U.S.-CHINA CURRENT TRADE AND INVEST-
MENT POLICIES AND THEIR IMPACT ON
THE U.S. ECONOMY

THURSDAY, JUNE 14, 2001

U.S.-CHINA SECURITY REVIEW COMMISSION,
Washington, DC.

The Commission met in Room 124, Dirksen Senate Office Build-
ing, Washington, D.C., at 9:00 a.m., James R. Lilley and Patrick A.
Mulloy (Hearing Co-Chairs), presiding.

OPENING REMARKS OF CHAIRMAN C. RICHARD D’AMATO

Chairman D’AMATO. Good morning. This is the opening hearing
of the newly formed U.S.-China Commission, which is a statutory
permanent Congressional advisory body. We're privileged to have
before us as our first witness today, the distinguished Chairman of
the Appropriations Committee, the President Pro Tem of the Sen-
ate, Senator Robert C. Byrd.

This Commission, which was created by legislation authored by
Senator Byrd, together with a number of other senators, including
those who will be following Senator Byrd in their presentations
this morning. The statute was passed on the Defense Authorization
Bill, and its purpose of which is to conduct an integrated assess-
ment of the U.S.-China relationship by investigating the relation-
ships between our mushrooming economic flows and U.S. national
security concerns.

In the past, efforts have been made to keep economic ties to some
extent compartmentalized from overall relationship, but with
China now becoming America’s primary international protagonist
and with America’s focus shifting away from Europe and to the Pa-
cific as our primary region of interest in the new century, all parts
of the relationship are increasingly being related to each other.

China’s position towards it’s neighbors, U.S. allies and friends,
its military and political policies toward the U.S. will increasingly
be affected by, and in turn will affect, the kind and size of our eco-
nomic relationship.

The Commission is therefore approaching an understanding of
the China connection in a newly comprehensive fashion. This Com-
mission is seeking to fulfill its wide-ranging Congressional man-
date and develop a fresh and holistic approach that makes sense
regarding China and to understand the implications of the huge
flow of economic resources going from the United States to the Chi-
nese economy and government.
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These resources take the form of very large trade surpluses,
steeply growing sums of venture capital from our financial market-
place, and increasingly large investments by U.S. businesses. This
also involves substantial transfers of advance technology.

We have scheduled three other hearings prior to the Congres-
sional recess in August, including hearings on capital markets, on
a wide range of specific sectors and on mutual perceptions in the
security arena.

The Commission is required to provide a comprehensive annual
report to the Congress in March of each year, in classified and un-
classified forms, together with any recommendations for legislation
and other actions as the Commission feels appropriate.

To help us sort out these questions we have a series of presen-
tations by several senators who are involved in the creation of this
Commission, followed by representatives of business and labor and
former officials of the Executive Branch, including Admiral Joe
Prueher, our outgoing Ambassador to China; and our former trade
negotiator in the past administration, Ambassador Charlene
Barshefsky.

[The statement follows:]

PREPARED STATEMENT OF CHAIRMAN C. RICHARD D’AMATO

This is the opening hearing of the newly formed U.S.-China Commission, a statu-
tory permanent Congressional advisory body, and we are privileged to have before
us as our first witness, the distinguished Chairman of the Appropriations Com-
mittee, the President Pro Tempore of the Senate, U.S. Senator Robert C. Byrd.

The purpose of this Commission, which was created by legislation authored by
Senator Byrd, together with a number of other Senators, including those who will
be making presentations this morning. The statute was passed last fall on the FY
2001 Defense Authorization Bill, is to conduct an integrated assessment of the U.S.-
China relationship by investigating the relationships between our mushrooming eco-
nomic flows and U.S. national security concerns. In the past, efforts have been made
to keep economic ties to some extent compartmentalized from the overall relation-
ship, but with China now becoming America’s primary international protagonist,
and with America’s focus shifting away from Europe and to the Pacific as our pri-
mary region of interest in the new Century, all parts of the relationship are increas-
ingly related to each other. Thus, Chinese policies toward its neighbors, U.S. allies
and friends, its military and political policies toward the U.S. will increasingly be
affected by, and in turn will affect, the kind and size of our economic relationship.
I should think, for example, that China’s uncooperative attitude on the important
problem of global warming will begin to have an impact on other parts of our rela-
tionship. The Commission is therefore approaching an understanding of the China
connection in a newly comprehensive fashion.

This Commission 1s seeking to fulfill its wide-ranging Congressional mandate and
develop a fresh and holistic approach that makes sense regarding China, and to un-
derstand the implications of the huge flow of economic resources going from the
United States to the Chinese economy and government. These resources take the
form of very large trade surpluses, steeply growing sums of venture capital from our
financial marketplace, and increasingly large investments by U.S. business. This
also involves substantial transfers of advance technology.

We have scheduled three other hearings prior to the Congressional recess in Au-
gust, including hearings on capital markets, a wide range of specific sectoral issues,
and on mutual perceptions in the security arena. You can find the schedule on the
press tables.

