an excellent opportunity to further strengthen this 

principle. 

2. At the same time, I suggest that the IILP regime requires some rebalancing to allow governments to 

pursue their legitimate public policy objectives regarding their own essential security interests – or, more 

generally, their national interests.  But an effort should be made to define or at least circumscribe these 

concepts as clearly as possible, to avoid that they are being used for protectionist purposes. 

3. Outward FDI from China has grown rapidly and is likely to continue to grow. (China was, in 2009, the 

world’s 5
th

 largest outward investor.) The US should seek to attract as much of this investment as possible. 

 (Naturally, efforts in this regard would meet stiff competition from other countries that seek to attract 
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the same investment.)  The US should welcome Chinese FDI; at the same time, Chinese investors (like 

investors from other countries) need to observe strictly US laws and regulations.  Such an approach – by 

the US and other countries – would also contribute toward the further integration of China into the world 

economy and making that country a responsible stakeholder in it. 

4. Given that China’s MNEs are young and inexperienced, we should find ways of helping them to become 

good corporate citizens – not only to avoid unnecessary frictions but also to increase the contribution of 

China’s FDI to the US economy and society. 

 

By way of conclusion, Mr. Chairman, let me remind us all that we had a similar situation some 25 years ago 

when Japanese firms emerged as major outward investors.  Like today vis-à-vis Chinese firms, there was a 

strong reaction against the new kids on the block in light of a range of concerns.  In fact, CFIUS was created at 

that time and in reaction to incoming Japanese investment.  The US managed to integrate and accept Japanese 

FDI and, in fact, is actively seeking, it.  I trust that, over time, we will have the same experience with Chinese 

FDI in the U.S. 

 

Thank you very much for your attention. 

 
PANEL IV:   DISCUSSION,  QUESTIONS AN D ANSWERS 

 
 HEARING CO-CHAIR WESSEL:   Thank you,  both,  for  your  thoughtfu l  
test imony and appearance here today.    
 I 'd  l ike  to  ask a  quest ion,  Dr .  Sauvant ,  and,  Dr .  Rosen,  for  your  
comment  as  wel l - - regarding the last  point  you made.   The last  exper ience we  
had with  concerns about  fore ign  investment ,  fore ign  d irect  investment ,  in  
the United States,  in  the 1980s,  the Japanese seeking to  address  some trade 
i rr i tants  and trade issues decided that  invest ing here was to  their  
advantage,  both  for  the market  but  a l so  to  address,  of  course,  some pol i t ica l  
i ssues.   But  in  doing so,  because they were advocates  or  proponents  of  just -
in- t ime manufactur ing and a  number of  other  th ings,  they brought  their  
supply  chains  over  with  i t .  
 So  Toyota,  Nissan and others  over  t ime bui l t  here the supply  chain  to  
support  their  U.S .  fac i l i t ies .   As  I  look at ,  and for  your  comment,  as  I  look at  
Chinese investments  here,  for  example,  the so lar  fac i l i ty  they're  bui ld ing in  
Ar izona,  to  h ire  1 ,000 employees,  i t ' s  pr imar i ly  a  screwdriver  fac i l i ty .   So  
that  the bulk of  the value that  is  going into  those panels ,  so lar  panels ,  i s  
go ing to  be produced in  China.  
 So  as  we've seen with  brand acquis i t ions,  because Chinese don't  have 
internat ional  brands,  with  their  fore ign  d irect  investment ,  the que st ion is  
are  we seeing a  d i f ferent  qual i ty  of  investment  f rom what  the Japanese d id ,  
that  they are  t ry ing to  create,  i f  you wi l l ,  ind igenous demand for  Chinese 
products  that  wi l l  create  jobs here,  which  we welcome,  but  not  as  many as  i f  
they were t ru ly  fo l lowing market  forces  and creat ing the supply  chains  that  I  
th ink are  being g lobal ized day by day?  
 DR.  SAUVANT:   Th is  i s  actual ly  a  very interest ing issue and has  found a  
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lot  of  examinat ion in  the academic research .   The result  i s  that  i f  you look at  
the typ ica l  internat ional izat ion path  of  a  company,  you f ind  (at  least  in  the 
past  and to  a  large extent  st i l l  today )  that  f i rms start  by export ing,  and then 
they start  to  establ ish  maybe d istr ibut ion faci l i t ies ,  then they start  assembly 
faci l i t ies ,  precise ly  a s  you descr ibe the Japanese as  having done ,  and 
eventual ly  they moved on to  manufactur ing.  
 The Japanese have long moved on to  manufactur ing.   In  fact ,  the 
concept  of  screwdriver  investment  was invented in  the context  of  Chinese 
automobi le  investment  in  th e United States  that  consisted of - -  
 HEARING CO-CHAIR WESSEL:   Japanese.  
 DR.  SAUVANT:   Japanese --excuse me.  
 HEARING CO-CHAIR WESSEL:   Yes.  
 DR.  SAUVANT:   - -assembly faci l i t ies  in  the United States.   I  would  
expect  the same th ing to  happen on the Chinese s ide.   In  other  words,  they 
are  test ing the market .   They are,  to  a  certa in  extent ,  establ ished through 
exports ,  e i ther  d irect  or  as  suppl iers .   I  would  expect  that  they more and 
more test  the waters  through assembly,  d istr ibut ion,  and other  investment .   
In  fact ,  I  understand that  the b iggest  s ingle  fore ign  d irect  investment  
company f rom China in  the U.S.  i s  actual ly  Cosco,  which  is  a  d istr ibut ion or  
sh ipping company .    
 Now,  can we encourage that  process ,  can we speed i t  up?  I  guess  we 
can.   One of  the th ings  would  be precise ly  to  be more act ive  in  terms of  
attract ing Chinese investment  by point ing out  where poss ib i l i t ies  exist ,  
where greenf ie ld  investment  or  perhaps even mergers  and acquis i t ions  are  
poss ib le .  
 HEARING CO-CHAIR WESSEL:   But  China has  for  o ur  investments,  for  
example,  as  I  recal l ,  and the facts  may be somewhat  of f ,  when GM created 
their  fac i l i ty  in  Guangzhou,  as  I  recal l ,  they made a  commitment  to  source 
with in  f ive  years  80 to  90 percent  of  the parts  ind igenously,  and to,  in  fact ,  
teach Chinese f i rms how to  reach ISO -9000,  9001,  and S igma S ix  and a l l  the 
var ious other  requirements.  
 Should  we have something s imi lar  here?  I  wish  I  had the fa i th  that  
you do that  the Chinese are  going to  fo l low the Japanese path  of  s lowly 
migrat ing to  creat ing  their  supply  chains  here.   I  fear  that  because they are  
a  non-market  economy,  they are  t ry ing to  create,  i f  you wi l l ,  the d istr ibut ion 
centers ,  the assembly faci l i t ies ,  but  the rest  of  the value chain  is  not  going 
to  come through.  
 Should  we be taking act ions to  ensure that?  
 DR.  SAUVANT:   Wel l ,  the Japanese d id  not  move on to  fu l l  
manufactur ing because they wanted to  do a  favor  to  the United States.   
They moved on to  fu l l  manufactur ing because over  t ime i t  became 
economical ly  more sensib le  to  manufacture here as  opposed to  manufacture 
in  Japan and export  to  the United States.  
 Now as  to  the quest ion of  can one encourage Chinese f i rms that  are  



 

 