The Commission’s mandate includes examining and reporting to Congress on a
variety of specific areas, including:

—The portion of trade in goods and services with the United States that the Peo-
ple’s Republic of China dedicates to military systems or systems of a dual na-
ture that could be used for military purposes;

—The acquisition by the People’s Republic of China of advanced military or dual-
use technologies from the United States by trade (including procurement) and
other technology transfers, especially those transfers, if any, that contribute to
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the proliferation of weapons of mass destruction or their delivery systems, or
that undermine international agreements or United States laws with respect to
nonproliferation;

—Any transfers, other than those identified under subparagraph (B), to the mili-
tary systems of the People’s Republic of China made by United States firms and
United States-based multinational corporations;

—An analysis of the statements and writings of the People’s Republic of China
officials and officially-sanctioned writings that bear on the intentions, if any, of
the government of the People’s Republic of China regarding the pursuit of mili-
tary competition with, and leverage over, or cooperation with, the United States
and the Asian allies of the United States;

—The military actions taken by the government of the People’s Republic of China
during the preceding year that bear on the national security of the United
States and the regional stability of the Asian allies of the United States;

—The effects, if any, on the national security interests of the United States of the
use by the People’s Republic of China of financial transactions and capital flow
and currency manipulations;

—Any action taken by the Government of the People’s Republic of China in the
context of the World Trade Organization that is adverse or favorable to the
United States national security interests;

—Patterns of trade and investment between the People’s Republic of China and
its major trading partners, other than the United States, that appear to be sub-
stantively different from trade and investment patterns with the United States
and whether the differences have any national security implications for the
United States;

—The extent to which the trade surplus of the People’s Republic of China with
th% United States enhances the military budget of the People Republic of China,
and;

—An overall assessment of the state of the security challenges presented by the
People’s Republic of China to the United States and whether the security chal-
lenges are increasing or decreasing from previous years.

The Commission is required to provide a comprehensive annual report to the Con-
gress in March each year, in classified and unclassified forms, together with any
recommendations for legislative and other actions as the Commission feels appro-
priate.

All this economic activity is occurring is in the face of an uncertain security rela-
tionship and an open question of the willingness and capacity of the Chinese to
truly work with the United States in a cooperative manner in the Pacific region.
If our security interests are colliding, what should be the implications for the con-
tinuation of massive transfers of wealth for the use of the Chinese regime?

To help us sort out these questions, we have a series of presentations by several
Senators who were involved in the creation of this Commission, followed by rep-
resentatives of business and labor, and former officials of the Executive Branch, Ad-
miral Joseph W. Prueher, our outgoing Ambassador to China, and the former trade
negotiator in the past Administration, Ambassador Charlene Barshefsky.

We welcome you today, and it is an honor to hear from you, Senator Byrd.

Chairman D’AMATO. SENATOR BYRD, WE WELCOME YOU TODAY
AND IT’S AN HONOR TO HEAR FROM YOU.

STATEMENT OF ROBERT C. BYRD, U.S. SENATOR FROM THE STATE OF
WEST VIRGINIA

Senator BYRD. Thank you, Mr. Chairman, members of the Com-
mission. I am pleased to participate in the initial hearing, the ini-
tial public hearing.

In your ongoing investigation of the U.S.-China trade and secu-
rity relationship you have a very special responsibility and a
unique opportunity to provide fresh insight into this key dimension
of U.S. foreign policy. For the foreseeable future the People’s Re-
public of China presents us with our most important and delicate
foreign challenge. This is evident from at least two widely recog-
nized phenomena.

First, with the end of the Cold War America, which continues to
define its geo-political interests globally, is increasingly focusing its
security resources on the Pacific Region. This focus is likely to



4

come into conflict with China’s regional ambitions. Indeed we are
a long way from the days when China’s leaders took seriously the
Maoist slogan “Seek no foreign entanglements.”

Second, China has enormous, untapped economic resources under
huge and complicated trade and investment relationship with the
United States. In short, both countries face a complex array of bi-
lateral opportunities and bilateral dangers. It would be a mistake
to over simplify this situation by failing to recognize the inter-
dependence between the economic and national security aspects of
the relationship.

The task of the Commission is further complicated by the signifi-
cance of a host of questions that may not be answered with perfect
precision. I will cite just four:

First, to what extent is China’s security apparatus involved in
normal commercial transactions between Chinese and Western
companies?

Second, how does any such involvement help the Chinese Com-
munist Party to maintain its monopoly on political power?

Third, how will technology, especially communications tech-
nology, affect that monopoly?

Finally, in what way will internal political changes affect China’s
external orientation, especially it’s regional, geo-political ambi-
tions?

As each of you uses your historical knowledge and analytical ex-
pertise to sort through these issues, and as you develop your collec-
tive judgment about the myriad aspects of the U.S.-China relation-
ship, your loadstone must always be the evolving long-term na-
tional security interests of the United States.

I know that you’re conclusions will help to guide Congress as it
discharges its responsibilities under Article I of the Constitution.
To regulate commerce with foreign nations; two, define and punish
offense against the law of nations; and three, make rules for the
government and regulation of the land and naval forces.

You, as members of the Commission, must apply your best judg-
ment to issues that will often be difficult to precisely evaluate. As
Aristotle pointed out in his Nicomechian ethics, and I quote: “Our
discussion will be adequate if it has as much clearness as the sub-
ject matter admits of, for precision is not to be sought for a like
in all discussions anymore than in all products of the crafts.”

Now, fine and just actions which political science investigates,
admit of much variety and fluctuation of opinion. We must be con-
tent then in speaking of such subjects and with such premises, to
indicate the truth roughly and in outline, and in speaking about
things which are only for the most part true and with premises of
the same kind to reach conclusions that are no better.

Mr. Chairman, the statutory mandate that you have been given
is intentionally broad. Little of importance has been left off the
table, and you have been given the time and the resources to ex-
plore all productive avenues of inquiry. You must develop a full un-
derstanding of the complexities surrounding the transfer of eco-
nomic resources from America to China, including the huge annual
surpluses on China’s trade account and the mushrooming infusions
of U.S. capital onto Chinese soil.
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An evaluation of this transfer of economic resources should in-
clude the impact on China’s economic and political systems, its
strategic planning, its military build up, and its regional behavior.

An assessment of the overall affect of the transfer of resources
on the long-term security interests of the United States, particu-
larly focusing on the U.S. role in supporting peace and stability in
the Pacific Region, is what we are after.

In addition, your report must include a full investigation of Chi-
na’s acquisition of U.S. dual use and military technology. I believe
that China is concentrating on technology acquisition from the
United States and the West in lieu of fully marshalling its own do-
mestic efforts in support of research and development.

Aside from the direct acquisition of technology by contract and
government imposed offset requirements, China is utilizing the
People’s Liberation Army and Defense Ministry owned front compa-
nies operating in the United States to procure advanced dual use
and military technology such as high performance computers and
navigation and communications equipment. Some sources estimate
that there are as many as 3,000 Chinese Government front compa-
nies operating in the United States.

Our need is for the Commission to provide us with quantitative
and qualitative analyses of these trends, as well as your sugges-
tions concerning appropriate policy responses. Are our current ap-
proaches to export control vis-a-vis China achieving our objectives?
Should we develop new unilateral or a multi-laterally export con-
trol approaches? Are we devoting the necessary resources to this
task?

We must try to view our relationship with China as a complex
totality with economic, military, societal and environmental compo-
nents. On climate change, for example, a topic of immense impor-
tance to the United States and to the world, China’s refusal thus
far to become a part of the Kyoto negotiations was a major factor
in leading me to the conclusion that the then current version of the
Kyoto protocol was flawed and unworkable. That’s why I authored,
along with Senator Hegel, the resolution. Resolution No. 98 I be-
lieve it was, passed the Senate, adopted by the Senate by a vote
of 95 to 0.

The Chinese are second in the world in greenhouse gas emissions
and are expected to become the world’s leader in 2015. The Chinese
must not walk away from their responsibility to become part of the
solution to the global climate change problems of which they are
a part.

As I have said in another context and in another forum, China
is an industrial behemoth and must be regarded as such. We must
not permit China to hide behind a developing national moniker. We
have to wish to put a lid on China’s economic future, yet we're all
inhabitants of this planet and its environment must be protected
by all of us for all of us.

On the trade side there are many bilateral and multi-lateral
issues that the Commission will need to consider, but let it suffice
for me to say that the Chinese leadership has an unfortunate tend-
ency to refuse to abide by the understandings that have long
formed the basis of America’s bilateral trade relationships.
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Now that China has come to an agreement with the United
States on the terms and conditions of this accession to the World
Trade Organization we must be alert to any return to China’s most
objectionable practices, such as export subsidization and predatory
dumping.

Finally, it seems clear that the Chinese regime is testing the
metal of this administration on the security side. Here we may face
real danger insofar as the Chinese miscalculate American resolve
to protect our interests and demand adherence to commitment, par-
ticularly in relation to Taiwan. Miscalculation must be avoided or
at least minimized through threat reduction mechanisms and insti-
tutions such as those we put into place over several decades in our
relations with the former Soviet Union.

The Chinese have written openly about new forms of warfare,
such as information and cyber warfare, that they feel could serve
to offset the United States’ military and strategic advantages. The
mandate of this Commission, Mr. Chairman, includes a require-
ment to examine China’s intentions and programs in this area. The
incident with our EP-3 reconnaissance plane, while disturbing and
unfortunate, had the sanitary benefit of putting to rest the view
that U.S.-China trade issues can be neatly separated from U.S.-
China security issues.

The American public now understands, if it did not already un-
derstand, that China is engaged in a concentrated effort to acquire
U.S. military and dual use technologies and that China’s commer-
cial relations must be consisted as part of this effort.

The Commission would serve our country, and the United States
Senate, well if the Commission would determine:

One, the magnitude of the economic and military resources
China has accumulated through trade and investment flows with
the West; and two, the extent to which those resources are being
presently used and China’s future plans for that use over the next
generation to challenge U.S. interests and policies in the Pacific
Region.

This analysis should include details on the types of military use-
ful technologies that the Chinese are acquiring and the strategic
objectives that drive such acquisitions.