110 
 

VSM    

establ ished here to  make an extra  contr ibut ion to  the economy by,  for  
instance,  establ ish ing a  local  content  requir ement?  Certa in ly  not  by making 
i t  mandatory,  because that  would  v io late  the TRIMs Agreement  under  the 
WTO,  but  there may be other  ways of  doing that .   For  instance --and th is  i s  
being done by a  number of  the countr ies  that  are  members  of  the WTO and 
therefore subject  to  the TRIMs Agreement - - instead of  saying you must  
source local ly ,  they encourage f i rms to  source local ly ,  for  example,  by 
making sure that  fore ign  af f i l iates  f ind  appropr iate  suppl iers  that  can 
produce at  the cost  and qual i ty  that  fore ign  af f i l iates  require.   There are  a  
number of  programs that  we can pursue in  th is  respect .   I  th ink that  is  
certa in ly  something where in  the U.S. ,  at  the state  level  and perhaps even at  
the federal  level  more could  be done,  and perhaps not  only  v is -a-v is  Chinese 
f i rms,  but  others  as  wel l .  
 HEARING CO-CHAIR WESSEL:   Dr .  Rosen,  for  a  very quick response or?  
 MR.  ROSEN:   I  would  only  add to  i t  that ,  you know,  bear  in  mind the 
phenomenon you're  ta lk ing about  was what  we cal led  "tar i f f  jumping" by the 
Japanese,  in  the 1980s,  where they were coming here because they a lready 
were making a  lot  of  money of f  us .   Our  tar i f fs  threatened that ,  and that 's  
the only  reason they were coming over ,  and so  they basica l ly  brought  the 
fami ly  with  them to keep doing the same th ing.  
 Very few Chinese companies  are  coming to  America  for  tar i f f - jumping 
reasons yet .   We have a  few cases  that  might  be descr ibed that  way.   Most ly ,  
i t ' s  because China is  very weak economical ly  at ,  say,  three - f i f ths  of  the 
product ion chain .   They're  good in  manuf actur ing as  an  OEM in  the middle,  
which  is  a  commodit ized part  of  what  we do to  create  va lue in  the world  
today.  
 A l l  the th ings  that  the prof i t  margin  is  found in  Cupert ino and 
e lsewhere,  they don't  do,  which  is  why they're  coming,  and so  i t  would  be,  
we have to  be mindfu l  not  to  over -extrapolate  f rom the Japanese behavior  
in  the '80s  to  what  the Chinese wi l l  do in  the years  ahead.  
 HEARING CO-CHAIR WESSEL:   Okay.   Commiss ioner  D 'Amato.  
 COMMISSIONER D'AMATO:   Thank you,  Mr.  Chairman.   Thank you both 
for  your  test imony.  
 I 'm part icu lar ly  interested in  the quest ion of  the adequacy of  the 
screening process  that  you commented on.   There are  those who have come 
to  us  consistent ly  knowing that  the t rend has  been in  the last  ten  years  for  
larger  and more powerfu l  SOEs on the part  of  the Chinese that  have,  of  
course,  a  d irect  re lat ionship  with  state  pol icy  coming to  the United States.  
 We have a  screening process,  some say,  that  because i t 's  vo luntary,  
that  those SOEs or  those companies  that  might  be interested in  f ind ing 
nat ional  secur i ty  technologies  and so  on would  be the ones that  most  l ike ly  
would  not  voluntar i ly  part ic ipate  in  the CFIUS process,  and therefore we 
should  have a  mandatory CFIUS process.  
 Do you th ink that  a  mandatory process  is  egregious in  gener al ,  or  i f  
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i t ' s  an  open process  and there's  no attempt  to  invade the nat ional  secur i ty  
arena,  what  would  be wrong with  an  open process?  I 'm just  wonder ing why 
you're  saying- -are  you character iz ing,  recommending a  mandatory process  
with  pol i t ic izat ion of  th at  or  i s  that  s imply just  good governance to  
understand what  i t  i s  that 's  coming in  the country in  terms of  monitor ing 
those th ings?  
 So  I  just  wanted to  c lar i fy  how you fe l t  about  that .  
 MR.  ROSEN:   Thank you,  Commiss ioner.  
 Let  me share my perspect ive  on  th is .   I  th ink having the process  be 
voluntary is  advantageous f rom the perspect ive  of  the U.S.  government  and 
the United States.   I t  p laces  the burden on the Chinese investor  to ,  you 
know,  come to  God with  themselves  about  whether  they are  vu lnerable  to  
being unwound and shut  down.  
 After  they invest  potent ia l ly  b i l l ions  of  dol lars  in  a  t ransact ion,  they 
can be summari ly  k icked out  of  that  investment  and a l l  that  learn ing that  
they've  t ransferred and everyth ing they've  done i f  they are  in  a  sensit ive  
area  and they have not  voluntar i ly  asked for  a  stamp of  approval  f rom us.  
 I f ,  on  the other  hand,  we make i t  mandatory,  then we have to  
invest igate  and cert i fy  every bubble  gum factory and investment  in  a  Dairy  
Queen that  takes  p lace in  Peor ia ,  and I  don't  th i nk we necessar i ly  want  to  do 
that .  
 The voluntary standard is  only  voluntary in  that  the company can 
choose to  get  precleared as  not  being in  noncompl iance.   I f  they don't  do 
that ,  then they are  immensely  vu lnerable  to  what  a lmost  would  feel  l ike  an  
arb it rary unwinding of  their  operat ions here.  
 So  I  don't  th ink that  the quest ion of  mandatory versus  voluntary 
invest igat ion of  a  Chinese investment  prejudices  the nat ional  secur i ty  in  
that  sense.   
 COMMISSIONER D'AMATO:   Do you have a  comment  on that ,  Dr .  
Sauvant? 
 DR.  SAUVANT:   I  just  wanted to  te l l  you a  l i t t le  anecdote.   About  two 
or  three years  ago when I  was in  China,  I  had a  chance to  meet  with  a  fa ir ly  
h igh  level  of f ic ia l  of  the Department  of  Commerce whose job was to  attract  
investment  to  China.   She got  paid  for  that .   And she sa id ,  you know,  we are  
seeing CFIUS in  the United States.   I f  the United States  as  the most  powerfu l  
country in  the world ,  and the most  powerfu l  economy in  the world ,  feels  i t  
has  to  screen foreign  d irect  investment ,  what  about  us ?  Shouldn't  we a lso  
look at  incoming investment  and see to  what  extent  i t  helps  us  or  hurts  us?  
 And the same message,  my guess  is ,  i s  a lso  sent  to  other  countr ies .   
I 'm not  so  much worr ied  about  that  CFIUS might  do something that  may not  
be the proper  th ing,  but  I 'm more worr ied  about  i f  other  countr ies  emulate  
the CFIUS model  and other  countr ies  are  doing i t .   Ch ina,  in  fact ,  ear l ier  th is  
year  actual ly  promulgated regulat ions establ ish ing i ts  own review process .   
That  process  may not  be as  c lean as  i t  i s  in  the United States.  
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 So  I 'm real ly  wonder ing what  k ind of  example the U.S.  i s  g iv ing in  th is  
area to  the rest  of  the world .  
 COMMISSIONER D'AMATO:   Thank you.  
 HEARING CO-CHAIR WESSEL:   Commiss ioner  Bartholomew.  
 COMMISSIONER BARTHOLOMEW:  Thanks very m uch and thanks to  both  
of  our  witnesses  for  appear ing today,  very thoughtfu l  test imony.  
 A  couple  of  comments,  and then a  quest ion.   My f i rst  comment,  Dr .  
Sauvant ,  i s  that  one of  the d i f ferences between Japan and China,  of  course,  
i s  the s ize  of  the popula t ion.   Japan has  about  127 mi l l ion  people.   What - -
China is  1 .3 - - teeter ing on 1.4  b i l l ion.   They need to  keep people  employed,  
and they have a  much greater  number of  people  to  keep employed than 
Japan ever  d id .   So  I  th ink you need to  factor  that  in  when yo u th ink about  
wi l l  that  o ld  model  f i t .  
 A  second point ,  and Dr.  Rosen,  th is  gets  to  something you were 
ment ioning,  which  is  narrat ive.   The Chinese government ,  of  course,  bui lds  
i ts  narrat ive  as  i f  they are  the aggr ieved party.   And,  f rankly,  I  th ink 
certa in ly  when deal ing with  the Americans,  that  provides them leverage.  
 The Chinese are  choosing which  leverage to  go,  which  narrat ive  to  go 
with ,  in  terms of  their  investment  here in  the United States,  and they're  
going to  get  a  whole  lot  more t ract ion out  of  saying,  "woe is  us ,  you are  not  
a l lowing our  companies  in ,"  than i f  they sa id ,  "hey,  th is  i s  f ine."  
 I  th ink you need to  th ink about  that  as  you th ink about  narrat ive,  but  
the point ,  the quest ion actual ly  I  had,  i s  that  I  want  to  go to  th is  i ssue of  
the pr incip le  of  nondiscr iminat ion.  
 We have indeed had an internat ional  g lobal  regime where for  the most  
part  people  have s igned on to  that  idea.   But  what  are  we supposed to  do 
when the second - largest  economy in  the world  is  not  pract ic ing that  same 
th ing?  The analogy people  l ike  to  say in  d i f ferent  arenas is  we're  p laying 
checkers  and they're  p laying chess,  and I  just  wonder  how you see th is  a l l  
working out  when we aren't  even convinced that  the Chinese government  is  
interested in  part ic ipat ing in  the intern at ional  economic regime under  the 
same terms and condit ions that  other  part ies  have?  