The Commission’s first required report is due next March. In the
interim period, however, if events arise that in your judgment com-
pel an interim report, I and I'm sure my colleagues on both sides
of the aisle who support this Commission through the action by the
Senate on the resolution, I would urge you to communicate this
need to the Senate leadership and to appropriate Congressional
committees of which the committee which I chair is one.

I see from your hearing schedule today that you have included
influential officials from the last administration, such as Ambas-
sador Barshefsky and Ambassador Prueher, and I understand that
you’re inviting a wide range of officials from the current adminis-
tration for your hearings this summer, along with a variety of ex-
perts from the business, labor and academic communities. Congress
will surely benefit from your effort to take in the widest possible
range of views and information.

In sum I would leave you with this. The problems we face with
China go much deeper than the usual trade frictions. We're talking
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about a country that already has a demographic and geographic
magnitude beyond the comprehension of the average person. A
country that is growing in economic power and influence. A country
that has an agenda. Its leaders are Communist.

That means that they are to a considerable extent immune to the
moderating influence of an informed public opinion. They will be
working while we are sleeping. You can bet on that. Working to
maximize their power on all fronts. We need this Commission.

In formulating your governing statutory provisions, I and other
senators, endeavored to ensure that in opening the door to ex-
panded trade with China we do not close our eyes to serious con-
cerns about our national security. You have a difficult burden to
lift. You have a very different assignment. Your findings and your
proposals will mean much to the future of the United States, to its
security, to its economic welfare, and I want you to know, Mr.
Chairman, that as the chief author of the resolution, I stand ready
to be helpful on when the Commission calls for help.

We want to hear from you, we want to work with you, and we
look forward to your reports, to your proposals, to your guidance,
to your leadership, and I wish you success in this all important en-
deavor. I know, Mr. Chairman, from my previous associations with
you and several of the members of this Commission, that you will
approach your task with great dedication, with knowledge and with
wisdom and with common sense, and always with your guard up.
I wish you success.

[The statement follows:]

PREPARED STATEMENT OF ROBERT C. BYRD

I am pleased to participate in the initial hearing in your ongoing investigation of
the U.S.-China trade and security relationship. You have a special responsibility
and a unique opportunity to provide fresh insight into this key dimension of U.S.
foreign policy.

For the foreseeable future, the People’s Republic of China presents us with our
most important and delicate foreign policy challenge. This is evident from at least
two widely recognized phenomena. First, with the end of the Cold War, America—
which continues to define its geopolitical interests globally—is increasingly focusing
its security resources on the Pacific region. This focus is likely to come into conflict
with China’s regional ambitions. Indeed, we are a long way from the days when Chi-
na’s leaders took seriously the Maoist slogan “seek no hegemony.” Second, China
has enormous untapped economic resources and a huge and complicated trade and
investment relationship with the United States. In short, both countries face a com-
plex array of bilateral opportunities and dangers. It would be a mistake to over-
simplify this situation by failing to recognize the interdependence between the eco-
nomic and national security aspects of the relationship.

Your task is further complicated by the significance of a host of questions that
may not be answered with perfect precision. I will cite just four. First, to what ex-
tent is China’s security apparatus involved in normal commercial transactions be-
tween Chinese and Western companies? Second, how does any such involvement
help the Chinese Communist Party to maintain its monopoly on political power?
Third, how will technology, especially communications technology, affect that mo-
nopoly? Finally, in what way will internal political changes affect China’s external
orientation, especially its regional geopolitical ambitions?

As each of you uses your historical knowledge and analytical expertise to sort
through these issues—and as you develop your collective judgment about the myriad
aspects of the U.S.-China relationship—your loadstone must always be the evolving
long-term national security interests of the United States. I know that your conclu-
sions will help to guide Congress as it discharges its responsibilities under Article
I of the Constitution, to (1) “regulate Commerce with foreign Nations,” (2) “define
and punish . . . Offenses against the Law of Nations,” and (3) “make Rules for the
Government and Regulation of the land and naval Forces.”
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You must apply your best judgment to issues that will often be difficult to pre-
cisely evaluate. As Aristotle pointed out in his Nicomachean Ethics:

Our discussion will be adequate if it has as much clearness as the sub-
ject-matter admits of, for precision is not to be sought for alike in all discus-
sions, any more than in all products of the crafts. Now fine and just actions,
which political science investigates, admit of much variety and fluctuation
of opinion. . . . We must be content, then, in speaking of such subjects,
and with such premises, to indicate the truth roughly and in outline, and
in speaking about things which are only for the most part true, and with
premises of the same kind, to reach conclusions that are no better.

The statutory mandate that you have been given is intentionally broad. Little of
importance has been left off the table, and you have been given the time and the
resources to explore all productive avenues of inquiry. You must develop a full un-
derstanding of the complexities surrounding the transfer of economic resources from
America to China, including the huge annual surpluses on China’s trade account
and the mushrooming infusions of U.S. equity capital onto Chinese soil. An evalua-
tion of this transfer of economic resources should include the impact on China’s eco-
nomic and political systems, its strategic planning, military buildup, and regional
behavior. An assessment of the overall effect of the transfer of resources on the long-
term security interests of the United States—particularly focusing on the U.S. role
in supporting peace and stability in the Pacific region—is what we are after.

In addition, your report must include a full investigation of China’s acquisition
of U.S. dual-use and military technology. I believe that China is concentrating on
technology acquisition from the United States and the West in lieu of fully mar-
shaling its own domestic efforts in support of research and development. Aside from
the direct acquisition of technology by contract and government-imposed offset re-
quirements, China is utilizing the Peoples Liberation Army and Defense Ministry-
owned front companies operating in the United States to procure advanced dual-use
and military technology, such as high-performance computers and navigation and
communications equipment. Some sources estimate that there are as many as 3,000
Chinese government front companies operating in the United States.

Our need is for you to provide us with quantitative and qualitative analyses of
these trends, as well as your suggestions concerning appropriate policy responses.
Are our current approaches to export control vis-a-vis China achieving our objec-
tives? Should we develop new unilateral or multilateral export control approaches?
Are we devoting the necessary resources to this task?

We must try to view our relationship with China as a complex totality—with eco-
nomic, military, societal, and environmental components. On climate change, for ex-
ample, a topic of immense importance to the United States and the world, China’s
refusal to become a part of the Kyoto negotiations was a major factor in leading me
to the conclusion that the then-current version of the Kyoto Protocol was flawed and
unworkable. The Chinese are second in the world in greenhouse gas emissions and
are expected to become the world’s leader in 2015. The Chinese must not walk away
from their responsibility to become part of the solution to the global climate change
problems of which they are a part. As I have said in another context, China is an
industrial behemoth and must be regarded as such. We must not permit China to
hide behind a “developing nation” moniker. We have no wish to put a lid on China’s
economic future. Yet, we are all inhabitants of this planet and its environment must
be protected by all of us for all of us.

On the trade side, there are many bilateral and multilateral issues you will need
to consider, but let it suffice for me to say that the Chinese leadership has an unfor-
tunate tendency to refuse to abide by the understandings that have long formed the
basis of America’s bilateral trade relationships. Now that China has come to an
agreement with the United States on the terms and conditions of its accession to
the World Trade Organization, we must be alert to any return to its most objection-
able practices, such as export subsidization and predatory dumping.

Finally, it seems clear that the Chinese regime is testing the mettle of this Ad-
ministration on the security side. Here, we may face real danger insofar as the Chi-
nese miscalculate American resolve to protect our interests and demand adherence
to commitments, particularly in relation to Taiwan. Miscalculation must be avoided
or at least minimized, through threat-reduction mechanisms and institutions, such
as those we put into place over several decades in our relations with the former So-
viet Union.

The Chinese have written openly about new forms of warfare such as information
and cyber-warfare that they feel could serve to offset the United States’ military and
strategic advantages. Your mandate includes a requirement to examine China’s in-
tentions and programs in this area.
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The incident with our EP-3 reconnaissance plane, while disturbing and unfortu-
nate, had the salutary benefit of putting to rest the view that U.S.-China trade
issues can be neatly separated from U.S.-China security issues. The American pub-
lic now understands, if it did not already, that China is engaged in a concentrated
effort to acquire U.S. military and dual-use technologies, and that China’s commer-
cial relationships must be considered as part of this effort.

You would serve our country—and the U.S. Senate—well if you would determine
(1) the magnitude of the economic and military resources China has accumulated
through trade and investment flows with the West and (2) the extent to which those
resources are being presently used and China’s future plans for that use over the
next generation to challenge U.S. interests and policies in the Pacific region. This
analysis should include details on the types of militarily useful technologies that the
Chinese are acquiring and the strategic objectives that drive such acquisitions.

The Commission’s first required report is due next March. In the interim period,
however, if events arise that, in your judgment, compel an interim report, I would
encourage you to communicate this need to the Senate leadership and to appro-
priate Congressional committees.

I see from your hearing schedule today that you have included influential officials
from the last Administration, such as Ambassador Barshefsky and Ambassador
Prueher, and I understand that you are inviting a wide range of officials from the
current Administration for your hearings this summer, along with a variety of ex-
perts from the business, labor, and academic communities. Congress will surely ben-
efit from your effort to take in the widest possible range of views and information.

In sum, I would leave you with this: the problems we face with China go much
deeper than the usual trade frictions. We are talking about a country that already
has a demographic and geographic magnitude beyond the comprehension of the av-
erage person; a country that is growing in economic power and influence; a country
that has an agenda. Its leaders are communists. That means that they are, to a
large extent, immune to the moderating influence of an informed public opinion.
They will be working while we are sleeping—working to maximize their power on
all fronts. We need this Commission. In formulating your governing statutory provi-
sions, I endeavored to ensure that, in opening the door to expanded trade with
China, we do not close our eyes to serious concerns about our national security.

I wish you success in this all-important endeavor.

Chairman D’AMATO. Thank you very much, Senator Byrd and
Mr. Chairman, for your time in coming and for authoring the reso-
lution and your confidence in the Commission. We’re going to be
working very hard to match that with a good product and we cer-
tainly will come to you if we need help, and we might need help.
But it’s a great challenge and we thank you for putting it to us.