 DR.  SAUVANT:   Wel l ,  thank you for  very interest ing points .   Let  me just  
add another  issue to  the d i f ferences between Japan and China,  apart  f rom 
the s ize  of  the populat io n and,  therefore,  the need to  create  employment ,  
and,  of  course,  part  of  th is  employment  is  being created through exports - -
which  incidental ly  I  understand Pres ident  Obama is  a lso  t ry ing to  do.   So  
that 's  something which  is  common.   
 Perhaps what  is  equal ly  important  is  a lso  that ,  of  course,  the strategic  
re lat ionship  between Japan and the United States  in  the '80s  was d i f ferent  
f rom what  is  the strategic  re lat ionship  as  a  potent ia l  compet itor  between 
China and the United States.   So  obviously  one has  to  fac tor  that  in .  
 But ,  in  the end,  i t  comes down,  at  least  to  a  large extent ,  I  would  
argue,  to  the fo l lowing quest ion:  do we bel ieve what  we have been 
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preaching for  50 years ,  namely,  that  attract ing fore ign  d irect  investment  is  
good for  you?  I t ' s  good for  yo u because i t  helps  you to  acquire  capita l ,  
technology,  ski l l s ,  employment ,  exports  and a l l  the rest  of  i t ,  and i f  that  is  
t rue,  i f  that  st i l l  holds,  then i f  another  country says  I  don't  want  to  attract  
investment ,  i .e . ,  I  l ike  to  shoot  mysel f  into  foot ,  go  ahead.   I t  doesn't  mean 
that  we have to  do the same th ing.  
 So  I  th ink i t  real ly  comes down to  do we bel ieve that  fore ign  d irect  
investment  contr ibutes  to  our  development ,  both  inward and outward  
fore ign  d irect  investment ?  Certa in ly  what  the Chinese seem  to be doing 
more and more is  that  they are  becoming much more se lect ive  in  terms of  
saying that  they want  to  have certa in  investment  and g ive  you specia l  
incent ives  for  i t .   They a lso  have a  number of  sectors ,  of  course,  which  they 
say you are  not  a l lowed  to  invest  in  every country has  such sectors .   Ch ina 
has  probably  more sectors  than others ,  but  every country has  i t s  protected 
sectors .   Then China  has  sectors  that  are  open,  and i t  has  sectors  in  which  i t  
i s  encouraging  fore ign  investment .   And,  of  cours e,  that  means that  the 
Chinese,  too,  agree  that  certa in  fore ign  d irect  investment –or  actual ly  most  
fore ign  d irect  investment - - is  benef ic ia l  to  their  own economy and economic 
development .  
 COMMISSIONER BARTHOLOMEW:  Dr .  Rosen.  
 MR.  ROSEN:   I f  I  may,  just  to  e laborate  on the topic  of  narrat ive  a lso,  
because i t 's  real ly ,  i t ' s  the same point  that  Kar l  just  r ight ly  made.   i t  has  to  
do with  what  pr incip les  we bel ieve we are  defending,  and where we get  to  
the point  where we say you know what ,  being a  Boy Scout  on th is  one is  just  
going to  get  us  k i l led,  and so  we're  not  going to  be here tomorrow to  debate 
th is  any longer ,  i t ' s  t ime to  move on past  that  point  of  pr incip le  and be 
pragmat ic  in  some way or  another.  
 Wel l ,  most  of  the t ime there real ly  i s  a  choice  to  be  made about  which  
way we go;  what  k ind of  American economy we're  going to  have tomorrow?  
 L ikewise,  on  the Chinese s ide,  r ight  now,  there is  a  batt le  going on in  
Bei j ing for  the soul  of  China's  reform direct ions and the choices  i t  make.   
Some people  are  sa ying we got  where we got  because we took a  pretty  
l iberal  tact  30 years  ago,  and i t 's  worked,  and we were the most  open 
emerging economy in  the world  to  fore ign  d irect  investment .  
 And i t  meant  our  own guys got  k i l led  in  compet it ion,  but  we got  r ich  
doing that .   We should  stay that  course.   Others  are  saying look at  what  the 
Americans are  doing,  look at  the way the world  works,  th is  got  us  30 years ,  
but  i t ' s  t ime to  take a  d i f ferent  approach.   Now,  we consol idate  the state 's  
power in  the economy and take ad vantage of  that .  
 So  the choices  and the debates  that  are  being held  in  Bei j ing r ight  now 
are af fected by what  we do,  by whether  we're  wi l l ing to  stand by the 
pr incip les  we've developed and imbedded into  the internat ional  system or  
not .  
 I f  we abandon sh ip  of  these kinds of  l iberal  pr incip les ,  I  can  assure you 
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i t  wi l l  not  be missed in  the debate taking p lace s imi lar ly  in  a  hal l  l ike  th is  in  
Bei j ing.  
 HEARING CO-CHAIR WESSEL:   Commiss ioner  Mul loy.  
 COMMISSIONER MULLOY:   Thank you,  Mr.  Chairman,  and thank you  
both for  being here.  
 I  want  to  put  th is  in  the context .   I  read an art ic le  by Warren Buffett  in  
October  2003 in  Fortune magaz ine,  in  which  Warren Buffett  sa id  that  the 
United States  by running these massive  t rade def ic i ts  year  af ter  year  is  
going to  se l l  the country out  f rom under  i tse l f .  
 His  v iew was when you send out  these dol lars ,  they're  c la ims on your  
economy,  and they come back by purchasing our  economy.    
 Secondly,  my understanding,  Professor ,  i s  we don't  have a  lot  of  ru les ,  
g lobal  ru les ,  on  inv estment .   We have the TRIMs Agreement  in  the WTO.  I  
know we tr ied  at  one point  to  get  an  OECD mult i latera l  agreement  on 
investment ,  but  that  fa i led.   So  there 's  not  a  lot  of  g lobal  ru les  that  govern 
th is  system.   
 So  countr ies  can do pretty  much what  they  want  to  do  in  regulat ing 
fore ign  investment .   I s  that  correct?   
 DR.  SAUVANT:   The  pr incipal  instruments  governing fore ign  d irect  
investment  internat ional ly  are  b i latera l  investment  t reat ies ,  of  which  are  
about  2 ,700.  
 COMMISSIONER MULLOY:   Yes,  these ar e  BITs.  Those are  not  g lobal  
ru les.   These are  countr ies  that  are  agreeing to  these ru les  among 
themselves.     
 DR.  SAUVANT:   Otherwise  you have the GATS agreement ,  but  that  only  
appl ies  to  services.  
 COMMISSIONER MULLOY:   R ight .   Okay.   So  that 's  my under standing.   
So  there real ly  aren't  WTO ru les  except  for  the TRIMs,  and that 's  a  very 
narrow th ing.   So  countr ies  can pretty  much do what  they want  to  do in  th is  
whole  area unless  they are  t ied  up in  these BITs,  and we don't  have a  BIT  
with  China;  r ight?  
 DR.  SAUVANT:   Correct .  
 COMMISSIONER MULLOY:   In  our  own CFIUS process,  we make a  
d ist inct ion between government -owned companies  buying here and pr ivate  
sector  companies  buying here,  a  more searching analys is  when i t 's  a  
government -owned company buying here.  
 And then we further  understand that  many of  the companies  coming 
here f rom China are  e i ther  state -owned enterpr ises.   How would  you guys  
look at  Huawei?  Is  that  a  pr ivate  sector  company or  is  that  a  government -
owned enterpr ise  or  a  government - inf luenced  enterpr ise?  What  your  take is  
on  that .  
 Dan? 
 MR.  ROSEN:   We treat  i t  as  a  pr ivate  company.   Our  def in i t ion  is  i f  a  
f i rm has 80 percent  or  more pr ivate  sharehold ing,  we treat  i t  as  a  pr ivate  
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company even i f  there 's  up to  19.9  percent  government  sharehold ing.  
 In  the case of  Huawei ,  as  you know,  they c la im that  they're  100 
percent  employee -owned and have no government  sharehold ing.  
 COMMISSIONER MULLOY:   R ight .  
 MR.  ROSEN:   So  the quest ion real ly  becomes in  the case of  China,  i t  
doesn't  even matter .   Aren' t  a l l  companies  f rom China under  the inf luence 
of  the government  of  China,  and they very much are  to  a  greater  extent  than 
f i rms are  here.  
 Exact ly  where you draw the l ine  on government  control  may or  may 
not  be the usefu l  th ing to  sett le  at  the end of  the  day.   But  that 's  another  
subject .   I  don't  mean to  take up your  t ime.  
 COMMISSIONER MULLOY:   No,  that 's  helpfu l .  Now,  my further  
understanding is  that  90 percent  of  investment  coming into  the United 
States- -and we're  going to  have a  lot  of  i t  because we h ave a  mass ive  t rade 
def ic i t .   There are  a  lot  of  dol lars  out  there which  can now come back and 
buy assets .   90  percent  of  the investment  coming to  th is  country is  
acquis i t ion  investment;  ten  percent  is  greenf ie ld .  
 I s  that  about  what  you understand the s i t uat ion to  be?  
 MR.  ROSEN:   I  can  speak to  the China numbers.  
 COMMISSIONER MULLOY:   No,  I  know you d id  that  a lready.   You sa id  
about  hal f  and hal f ,  I  th ink.   But  my understanding,  I  was at  a  program the 
other  day where a n of f ic ia l  f rom Commerce spoke,  who was in  charge of  the 
investment;  he sa id  i t  was about  90 percent  acquis i t ion;  ten  percent  
greenf ie ld .  
 DR.  SAUVANT:   Could  be t rue.  
 COMMISSIONER MULLOY:   R ight?  Okay.   So  i t 's  not  l ike  i t 's  adding new 