Senator BYRD. Thank you very much.

Chairman D’AMATO. Thank you very much for coming. We have
also with us this morning Senator Thompson, who has been in-
volved in the creation of this Commission as well, and we look for-
ward to hearing from you, Senator Thompson, whose work last
year on proliferation matters was instrumental in fashioning some
of the provisions of the statute in the area of proliferation, an area
that Senator Thompson has taken tremendous effort and time to
investigate, and we look forward to your remarks, Senator.

STATEMENT OF FRED THOMPSON, U.S. SENATOR FROM THE STATE OF
TENNESSEE

Senator THOMPSON. Thank you Mr. Chairman and members of
the Commission. I want to first thank Senator Byrd and Senator
Warner for being the moving and primary force behind what we’re
doing here today. I think it is absolutely essential that you do what
you’re doing.

I come before you today as someone who does not claim to be a
China expert, but as a Member of the United States Senate who
has been chairman of a committee with some jurisdiction in the
proliferation area, also serving on the Intelligence Committee, who
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has become increasingly concerned about the issues that you're
going to be dealing with. I think it is clear that this is probably
is the most important bilateral relationships this country has, the
one with China. Looking into the future, it is clear that it is in our
self interest to have a peaceful and productive relationship with
China.

It is clear that diplomacy and engagement must play a large part
in this relationship, but it is also clear that it’s not totally within
our control. We have to ask ourselves about certain things that try
as we might, if the relationship doesn’t work out, what are the
ramifications. Quite frankly, I have been concerned that it has
been very difficult to get an independent assessment of some of the
things that the United States is doing. No one is more committed
to the notion of free trade than I am. I've supported permanent
normal trade relations with China every time, and I've supported
China’s entry into the WTO. But it seems to me that our invest-
ments in China—now we'’re the second in the world in terms of for-
eign investment in China and even though we run a substantial
deficit with China, that trade is becoming so important to our coun-
try that sometimes it’s difficult to get an independent assessment
of the significance of entire relationship with the PRC.

This is no reflection on anyone in particular. It’s just that you
can pick a side and have a logical argument for any side, and there
have not been very many people coming to Congress and lobbying
on behalf of being careful in terms of the national security implica-
tions of U.S. engagement with China, quite frankly, and you know
what I'm talking about.

So thank you for what you're doing. I think that, as I look at the
situation from an overview and the context in which we must put
the trade and security issues, I hear a lot of things to be optimistic
about from people who go over there all the time. Obviously things
are changing in China. Obviously there is freedom in areas where
none existed before, as long as it does not threaten the Communist
leadership. Obviously they’ve made tremendous strides economi-
cally. China will be, in all likelihood, an economic and military
power in the future.

The Chinese have begun to do more and more in terms of a freer
markets and are struggling mightily to do the things necessary to
allow them to be a full participant in the WTO and to fulfill their
obligations there.

On the other hand, we cannot ignore the fact that the PRC is en-
gaging in a significant military build-up. They do not pose a threat
to the U.S. now and it’s not a question of whether or not we would
win an all-out engagement with China. The question is, obviously,
what their intentions are in terms of the part of the world that
they live in, and it seems to me that they intend to be the predomi-
nant power in Asia, and that’s probably to be expected.

Beijing has announced a 17 percent military build-up; I assume
nobody really knows what that is. They have 300 or so missiles
along the coast pointed toward Taiwan. We've see that there seems
to be growing nationalism among the younger people, whom we
would hope that we would have been able to reach a little better.
They continue to detain American citizens. They are doing things
in the South China Sea that indicate that they want a permanent
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presence there, and they don’t want us to be there. That’s an inher-
ent, potential difficulty for a long time to come and it’s going to
give rise to lots of different kinds of incidents there. Their new re-
lationship with Russia, which seems to be in large part based upon
military cooperation and arms sales is of concern to us. Obviously,
the Taiwan situation is a continuing issue. So there’s reason for op-
g?ism and there’s reason for concern in our relationship with
ina.

It seems to me that in terms of trade, that both the United
States and China are engaged in a substantial gamble, as it were.
I think that we’re gambling on the idea that if we engage, if we
do not make an enemy out of this country, if we trade, if we invest,
that with the advent of the Internet and the rest of the high tech
world we live in, that China will gradually open up further and
further and will probably democratize, or at least be more and
more interested in a peaceful role than they otherwise would be.

We're gambling because we are in the process of assisting them,
directly and indirectly, in terms of their economic and military ca-
pabilities. So wherever they go we will have helped them get there.
The Chinese, on the other hand I think, are gambling that they can
open up and do the things necessary to be a prosperous and grow-
ing country, while still keeping the lid on and holding onto power.

My concern is that not that this gamble is not worth the taking,
but that we make sure we think through it in terms of what if
we're wrong. If we're right, then we’re in pretty good shape; but if
we're wrong, we need to think about the implications of that. It
does seem to me that we need to settle in for the long-term, and
hope for the best.

I was talking to a leader of one of the countries in Asia and who
is a friend of the United States, he is obviously interested in China
being as happy as it can. But he said don’t worry about this next
group of leaders coming on, worry about the ones after them. This
next group is going to be pretty much like the ones youre seeing
now, so look down the road a bit. That makes sense to me.

The problem to me in the meantime, the various things that can
happen, how do we handle those issues, whether it be with Taiwan
or some other matter when they arise. Even though we’re willing
to take this gamble, is there anything to be said for not enhancing
their military, or even perhaps their economic growth in the mean-
time. I don’t pretend to have an answer to the economic part.

But in terms of the military aspect, I would certainly think that
it would be in our interest to slowly proceed particularly as China
proliferates weapons of mass destruction around the world. They’ve
made it quite clear to this country that they intend on violating
international norms. They intend on assisting nations of concern
around the world. As long as we insist on things like a missile de-
fense system for defensive purposes, they’re going to do these
things that would assist these rogue nations with regard to their
offensive WMD and ballistic missile ambitions.

We are now in the strange position of trading quite freely with
two or three countries—such as China and Russia, sending them
dual-use technology that is very highly debated on this side of the
Pacific in terms of its military significance and the wisdom of sell-
ing it, while China is in turn sending technology (missile tech-
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nology, nuclear technology, expertise, etc.) to these rogue nations,
who we use in return as a reason why we need a national missile
defense system.

So you know it doesn’t make a whole lot of sense to me, and I
can understand why some of our friends are a little skeptical with
regard to a national missile defense system, why we are not behav-
ing in a manner that indicates that we really do think that a real,
strategic threat is out there and that we ought to be very, very
careful not to enhance it.

One of the issues, of course, that’s on the table is what our ex-
port control policies should be. Again, my primary concern is not
that we adopt some kind of detailed approach that I'm advocating.
I don’t pretend to be able to have all those answers. I do have a
deep feeling that no one else does either really, and that we have
not had an objective analysis of all the implications of some of the
proposed and enacted changes to our export control policies. We've
had a lot of people look at this issue, but quite frankly, I think it’s
too commercially oriented in many cases.

It’s easy to make the case that the genie’s out of the bottle and
we can’t stop everything so we shouldn’t try to stop anything.
There’s a certain logic to that until you get beneath the surface of
it and realize that, even though we live in a different world techno-
logically, and that we are ahead in many areas, that there is some-
thing to not only the transfer of hardware or even the software, but
the long term maintenance and support that takes place after the
sale. With regard to high performance computers, the king of dual
use items, many are now advocating the abolition of any controls
on computer hardware. We do know that the GAO has compiled a
list of potential things that might be looked at other than, for ex-
ample, concentrating on the MTOP levels (which measures com-
puter spreads) which is probably outdated and that have not been
looked at. So we need to be careful about what technologies we sell
to China and others.

And do we want the Department of Commerce making these de-
cisions? We have a system now where that is the case. In the cur-
rent legislation being proposed to re-authorize the Export Adminis-
tration Act, the Department of Commerce can make a determina-
tion of mass marketing, and other examination foreign availability,
things of that nature, and unilaterally control sensitive items. The
Department of Commerce must notify the other departments, but
essentially they make the determination. Furthermore, as you go
along in this process, the President can step in and override a deci-
sion, but it’s been set up so that he cannot delegate any of it, and
that he’s got to report to Congress every time he turns around, and
then jump through all kinds of hoops in order to override what the
Secretary of Commerce does. I think that bears close analysis in
terms of whether or not, at a minimum, it’s in our interest to be
more careful regarding some of these activities, and how do we
all—we all seem to agree that we need to build “higher fences”
around fewer things, but I don’t know anyone who’s really taken
an objective look as to what those items are and where those fences
are, because I don’t see any higher fences.

There are related issues concerning our capital markets. I think
that we should also look at the transparency of our capital markets
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and see whether or not it makes sense for us to open our stock and
bond markets to the raising of billions of dollars when we do not
know what the monies are going for.

So I think that as you deal with this important set of issues, it’s
important that you really look at some of the assumptions that are
going around that may or may not be true. It is taken as gospel,
for example that unilateral sanctions never work. I don’t know
whether that’s true or not, but I think you ought to take a look at
it.

The Congress is about presumably about to pass the Iran-Libya
Sanctions Act again, apparently unanimously, while still saying
that sanctions don’t work. I don’t understand the logic there.

The other concept that holds weight in Washington is that trade
and engagement promote democratization and help avoid conflict.
Ironically, that’s what we thought right before World War I and
World War II. It makes a certain amount of sense at face value,
and perhaps we don’t have any choice but to try it. But to be un-
duly optimistic or say that it is a foregone conclusion that this kind
of engagement is going to lead to good and peaceful things is irre-
sponsible. I think this is another issue that needs to be looked at.
You can call on the historians perhaps to help you out with regard
to question and get technical experts to tell you what high-tech,
dual-use are uncontrollable, and if they are uncontrollable and to
what extent. If they are uncontrollable I see no reason for having
the country tier system. And if that’s true, I don’t see any reason
why we don’t go ahead and sell these items to Iran, Iraq, and
Libya, and cut out the middle man, if the technologies are truly
“uncontrollable”.