th ings.   I t ' s  purchasing th ings  that  are  a lready here  that  are  now going to  be 
owned by somebody e lse  rather  than here,  and the prof i ts  then can go out  
of  the country rather  than stay here,  which  you ought  to  th ink about  as  wel l .  
 My understanding is  that  China has  certa in  sectors  of  that  economy 
that  fore igners  cannot  own,  so -cal led  "p i l lar  industr ies ,"  and that  these are  
large chunks of  the Chinese economy.  
 Would  you bel ieve i t 's  best  to  have a  reciprocal  investment  pol icy  
rather  than just  we throw ourselves  open and what  they can wal l  of f  sectors  
of  their  economy?  What 's  your  impress ion of  that ,  Dr .  Rosen and then Dr.  
Sauvant?  
 MR.  ROSEN:   And for  the record,  my wife  is  Dr .  Rosen.   I 'm a  mere 
Mister .  
 COMMISSIONER MULLOY:   Thank you .   
 MR.  ROSEN:   Wel l ,  Commiss ioner,  as  usual ,  provocat ive  and important  
quest ions.   I  would  say,  and I  bel ieve,  on  the record,  last  t ime I  was before 
the committee,  I  sa id  that  I  would  not  embrace Communism i f  Communism 
were batt ing better  in  that  inn ing.  
 And I  cont inue to  take that  v iew,  that  th ings  which  appear  strengths in  
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China today wi l l  come with  a  mass ive  butcher 's  b i l l ,  which  in  a  few years '  
t ime wi l l  change the story that  we are  current ly  engaged in .  
 I  th ink marking China to  market  now and g iv ing them a fu l l  credit  for  
the performance of  their  economy today under  state  p lanning would  be a  
mistake on our  part .   We should  not ,  we should  not  do th is  t ransact ion 
based on their  current  va luat ion.  
 We should  consider  where they might  be in  a  few years  f rom now and 
st ick by our  pr incipal  guns about  capita l ism,  is  where I  am.   As  Kar l  put  i t ,  i f  
somebody wants  to  br ing bags  of  money and overpay for  an  asset  in  the U.S.  
or  just  pay a  fa ir  pr ice,  I 'm wi l l ing to  take i t .  
 Whi le  90 percent  of  the investment  t ransact ions may be M&A,  
remember that  many of  those are  a lready owned by fo re igners  so  they might  
entai l  a  change of  control  by two foreign  part ies  as  in  the Dubai  Ports  World  
case;  r ight?  I t  d idn 't  entai l  a  U.S .  asset  for  the f i rst  t ime being held  by 
part ies  abroad.  
 And then f inal ly  on th is ,  in  the Chinese case,  one of  the n ic e  th ings  
about  the Chinese data  we have today is  that  there 's  a  much greater  
propensity  by the Chinese investor  to  do greenf ie ld  investment ,  in  fact .  
 So  those f i rms are  not  just  buying exist ing assets .   They're  a lso  
bui ld ing new faci l i t ies  around the coun try.   We' l l  see whether  that  reverts  
to  the norm,  as  they say,  and becomes more l ike  the typ ica l  pattern  we've 
seen f rom other  investors  as  wel l ,  but  there is  some,  there is  some good 
posit ive  aspects  to  the Chinese story as  i t ' s  unfold ing thus far ,  as  wel l  as  the 
concerns which  you r ight ly  ra ise  and which  require  much length ier  
considerat ion.  
 COMMISSIONER MULLOY:   Thank you.  
 DR.  SAUVANT:   I f  I  may a lso  comment  on the very interest ing 
observat ions.   On the quest ion of  g lobal  ru les ,  you're  absolute ly  r ight ,  there 
are  none apart  f rom the TRIMs and the GATS Agreement .  
 But  I  would  not  underest imate the importance of  the network of  
b i latera l  investment  t reat ies  and for  that  matter  the addit ional  300 or  so  
f ree t rade agreements  that  have an investment  chapter  b ecause they real ly  
involve a l l  the b ig  economies of  the world ,  even i f  there is  no b i latera l  
t reaty between the U.S.  and China.   I  th ink we have the strongest  
internat ional  investment  laws regime that  we ever  have had.   That 's  one 
th ing.   
 On the merger  an d acquis i t ion  quest ion,  i f  I  had a  choice  to  attract  a  
greenf ie ld  investment  or  a  merger  and acquis i t ion,  as  a  ru le ,  I  would  take a  
greenf ie ld  investment .   No quest ion.  
 But  then i t  becomes more compl icated.   I f  the company I  would  take 
over  is  fa i l ing,  ma ybe i t 's  not  bad i f  somebody e lse  rescues i t  or  i f  the 
fore ign  investor  in jects  new technology,  new export  markets ,  and so  on,  i t  
may make the company more prof i tab le.  
 And,  a lso,  the money paid  for  the company that  is  being acquired,  i s  
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presumably then re leased for  investment  in  other  parts  of  the U.S.  economy 
or  abroad.   So  af ter  a l l ,  these are  resources  that  can be used for  other  
th ings.   So  I 'm only  saying that  mergers  and acquis i t ions,  which  are  the 
predominant  form of  entry  of  fore ign  d irect  investmen t  worldwide,  do have 
a lso  certa in  aspects  to  them which  makes them desirable.  
 On the quest ion of  i f  the Chinese c lose certa in  sectors  to  fore ign  
d irect  investment ,  should  we do the same th ing here,  I  have the same 
answer as  before.   I f  we th ink that  fore i gn  d irect  investment  in  certa in  areas  
is  not  good for  us,  then obviously  we shouldn't  let  i t  in ,  let  a lone attract  i t .  
 But  let 's  keep in  mind that  our  pol icy  with  respect  to  the rest  of  the 
world  and with  respect  to  the U.S.  has  a lways been,  and I  would  s ay for  good 
reasons,  that  on balance,  fore ign  d irect  investment  helps  economic growth 
and development .  
 COMMISSIONER MULLOY:   Thank you.  
 HEARING CO-CHAIR WESSEL:   Commiss ioner  Shea.   
 COMMISSIONER SHEA:   Ye s.   Dr .  Sauvant ,  you forgot  to  ment ion that  
M&A investment  in  the United States  a lso  enr iches U.S . -based lawyers  and 
investment  bankers,  which  is  another  posit ive  th ing,  I  suppose.  
 [Laughter . ]   
 COMMISSIONER SHEA:   Two obviously  very inte l l igent  ind iv iduals .   
Even though you might  not  have a  doctorate,  Mr.  Rosen,  but  you're  
obviously  a  very smart  man.    
 I  have two quest ions.   One,  we have focused on potent ia l  U.S .  barr iers  
to  fore ign -d irect  investment .   I  would  l ike  you to  both  ta lk  about  what  holds  
the Chinese back?  Dr .  Sauvant ,  you ment ioned that  the y have a  recognit ion  
that  their  manager ia l  c lass  may not  be prepared to  move out .  
 I  a lso  understand that  every investment ,  proposed investment ,  by a  
Chinese company overseas has  to  get  regulatory approval  with in  China.   I  
don't  know i f  that  is  correct ,  bu t  some sort  of  preapproval - - i f  you could  ta lk  
about  that  as  a  potent ia l  barr ier .  
 And,  then,  f inal ly ,  the other  quest ion I 'd  l ike  to  ask you --Mr.  Rosen,  
you a l luded to  i t  at  least - -about  the health  of  the Chinese economy.   We had 
a  l i t t le  d iscuss ion th is  m orning with  Barry Naughton and Derek Scissors ,  and 
the not ion was that  there is  such a  misa l locat ion of  capita l  in  the Chinese 
system.  I t ' s  incredib ly  inef f ic ient ,  and that  the state  dominance in  the 
economy is  u l t imately  unsusta inable .   I  was just  wonder ing i f  you have any 
comments  on that?  
 MR.  ROSEN:   Thank you very much.  
 COMMISSIONER SHEA:   Sure.  
 MR.  ROSEN:   Of  course,  companies  going of fshore creates  a lmost  as  
much work for  U.S .  lawyers  as  wel l .   So  they make money no matter  what  
happens;  r ight?  Up  market ,  down market .  
 In  terms of  what 's  hold ing Chinese companies  back,  wel l ,  the f i rst  part  
of  my punch l ine  that  I  want  to  make sure is  dr iven home is  that  we can say 
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that  actual ly  nothing is  hold ing them back anymore.   That  the not ion that 's  
become ingrained that  somehow the Chinese are  being held  at  bay is  not  
correct .  
 America  is  welcom ing fore ign  investment ,  d irect  investment ,  and we're  
open to  and welcoming of  Chinese fore ign  d irect  investment  in  the United 
States;  hence,  i t ' s  growing 130,  150 perc ent  year -  over-year  for  years  on 
years  in  a  row now.  
 So  that 's  the new story,  and now i t 's  t ime to  understand why that 's  
now happening and i t  wasn't  happening before.  
 But  we st i l l  are  ta lk ing,  you know,  ear ly  days,  and the th ings  that  st i l l  
make i t  d i f f i cu lt  for  Chinese f i rms to  do th is  are,  f i rst  and foremost ,  as  a  
senior  Pol i tburo of f ic ia l  sa id  to  a  Chinese company two years  ago,  you don't  
even speak Mandar in .   He sa id  th is  publ ic ly  to  the CEO of  the company.   How 
the hel l  do you expect  to  go to  the Uni ted States  and speak Engl ish?  
 You don't  even know what  a  sexual  harassment  lawsuit  f rom an 
employee is .   How are you going to  go to  America  and try  to  do business?  
 So  the cu ltura l  i ssues,  the burden of  operat ing in  a  heavi ly  regulated,  
mature,  sophist ica ted economy,  where there is  fu l l  tax  report ing expected of  
you,  and you don't  keep two sets  of  books,  that 's  no smal l  burden,  and the 
Chinese f i rms that  have been able  to  make the jump so far  are  real ly ,  in  
many cases,  to  be lauded.  
 Harvard  Business  Schoo l  i s  doing case study work on Wanxiang,  for  
example,  to  understand how they're  gett ing over  these t remendous hurdles  
to  doing business  in  America  when their  home market  is  so  a l ien  to  the 
marketplace,  to  the marketplace here.  
 Just  another  ten seconds on t he regulatory,  outbound regulatory 
burden they face.   Unt i l  two or  three years  ago,  despite  a l l  the 
pronouncements  about  go g lobal ,  there were b ig  regulatory hurdles  for  
Chinese f i rms gett ing the - -  especia l ly  the convers ion of  renminbi  to  dol lars  
they needed to  make outbound investments.  
 That ,  by and large,  has  been changed over  to  just  a  report ing 
requirement  rather  than a  permiss ion requirement .   So  up to,  I  th ink $100 
mi l l ion  outbound investment  now,  Chinese f i rms are  supposed to  be able  to  
just  not i fy  rather  than get  approval .  
 In  pract ice,  of  course,  i f  i t ' s  a  state -re lated company,  i t ' s  not  going to  
get  out  of  bed in  the morning without  making sure that  that 's  what  
everybody expected them to be doing.   But  that 's  another  part  of  the story.  
 DR.  SAUVAN T:   I  would  a lso  l ike  to  under l ine the importance of  the 
lack of  re lat ive  exper ience of  Chinese companies  in  terms of  internat ional  
markets ,  and Dan has  g iven some examples.  
 I t ' s  extremely d i f f icu lt  to  make a  merger  and acquis i t ion  work.   Th ink 
about  i t .   Daimler  Benz,  not  exact ly  one of  the newest  companies  in  the 
world ,  made a  tota l  mess  out  of  i t s  acquis i t ion  of  Chrys ler ,  and that  was an  
exper ienced company.  
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 So  any Chinese f i rm --the CEO may not  even be able  to  speak Engl ish - -
establ ish ing i tse l f  in  the United States,  e i ther  through a  greenf ie ld  
investment  or  through a  merger  and acquis i t ion,  faces  t remendous 
d i f f icu lt ies  s imply in  terms of  doing i t  and operat ing in  th is  h igh ly  
sophist icated and compet it ive  environment .  
 In  fact ,  one of  the fears  I  have,  g iven the c l imate,  i s  that  you have a  
major  merger  and acquis i t ion  by a  Chinese f i rm go ing through,  but  then i t  
goes busted.   Everybody would  jump on i t  and say,  "you see" - -and you f i l l  in  
the dots .   I  th ink that  is  something where,  again ,  we have a  ro le  t o  p lay,  
through our  law f i rms,  through seminars ,  through var ious mechanisms  to  
help  fore ign  companies,  in  th is  case,  Chinese companies,  real ly  understand 
what  i t  takes  to  operate  here in  the United States.  
 HEARING CO-CHAIR WESSEL:   Thank you.  
 Chairman Re insch.  
 CHAIRMAN REINSCH:   Thank you.  
 I  want  to  commend our  panel ists .   I  th ink you're  both  very wise.   That  
is  because you agree with  me.  
 [Laughter . ]  
 CHAIRMAN REINSCH:   But  in  any event ,  I  commend you on your  
wisdom.  I  th ink one of  the th ings  that 's  c oming out  here that  you both  
made reference to  is  that  i t ' s  probably  usefu l  for  us  to  th ink carefu l ly  about  
how we proceed in  th is  area because whatever  we do to  the fore igners  is  
a lmost  certa in ly  going to  be done to  us.  
 Dr .  Sauvant ,  you ta lked about  the internat ional  regime,  when i t  comes 
to  control ,  these issues,  TRIMs and what  not .   Can e ither  or  both  of  you 
comment  on the extent  to  which  or  how many other  countr ies  or  what  other  
countr ies  contain  nat ional  CFIUS - l ike  devices  to  control  incoming 
investment? 
 Is  th is  unique?  Th is  i s  not  a  unique phenomenon to  the United States,  
I  th ink.  
 DR.  SAUVANT:   Let  me respond on two levels .   I f  you look back 30 
years  or  so,  what  you had in  quite  a  number of  countr ies  were screening 
mechanisms for  fore ign  d irect  inv estment ,  part icu lar ly  in  developing 
countr ies  but  a lso  in  a  number of  developed countr ies .  
 A l l  of  those were eventual ly  turned into  investment  promot ion 
agencies  to  do exact ly  the opposite .   With  the establ ishment  of  CFIUS in  the 
late  '80s,  arguably,  you could  say that  the t rend is  being reversed and we 
are  going back to  some screening because the example of  CFIUS was 
fo l lowed by c lar i f icat ions in  Canada and in  Austra l ia ;  changes in  the law  in  
Germany,  in  France,  in  Russ ia ;  and now,  wel l ,  Ch ina ha s  i ts  own approach 
toward  reviewing mergers  and acquis i t ions  and a  nat ional  secur i ty  review.  
 So  you have the re introduct ion of  screening mechanisms .   What  is  
i ronic  i s  that  the United States,  which  had been  the leader  in  l iberal iz ing 
investment  regimes and establ i sh ing a  strong internat ional  investment  law 
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regime,  has  become the leader  of  sorts  in  terms of  reestabl ish ing some sort  
of  screening.  
 I 'm not  too worr ied  about  what  the United States  does because i t 's  
being done maybe not  in  an  ent ire ly  t ransparent  fash io n because you don't  
real ly  know what 's  happening with in  CFIUS,  but  I  th ink i t 's  a  fa i r ly  c lean  
process .   But  I 'm not  so  sure  that  other  countr ies  having the same or  s imi lar  
inst i tut ional  set -up wi l l  a lso  proceed in  the same c lean manner  as  the U.S.  
does.  
 CHAIRMAN REINSCH:   That 's  a  good point .   Dan ment ioned los ing 
control  of  the narrat ive,  i f  you wi l l ,  ear l ier .   Th is  i s  an  area where I  th ink the 
narrat ive  has  a lso  changed.   For  40 years ,  the narrat ive  was how can the 
United States  best  protect  the interes ts  of  i t s  investors  overseas f rom 
expropr iat ion,  arb it rary t reatment ,  se izure  of  assets ,  et  cetera,  et  cetera?  
 Over  the last  few years ,  a ided in  part  by sovereignty concerns that  the 
Bush administrat ion Just ice  Department  had,  the narrat ive  has  become how  
can we protect  ourselves  f rom the fore igners ,  which  is  a  very d i f ferent  
narrat ive .  
 And for  people  that  are  engaged in  fore ign,  U.S .  outward investment ,  
and th ink i t 's  win/win  in  terms of  job  creat ion here and there,  i t ' s  k ind of  a  
d isturb ing t rend in  the  narrat ive.  
 Let  me ask a  quest ion a lso  for  Dr .  Sauvant .   One more.   You had a  very 
interest ing explanat ion  of  the t ransit ion  f rom export ing to  sa les  operat ions,  
assembly faci l i t ies ,  manufactur ing,  and you used Japan as  an  example.  
 I  th ink that 's  an  apt  e xample and a  good narrat ive.   I t  seems to  me 
that  the Japanese case,  a l l  that  was compressed in  a  re lat ive ly  short  per iod 
of  t ime,  and I  th ink,  as  my col league here would  probably  agree,  part ly  for  
pol i t ica l  reasons.  Do you see that  t ime per iod being that  short  in  the case of  
China? 
 DR.  SAUVANT:   That ’s  d i f f icu lt  to  say .   But  certa in ly  I  would  advise,  
and I  have done so,  Chinese companies  that  seek to  invest  in  the U.S. - -and 
everybody wants  to  invest ,  everybody I  speak to  in  China says  we want  to  
get  into  the United States  market  to  take the Greenf ie ld  approach   A lso ,  
there seems to  be now a b it  of  a n  increase in  interest  to  invest  in  Europe,  
apparent ly  at  least  in  part  in  react ion to  incidents  in  which  Chinese 
investment  in  the U.S.  ha ve been stymied.  
 I  certa in ly  advise  any Chinese f i rm i f  i t  has  a  choice,  to  take the 
greenf ie ld  route  as  opposed to  merger  and acquis i t ion.   That 's  c lear .   Given 
the speed with  which  everyth ing happens these days,  I  would  expect  that  
the process  in  the case of  China in  terms of  moving f rom export ing to  
actual ly  manufactur ing in  the U.S.  might  go faster ,  maybe not  much faster ,  
than the case of  Japan.  
 CHAIRMAN REINSCH:   Thank you.  
 DR.  SAUVANT:   I t ' s  st r ict ly  a  guess.  
 HEARING CO-CHAIR WESSEL:   Commiss ioner  Wortzel .  
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 COMMISSIONER WORTZEL:   Dr .  Sauvant ,  I  real ly  enjoyed your  anecdote 
about  the Chinese commerce of f ic ia l ,  and I 'd  l ike  to  g ive  both  of  you two 
back.   
 I  have an art ic le  in  f ront  of  me f rom the Los  Angeles  T imes,  provided 
by our  staf f  here,  and there's  an  interest ing s tory about  Shanghai  J in j iang 
Internat ional  Hotel ,  a  state -owned company,  buying jo int  ventures  in  hotels  
here in  the United States.  
 I 've  been travel ing in  and out  of  China s ince 1979,  l ived there for  f ive  
years ,  stayed in  loads of  J in j iang Hotels  as  a  mi l i tary  of f icer ,  as  an  academic,  
and I  have never  been in  a  J in j iang Hotel  where I  wasn't  g iven a  room in  the 
northeast  quadrant  of  the hotel  on  an upper  f loor ,  and I  have never  been in  
an  J in j iang Hotel  where I  d idn 't  have very heavy technica l  audio  and v id eo 
survei l lance,  and physica l  survei l lance when I  lef t  my hotel ,  and where 
everyth ing I  brought  with  me wasn't  searched.  
 Now,  that  says  to  me that  there 's  an  awful  lot  of  cooperat ion going on 
between Chinese inte l l igence services  and the staf f  of  the J in j iang Hotel .   So  
I  don't  th ink that  i t ' s  incendiary pol i t ic izat ion i f  I  fee l  that  when I  know 
J in j iang is  buying hotels  in  the U.S. ,  the FBI  begins  to  look at  who J in j iang is  
putt ing into  the United States.   I  th ink that 's  prudent  secur i ty  concerns 
about  the pract ices  of  Chinese inte l l igence and secur i ty  services.    
 Second anecdote.   I  used to  fo l low fa ir ly  c losely  the General  Pol i t ica l  
Department  of  the People 's  L iberat ion Army.   I t  has  two object ives.   One,  
general ly  U.S .  pol icy,  inf luencing U.S.  pol icy  t oward Taiwan and checking on 
what  Americans th ink about  China.  
 So  when the General  Pol i t ica l  Department  formed a  real  estate  
company-- i t  was ca l led  Kai l i - -  and Kai l i  Real  Estate  immediate ly  opened 
of f ices  in  At lanta,  and with in  a  very short  per iod of  t ime ,  suddenly,  students  
f rom China and Taiwan at  univers i t ies  in  At lanta  were being watched by 
people  who worked for  Kai l i .   
 So  I  guess  I 'd  say to  you that  that 's  two anecdotes,  but  i f  you are  
seeing a  country with  such deep inf luence over  i ts  c i t izens becau se i t  has  
th is  dominant  s ingle  party,  and you've observed pract ices  l ike  that ,  i sn 't  i t  
just  prudent  to  take a  l i t t le  harder  look at  China than Japan,  which  was an  
a l ly  and a  member of  CoCOM?  
 MR.  ROSEN:   I 'm not  sure  i f  that  was d irected to  me or  Dr .  Sauv ant .  
 COMMISSIONER WORTZEL:   I t  was not  d irected to  anybody.  
 [Laughter . ]  
 MR.  ROSEN:   You quoted back some of  my verb iage about  incendiary 
pol i t ic izat ion so  let  me make a  comment  in  response.  
 I  understand your  react ion to  that  character izat ion.   However,  in  my 
remarks,  you won't  f ind  anyth ing that  suggests  in  any way that  we should  
l ighten the scrut iny of  Chinese investment  in  the United States.  
 In  fact ,  as  you know,  Commiss ioner,  the FBI  would  in  no way ever  be 
able  to  scour  through a  J in j iang faci l i ty  in  China because i t 's  in  China,  and 
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the FBI  can 't  do that .  
 I  love the thought  of  having MSS -  control led  assets  in  the U.S.  subject  
to  U.S .  law enforcement ,  survei l lance.   I t ' s  against  the law to  pr ivate ly  spy 
on U.S.  c i t izens without  court  author izat ion t o  do so.  
 So  let 's  remember that  the fore ign  d irect  investment  screening 
process  that  we have evolved over  the decades has  a  s ingular  purpose:  to  
ident i fy  speci f ic  nat ional  secur i ty  threats .   I t  i s  not  meant  to  ensure that  a  
company is  going to  obey U.S.  n at ional ,  state  and local  law s,  regulat ions and 
code once they get  here.  
 They are  st i l l  ob l iged to  do so.   And espionage is  very much against  the 
law of  the United States.   That  f i rm,  i f  i t  were so  easy to  ident i fy  people  
ta i l ing you coming out  of  J in j iang  Hotel  in  San Francisco,  great ,  because 
we're  going to  round up an awful  lot  of  assets  very quickly  and put  them in  
U.S .  ja i l .  
 So  I  th ink because there are  so  many other  th ings  that  could  be on the 
shoulders  on the nat ional  secur i ty  screening process,  i f  we went  down that  
road,  I  th ink we ought  to  expect  i t  to  do i ts  part ,  which  is  to  ident i fy  speci f ic  
threats  f rom a t ransact ion,  and then count  on U.S.  counter inte l l igence law 
and a l l  the other  th ings  that  we need to  do to  make sure that  once the 
Chinese in vestors  are  here,  they are  not  conduct ing espionage under  the 
guise  of  commercia l  act iv i ty .  
 I  fee l ,  I ,  l ike  yoursel f ,  but  not  to  as  great  an  extent ,  have every reason 
in  the world  to  want  and ins ist  upon part icu lar ly  carefu l  scrut iny of  Chinese 
investors  in  the United States.  
 DR.  SAUVANT:   I  agree.   I  agree ent ire ly  with  what  Dan has  sa id .   A l l  
fore ign  investors  have to  obey by the laws and regulat ions of  the United 
States,  per iod .    And that  includes laws regarding espionage or  anyth ing 
e lse,  and one has  to  keep a  c lose eye on these matters .  
 To  come back to  my analogy with  Japan,  Japanese f i rms d id  not  know 
much about  nondiscr iminat ion at  the workplace,  and one case actual ly  went  
a l l  the way to  the Supreme Court .   So  what  has  to  be done is  to  enforce the  
laws and regulat ions of  the United States  v is -a-v is  a l l  fore ign  investors ,  
inc luding,  of  course,  Chinese.  
 HEARING CO-CHAIR WESSEL:   V ice  Chairman S lane.  
 V ICE CHAIRMAN SLANE:   Thank you.   
 One of  the concerns that  I  have about  Chinese  fore ign  d irect  
investment  is  that  many Chinese companies  have no or  l i t t le  source of  
capita l  expense,  and let  me g ive  you an example.   There's  a  company that  
was just  started in  China that  is  in  the imaging business  in  which  they are  
producing CAT scans,  and the Chinese gove rnment  funded the start -up of  
th is  company to  the tune of  $42 mi l l ion.  
 The company had essent ia l ly  no cost  of  capita l .   They now want  to  
come into  the United States  and compete with  General  E lectr ic  and other  
companies  that  make imaging equipment  in  the U nited States .   They to ld  me 
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that  they are  able  to  se l l  their  imaging equipment  at  hal f  the pr ice  of  
General  E lectr ic 's ,  and their  equipment  is  comparable.  
 These subsid ies  g iven by the Chinese government  seem to g ive  them 
such an unfa ir  advantage to  u lt ima tely  dominate these industr ies .   I s  that  of  
concern to  e i ther  of  you?  
 MR.  ROSEN:   Th is  i s  a  real ly  important  quest ion you ask.   I 'm awful ly  
g lad  i t  came up.   Tradit ional ly ,  our  stance as  far  as  inward d irect  investment  
to  the United States  has  been that  i f  the invest ing party  has  preferent ia l  
access  to  capita l  or  something l ike  that  back home,  that 's  a l l  to  the good for  
us.   The se l ler  of  a  U.S .  asset  i s  going to  get  overpaid  or  paid  more than they 
would  otherwise  get  paid  by that .  
 The problem would  ar ise  i f  a  country with  a  d istorted cost  of  capita l ,  
let 's  say,  were not  just  a  pr ice  taker  in  the world  market  where he could  use 
that  advantage to  snap up a  few companies,  but  was so  b ig  that  they were 
going to  d istort  pr ic ing worldwide and kind of  poison the  way that  markets  
are  supposed to  funct ion;  r ight .  
 I f  that 's  where we're  going,  then indeed we have a  profound sort  of  
problem which  our  whole  k ind of  jur isprudence and h istory around th is  i ssue 
has  never  real ly  had to  address.  
 The case of  Japan,  there w ere concerns about  the cost  of  capita l  that  
Japanese f i rms enjoyed by v ir tue of  the nature of  Japanese corporate  
structures,  but  in  the case of  China,  i t ' s  an  even larger  phenomena which  
some people  are  concerned might  eventuate.  
 For  the t ime being,  as  Dr .  Sauvant  and I  pointed out ,  Chinese d irect  
investment  in  the United States  is  less  than one -tenth  of  one percent  of  the 
tota l .   So  in  no way can Chinese inf lows be sa id  to  be d istort ing the 
funct ioning of  markets  in  America  now.  
 Ult imately,  i f  that ,  pres umably for  that  company to  cont inue to  enjoy 
i ts  advantage v is -a-v is  American producers ,  they wi l l  be  import ing to  the 
United States  the CAT scanners  they're  making in  China,  and they would  be,  
they would  be vu lnerable  to  dumping or  CVD at  that  point .  
 I f  they somehow got  the ir  intermediate  inputs  here under  ant idumping  
barr iers ,  under  d i f ferent  tar i f f  l ines,  and assembled them here,  the 
screwdriver  case,  then we get  into  that  d iscuss ion about  whether  that  is  
u l t imately  going to  screw up the of fsett ing posi t ives  f rom general ly  being 
open to  Chinese investment .  
 DR.  SAUVANT:   Th is  i s  actual ly  a  very interest ing quest ion,  and i t  could  
be expanded into  other  d irect ions,  namely,  to  what  extent  one of fers  
incent ives  to  fore ign  investors  to  come in?  But  I  th ink w hat  might  
eventual ly  be an answer to  that  issue,  i f  i t  i s  indeed widespread or  becomes 
more widespread,  would  be that  one would  have to  see to  what  extent  one 
could  have a  sort  of  internat ional  agreement  rewarding  subsid ies ,  in  th is  
case not  for  t rade but  for  fore ign  investment .  
 But  i t ' s  h igh ly  t r icky,  and subsid ies  are  not  only  g iven by the Chinese 



 

 

124 
 

VSM    

government  to  fore ign  investors ,  but  by many European governments  in  a l l  
sorts  of  ways .   And there is ,  as  I  ment ioned,  the quest ion of  to  what  extent  
do you subsid ize  inward fore ign  d irect  investment  by actual ly  provid ing a l l  
sorts  of  incent ives?  
 The only  problem is  that  when these issues  were  d iscussed in  the 
WTO,  or  even in  the OECD context ,  very few countr ies  wanted to  do anyth ing 
about  them because they wanted to  keep their  hands f ree in  order  to  use 
incent ives  in  both  d irect ions i f  and when they thought  that  would  make 
sense.  
 HEARING CO-CHAIR WESSEL:   Are  there any other  quest ions on the f i rst  
round?  I f  not ,  we have three for  the second round,  and s ince  we only  have a  
couple  minutes  lef t ,  i f  they could  be very quick.  
 Commiss ioner  Bartholomew, mysel f ,  and Commiss ioner  Mul loy.  
 COMMISSIONER BARTHOLOMEW:  Ye s,  I  th ink i t 's  probably  more of  an  
observat ion than a  quest ion th is  t ime around,  but  i t  seems to  me ,  and th is  
won't  surpr ise  my esteemed Chairman at  a l l ,  that  I  actual ly  d isagree with  
h im.   And i t  st r ikes  me as  interest ing that  we are  supposed to - -  
 CHAIRMAN REINSCH:   Oh,  I 'm shocked.  
 HEARING CO-CHAIR WESSEL:   Chairman of  the Commiss ion,  not  the 
chairman of  the panel .  
 COMMISSIONER BARTHOLOMEW:  Yes - - that  we are  supposed to  accept  
the idea that  what  we do to  them, they wi l l  do to  us,  but  that  we aren't  
a l lowed to  accept  or  supposed to  accept  the concept  that  what  they do to  
us,  we wi l l  do to  them, which ,  of  course,  i s  at  the heart  of  a  lot  of  th is  
nondiscr iminat ion we're  ta lk ing about  or  reciprocity  that  we're  ta lk ing 
about .  
 But  for  me there's  a  fundamental  quest ion about  the paradigm.  I  
th ink you both accept  th is  paradigm that  the way th ings  have work ed in  the 
past  on t rade,  they wi l l  work in  the future .   But  I  th ink when you have to  
look at  the facts  on the ground,  that  i t ' s  not  working for  the hundreds of  
thousands of  American people  who have lost  their  jobs  because of  the way 
that  th is  g lobal  t rade regime has been def ined.  
 And,  Mr.  Rosen,  I  th ink we probably  d isagreed ten years  ago.   We very 
wel l  might  d isagree ten years  f rom now,  but  I  th ink what  t roubles  me a  l i t t le  
b i t  l i s tening to  both  of  you is  there 's  a  d ist inct ion between the way th ings  
should  work and the way th ings  are  actual ly  working.  
 I  guess  I  would  say i f  you can address  that  there 's  a  d i f ference 
between theory and pract ice,  and what  I  am real ly  concerned about  is  the 
outcome,  the results  on the ground.  
 MR.  ROSEN:   Let  me just  say,  bec ause i t  i s  one reason why I  embraced 
the opportunity  to  be with  you today,  that  the s ingular  object ive  of  th is  
p iece of  work that  I  previewed,  which  wi l l  be  out  in  a  month or  so,  i s  to  
accurately  i l lustrate  what 's  happening on the ground in  real  terms,  tha t  the 
issue you're  grappl ing with  as  Commiss ioners,  what 's  the s ign i f icance of  
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Chinese d irect  investment  in  the United States,  you have no idea.  You have 
no idea.   You are  operat ing in  the dark r ight  now.   
 I  promise you and I  assure you that  that 's  what  you are  doing.   The 
best  that  you might  have is  data  f rom 2008,  which  part ia l ly  captures  some of  
what  China d id  previous to  that  year  for  the most  part .   
 I  am quite  dedicated,  in  fact ,  to  us ing the best  avai lab le  quant i tat ive  
and qual i tat ive  methods to  sh ine greater  l ight  on the actual  t rends taking 
p lace in  the marketplace today in  terms of  real  concrete  investments  in  
America.  
 You've got  concerns with  the g lobal  t rading system,  and I  share some 
of  them, in  fact .  For  today,  though,  I  real ly  was conf in ing  the impl icat ions of  
my remarks  not  to  the g lobal  t rading system but  to  Chinese d irect  
investment ,  M&A and greenf ie ld ,  in  the United States.  
 COMMISSIONER BARTHOLOMEW:  That 's  fa i r .  
 DR.  SAUVANT:   I f  I  may make just  a  very quick comment  on your  
observat ion  that  hundreds of  thousands of  Americans have lost  their  job  or  
have no job.   In  order  to  change that ,  the only  way is  more investment .   I f  
you get  the investment  f rom at  home,  absolute ly  f ine.   But  i f  not ,  then I  
th ink you should  take i t  f rom abroad :   the investment  dol lar  f rom China is  as  
green as  the investment  dol lar  f rom France,  provided everybody works  
with in  the system and appl icable  laws and regulat ions.  
 The bottom l ine of  that  is ,  and I  go  back to  something that  Dan a lso  
sa id ,  that  the U.S.  should  make a  b igger  ef fort  to  attract  investment  f rom 
abroad,  in  general ,  and including China.   That 's  where the investment  is  
coming f rom. Dur ing the cr is is ,  wor ld  investment  f lows decl ined by 50 
percent .   Outward investment  f rom China remained level ,  and i t  w i l l  
increase.   That 's  where the investment  dol lars  are.   I f  U.S .  i s  not  going to  
get  i t ,  the Europeans are  going to  get  them, and others  wi l l  get  them.  
They' l l  be  happy i f  you scare  the Chinese away.  
 COMMISSIONER BARTHOLOMEW:  Thank you.  
 HEARING CO-CHAIR WESSEL:   Thank you,  gent lemen.  
 Mr.  Rosen,  we are  looking forward to  your  d iscuss ion,  your  paper  
coming up.   I  can  assure you we do look at  th is  very carefu l ly .   We are  not  
t ravel ing in  the dark,  and there are  a  lot  of  facts  and speci f ic  c i rcumstances 
which  economists  are  not  necessar i ly  aware of .   So  the t rends you refer  to  
do not  a lways ident i fy  a l l  the facts  and speci f ic  instances.  
 I  want  to  quest ion whether  there 's  a  fundamental  d isconnect  here 
because what  you two are  ta lk ing about  and others  have t a lked about  is  
based on economic theory that  re l ies  on market  forces.   We heard ear l ier  
today on the SOEs in  terms of  the s ize  of  their  involvement  in  the Chinese 
market .   Many of  the companies  coming here,  and you both ident i f ied  the 
t rends,  coming here a re  state-owned,  state - invested,  state - inf luenced 
ent i t ies ,  and China is  not  a  market  economy.  
 So  they are  not  responding by def in i t ion  to  a l l  the market  forces/al l  
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the market  s ignals  that  one would  expect .   I t  seems we're  a l l  hoping that  
China wi l l  be  l ike  us,  but  the t rends over  the last  three years  are  for  the 
strengthening of  the state  sector ,  not  weakening,  not  their  greater  response 
to  market  forces,  but  just  the exact  opposite .   
 We see f i rms l ike  Huawei  and others  coming here that  are  heavi ly  
subsid ized,  are  state -control led,  even though they profess  pr ivate  
ownership ,  and our  secur i ty  of f ic ia ls  are  responding appropr iate ly  to  make 
sure that  we have the proper  screen.   We want  the fore ign  investment ,  but  
we should  have some kind of  scrut iny as  i t  re l ates  to  governmental  control  
and governmental  involvement .   Th is  i s  not  market -based investment ,  the 
large port ion that 's  coming here.  
 Can you respond to  that ,  the market  s ignal  i ssue?  
 DR.  SAUVANT:   Wel l ,  i f  I  may start ,  very br ief ly ,  yes,  one needs,  at  
least  to  a  certa in  extent ,  a  mechanism that  exercises  some scrut iny 
concerning state -control led  ent i t ies  that  invest  abroad .   But  i t  needs to  be 
done in  a  nondiscr iminatory manner ,  in  other  words,  not  only  regarding 
China but  a lso  everybody e lse .  
 HEARING CO-CHAIR WESSEL:   S ingapore,  V ietnam, you name i t .  
 DR.  SAUVANT:   And so  on.   
 HEARING CO-CHAIR WESSEL:   Yes.  
 DR.  SAUVANT:   Yes.   And i f  i t  i s  done --and th is  i s  where I  see the 
b iggest  problem -- i f  i t  i s  done with in  a  f ramework which  is  c lear ly  def ined so  
that  i t  cannot  be misused for  other  purposes,  especia l ly  protect ionist  
purposes.  
 I t ' s  extremely d i f f icu lt ,  of  course,  to  establ ish  such a  f ramework,  but  i t  
i s  needed because otherwise  the predictabi l i ty  which  the current  
internat ional  investment  law regim e provides wi l l  be  impaired ,  and nobody 
benef i ts  f rom that ,  least  a lone the United States.  
 One more th ing about  the poss ib i l i ty  that  state -owned enterpr ises  act  
potent ia l ly  on pol i t ica l  impulse   more than on commercia l  impulse.   Th is  
seems to  be something  that  one would  expect  on the face of  i t ,  at  least  to  a  
certa in  extent ,  never  mind whether  state-owned enterpr ises  are  Chinese 
state-owned enterpr ises  or  French or  German ones.   But  show me a  few 
cases  where a  state -owned enterpr ise  undertook a  greenf ie ld  investment  or  
a  merger  and acquis i t ion  that  wouldn't  have been made by a  pr ivate ly -
owned enterpr ise  in  the same industry.   In  other  words,  what  I  am saying,  i s  
i t ' s  extremely d i f f icu lt  to  show,  and certa in ly  for  a  number of  cases,  that  
state-owned enterpr i ses  are  fo l lowing pol i t ica l  object ives  as  opposed to  
commercia l  object ives.   On the surface,  one would  th ink so,  but  where is  the 
evidence?   
 HEARING CO-CHAIR WESSEL:   Commiss ioner  Mul loy.  
 COMMISSIONER MULLOY:   Thank you,  Mr.  Chairman,  and thank you,  
aga in ,  both  for  being here.  
 An observat ion f i rst .   The United States  at  one point  was the largest  
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creditor  nat ion in  the world ,  and we were looking to  invest  abroad,  and we 
pushed these open investment  regimes.   The United States  because i t 's  run 
massive  t rade def ic i ts  year  af ter  year  is  now the largest  debtor  nat ion in  the 
world ,  and that  t i t le  i s  fast  increasing because we're  cont inuing to  run 
massive  t rade def ic i ts  year  af ter  year .   
 So  those dol lars  that  are  out  there are  c la ims on the American 
economy,  and they can go back and buy port ions of  our  economy.    
 Mr.  Rosen,  you say on page one of  your  test imony that  you're  going to  
ta lk  about  d irect  investment ,  and that 's  that  very smal l  port ion you ta lk  
about .  
 There's  a lso  port fo l io  investment .   Ch ina now ha s a  sovereign  wealth  
fund,  which  is  a  government -owned hedge fund essent ia l ly ,  which  can buy 
chunks of  American companies.   My understanding is  they bought  about  ten 
percent  of  Ci t ibank,  ten  percent  of  J .P .  Morgan,  and ten percent  of  Morgan 
Stanley.  
 We've  t radit ional ly  not  wanted our  own government  owning b ig  
port ions of  the American economy,  and that 's  why we're  a l l  upset  that  the 
Obama administrat ion somehow ended up owning G M.   I  know that  Mr.  
Cox when he was Chairman of  the SEC ta lked about  th is  probl em.  And he 
test i f ied  on sovereign  wealth  funds as  being d i f ferent .   Mr.  Bremmer has  
wr it ten a  very interest ing book about  state  capita l ism,  makes the same 
point .  
 Can a  fore ign  government  when i t  owns ten percent  of  a  very 
inf luent ia l  pol i t ica l  ent i ty  l ik e  J .P .  Morgan,  can that  buy pol i t ica l  inf luence 
in  th is  country in  terms of  how we perceive of  a  lot  of  these issues?  That 's  a  
new worry that  some people  have.   I  want  to  get  your  judgment  on that .  Is  
that  something we should  be worr ied  about?  
 MR.  ROSEN:   So  the CIC t ransact ions that  you spoke of  are  c lassed as  
port fo l io  investment  in  the United States.   They came up at  9 .9  percent  or  
so  ownership  stakes,  intent ional ly  stayed south of  the ten percent  threshold  
so  they would  not  be d irect  investments.   
 On the other  hand,  CIC last  year  took a  greater  than ten percent  stake 
in  AES Energy in  the U.S.  energy and infrastructure space south of  the r iver  
in  V irg in ia .   That  is  a  d irect  investment .    
 In  a l l  those cases,  in  both  sets  of  cases,  however,  d irect  and i ndirect ,  
CIC is  invest ing in  an  extremely pass ive  manner.   I f  they knew how to  be a  
d irect  investor  in  the United States,  then they would  work more 
independent ly.   They are  far  more incl ined to  provide mandates  to  manage 
some of  the dol lars  they've  been ta sked with  putt ing to  work to  U.S .  
investment  companies  to  help  them do that .  
 There is ,  of  course,  the concern and danger  that  a  sovereign  wealth  
fund might  t ry  to ,  in  addit ion  to  del iver ing a  posit ive  return  on investment  
so  that  i t ' s  not  embarrassed back  home for  squander ing the country's  
wealth ,  which  is  CIC's  real  anxiety that  keeps i t  up  at  n ight ,  that  somehow a 
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government  might  to  t ry  to  express  some pol i t ica l  intent ion through the 
fund managers  who used to  work on Wal l  Street  and got  recru ited back t o  
Bei j ing to  staf f  CIC.   That 's  extremely d i f f icu lt  to  imagine that  conspiracy to  
be an agent  of  inf luence  in  Washington working i ts  way in  through CIC's  
behavior .   
 Nonetheless ,  i t ' s  a  concern.   There are  agents  of  fore ign  inf luence law.  
 Again ,  I  come ba ck to  not  t ry ing to  ask the poor  fe l lows on CFIUS to  
ant ic ipate  how an organizat ion that  might  be government -re lated wi l l  
behave in  the future,  but  instead let 's  make sure we screen for  d iscrete  
nat ional  secur i ty  r isks ,  and then we have domest ic  law,  inclu ding nat ional  
secur i ty  law domest ica l ly ,  that  monitors  the behavior  of  fore ign  ent i t ies  
here to  make sure they don't  behave in  a  manner  d isadvantageous to  the 
United States.  
 HEARING CO-CHAIR WESSEL:   Thank you.  
 COMMISSIONER MULLOY:   Thank you both.  
 HEARING CO-CHAIR WESSEL:   That 's  the end of  today's  hear ing.   I  want  
to  thank our  staf f ,  Paul ,  Nargiza  and Lauren,  for  their  help  in  sett ing th is  up -
-and others  who were involved.   We appreciate  i t ,  and we stand adjourned 
unt i l  our  next  hear ing barr ing a  gover nment  shutdown.  
 [Laughter . ]  
 [Whereupon,  at  2 :37 p .m.,  the hear ing was adjourned.]  
 

*** 
 

 
ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD  

 
STATEMENT BY MICHAEL H.  MICHAUD,  A U.S.  REPRESENTATIVE FROM THE 
STATE OF MAINE.  
 
Thank you for inviting me to testify today before the U.S.-China Economic and Security Review Commission.  I am 
pleased that your hearing today will focus on the difficulties of competing against China’s state-owned enterprises 
(SOEs).  This is an important topic that has very real local impacts in Maine and throughout the country. 
 
Before I begin my testimony, I want to suggest that we look at the issue differently.  It’s not just state-owned 
enterprises in China that American companies have trouble competing against.  The Chinese government uses 
subsidies and interest free loans, among other things, to promote scores of companies and industries that aren’t 
technically state-owned enterprises.  But the effect of these subsidies is the same.  So my recommendation to the 
Commission is to not focus on just those companies that are explicitly state-owned, but take a broader view of 
state-promoted enterprises in China. 
 
I believe combating China’s trade violations, especially their promotion of specific companies and sectors, is critical 
to our economic recovery as well as our national security.   And we must respond to their unfair trade practices by 
focusing on our manufacturing sector at home and aggressively combating their trade fraud abroad.   
 
My thoughts on China’s role in the global economy and the American economy have been shaped by the negative 
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impacts China’s unfair trade practices have had on Maine’s communities.  Our paper industry, for example, has felt 
the consequences of China’s decisions to become a global leader in paper products.  Domestic mills simply can’t 
compete against companies that get interest free loans or enormous subsidies.  I think it’s important to state that 
often these companies aren’t state-owned enterprises, but the favorable treatment they get from Beijing often 
makes them an equally big threat to American companies.   
 
But it’s important to note here, that the single biggest challenge from China facing American companies is the 
undervaluation of the yuan.  All questions about how we should respond in the face of state-owned enterprises are 
moot unless we address China’s currency manipulation.  Congress must pass the Currency Reform for Fair Trade 
Act immediately, and President Obama must sign it into law.  In addition, the U.S. should bring a WTO case against 
China for undervaluing its currency.  Their currency manipulation puts Americans out of work and forces American 
businesses to close their doors.  We must act with urgency to stop it. 
 
Maine’s paper companies got some relief at the end of last year when the International Trade Commission made a 
positive determination and the Department of Commerce began levying duties on certain Chinese and Indonesian 
paper imports.  These tariffs helped the Maine firms rebound, and some of them were able to hire back workers as 
a direct result.  This response proved two important things: first, that American companies can compete 
successfully on a level playing field; and second, that we must use all of the tools at our disposal to try to bring 
China in line. 
 
But this won’t be easy.  China’s national policies often violate international trade law.  For example, several years 
ago, China decided that it wanted to be the global leader in paper products and embarked on a strategy of illegal 
trading practices to achieve this goal. They were successful; in 2008, China – despite having no lumber natural 
resources to speak of – became the world’s largest producer of paper products.  Such laser-focused and at-all-costs 
plans are typical of China’s government.  And this presents the main challenge Congress and communities all across 
America face:  How do you respond to and engage economically with a country that so flagrantly violates 
international rules? 
 
I am not sure there is a way to engage economically with China that will protect our workers and businesses from 
their nefarious trade practices.  Congress wrestled with this issue when they were deciding in 2000 whether or not 
to give China Normal Trade Relation status.  At that time, the proponents argued that admitting China into the 
WTO would allow us to better engage them and respond to their unfair trade practices.  Although we will never 
know what would have happened if we had not admitted them into the WTO, it seems clear that letting them into 
the global trade framework has not resulted in their compliance with international trade law.  So what do we do 
now? I think we have to develop and devote resources to two important strategies.   
 
The first would be a national manufacturing sector strategy.  If China is going to implement nation-wide policies 
designed to boost specific sectors, we must fight fire with fire.  Our strategy should not involve illegal subsidies, but 
it should involve clear objectives.  We should ask ourselves the question:  what should the American manufacturing 
sector look like? I believe a diverse, robust manufacturing sector is key to a strong American economy and critical 
to our national security.  The strategy should also evaluate what policy changes are needed to promote more 
domestic production.  Seeking input from companies that currently choose to make their products in the U.S. 
would help to develop these ideas.  We should consider ways to incentivize U.S. production through our tax 
structure.  And finally, the manufacturing strategy should establish clear metrics of success over the short-, 
medium-, and long-term.  Our manufacturing sector has declined over several decades, and it won’t be rebuilt 
overnight.  But if we are going to compete against China’s state-owned enterprises, or the industries that receive 
preferential treatment by Beijing, we are going to have to have our own roadmap for the U.S. manufacturing 
industry. 
 
The second strategy we must develop is a comprehensive trade enforcement strategy.  The USTR under the Obama 
Administration has already taken strides to enforce our trade laws and keep China in line.  But they do not have 
enough resources, and the trade enforcement tools are not accessible to enough American companies.  In 2010 
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USTR filed three WTO disputes with China.  Surely this is a small fraction of China’s WTO violations.  The problem is 
that initiating WTO disputes is extremely time- and resources-consuming.  The same is true for anti-dumping and 
countervailing duty cases at the Department of Commerce and the ITC.  Only seven anti-dumping and 
countervailing duty cases were filed last year, all of them against China.  Our trade enforcement strategy must 
increase the resources available to USTR, the Department of Commerce, and the ITC to investigate and analyze the 
petitions submitted to them.  In addition, we must find a way to make these tools available to smaller companies 
who cannot hire law firms to put together a petition or cannot afford to collect all of the data necessary to make 
their case that China’s unfair trade practices are putting them out of business. 
 
These two strategies should be pursued as matters of economic development and national security.  We cannot sit 
idly by while China out-produces and out-grows the U.S. economy.  Instead, we must look at our own economic 
priorities and adjust them accordingly.  I firmly believe that a strong, diverse manufacturing sector is key to 
maintaining our spot as the global economic leader.  Congress and the Administration must devise a 
comprehensive strategy to rebuild our manufacturing sector.  We cannot compete against China’s illegal trade 
practices without one.  We must also work to make our trade remedies available to more Americans.  Although I 
do not believe the WTO is always the most effective means of getting China to play by the rules, I do believe we 
must give every affected American company the opportunity to file a formal complaint against China’s violation of 
their WTO commitments.   
 
And we must address China’s currency manipulation.  The time for diplomacy is over.  Congress and the 
Administration must act now to stop China from undervaluing the yuan.  We can’t afford not to – American jobs 
and our economic viability are at stake. 
 
Thank you for the opportunity to participate in today’s important hearing.      
 

 
ADDITIONAL MATERIAL FOR THE RECORD from ROBERT E.  SCOTT:  
 

Manufacturing job loss: Productivity is not the culprit 

Snapshot for February 21, 2007.  

Manufacturing job loss: Productivity is not the culprit  

The United States lost 3.1 million manufacturing jobs between 2000 and 2006. Despite reasonably strong GDP 
growth over the past three years, manufacturing employment has not recovered. There is a widespread 
misperception that rapid productivity growth is the culprit for continuing job loss in the sector.  

Employment growth in any economic sector is essentially the difference between growth in output and 
productivity (output per hour). Output growth, all else equal, spurs employment while productivity growth 
dampens it. The figure below illustrates why manufacturing employment has fallen so rapidly over the last three 
years.  

Between 1989 and 2000, manufacturing output and productivity growth averaged, respectively, 3.5% and 3.9% per 
year. As a result, the two largely offset one another and manufacturing employment was relatively stable, as 
shown in the figure. Since 2000, productivity growth nudged slightly upward relative to the previous decade, 
increasing 4.2% per year. Output growth, however, cratered, and has averaged only 0.8% per year since 2000. 
Employment fell 3.2% per year as a result. In short, it is slow growth in manufacturing output—not an acceleration 
in productivity—that makes 2000-06 different from the previous decade and explains the steep fall in 
manufacturing employment.  
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