So I think those issues might be subject to inquiry. These are
just some rambling thoughts of mine, of someone whose been some-
what involved in the national security area and has major con-
cerns. I know that once you do your work and come to your conclu-
sions and I am going to feel a lot better about these matters, re-
gardless of what your conclusions are, because I know that there
will at least have been an objective, thoughtful analysis of the situ-
ation.

Thank you very much.

Chairman D’AMATO. Thank you very much, Senator Thompson.
Thank you for your leadership and for that menu of items.

Just two points I might make that you made on the Chinese
budget, the 17 percent increase. An increase of 17% of something
that’s unknown is a 17% larger unknown, so we’re going to take
on a project to try to get our hands around the Chinese budgeting
system which has not yet been really identified in precise detail.

Senator THOMPSON. That’s a good idea. Lots of luck to you. I
hope you’re able to do that, but it reminds me of one more thing
that I think is important for all of us, and that is to acknowledge
what is unknowable. And I think just admitting sometimes that we
don’t know what’s going on here is helpful to us as policy makers.

Chairman D’AMATO. Yes, sir.

Senator THOMPSON. If that is the case.

Chairman D’AMATO. Yes, sir. One other item that you mentioned
was threat reduction measures, and Senator Byrd mentioned that
also. We had a closed session with officials that have been attempt-
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ing to develop threat reduction mechanisms with the Chinese with
singular unproductivity over the last few years. We've been very,
very unable to engage the Chinese in the threat reduction mecha-
nism that we developed with the Russians over the years, and one
of the things we’re going to look into is why are we not able to suc-
ceed in that area. We have no circuit breakers in the relationship
and it seems like the Chinese don’t at this point yet want to do
that and we don’t know why. So there are a lot of unknowns here.

We have Senator Sarbanes with us again this morning. Senator
Sarbanes was involved in helping to draft the original legislation
and shepherding it through the Senate and is the Chairman of the
Senate Banking Committee. A number of issues before the Senate
Banking Committee dealing with capital markets that this Com-
mission is going to look into.

We welcome you, Senator Sarbanes.

STATEMENT OF PAUL S. SARBANES, U.S. SENATOR FROM THE STATE
OF MARYLAND

Senator SARBANES. Thank you very much, Mr. Chairman. I am
very pleased to join Senator Byrd and Senator Thompson and have
this opportunity to participate in the first public hearing of the
U.S.-China Security Review Commission.

I joined with Senator Byrd and Senator Dorgan in sponsoring the
legislation which established the Trade Deficit Review Commission,
which was in a sense a predecessor to this Commission. I think the
report produced by that Commission did an excellent job of laying
out the challenges posed by the trade deficit. It laid out competing
views on how that challenge might be met. While, they did not
reach a unanimous conclusion, but on balance I thought that the
report performed a very useful public service, and I am hopeful
that the work of this Commission will be equally valuable.

According to the legislation establishing this Commission, its
purpose is to monitor, investigate and report to Congress on the
national security implications of a bilateral trade and economic re-
lationship between the United States and the Peoples Republic of
China. We look forward to the annual report that is called for
under the statute.

I strongly believe that the U.S.-China trade relationship should
be considered in the context of our overall relationship with China,
including national security, foreign policy, human rights, labor
rights and the environment. I strongly support permanent, normal
relations with China which would link all of our diverse interest
with China into an integrated policy. I did not support permanent,
normal trade relations with China which is, of course, one of the
issues under your consideration, because in my view it would have
separated trade from our other important concerns with China. I
think it should all be dealt with in an overall context and the objec-
tive should be to move to permanent, normal relations across the
board in all of these areas. I do not support taking trade outside
and separating it.

For that reason I believe the Commission has a very important
role to play in shining a light on the impact of the U.S.-China trade
relationships on our national security relationship with China. I
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am very supportive of the work that you have to do and I look for-
ward to reviewing your reports.

The subject that you are hearing today is U.S.-China Trade and
Investment Policies and their Impact on the U.S. Economy. This is
a matter of grave concern to me and I'd like to make a few com-
ments. I'm going to shorten my prepared statement, Mr. Chairman,
which I think everyone has before them, and try to move through
this very quickly. However, there are several points I really want
to highlight.

The U.S. bilateral trade relationship with China is arguably our
most one-sided bilateral trade relationship in the world. We’ve been
running a steadily increasing trade deficit with China. Every year
we set a new record for our trade deficit with China and in 2000
the Commerce Department reported that the trade deficit had
reached 83.8 billion. Last year the U.S. trade deficit with China
surpassed the U.S. trade deficit with Japan about which we’ve
heard so much. Of course, I hasten to point out that the trade def-
icit with Japan at least is within the context of a relationship in
these other areas—security, foreign policy, human rights—in which
we have a very positive and constructive situation.

Although the U.S. trade deficit with China is only slightly larger
than our deficit with Japan, it’s important to recognize how one-
sided the China relationship is relative to the size of our overall
volume of trade with China.

The trade deficit with Japan was based on the total trade of
about $212 billion. The trade deficit with China, slightly larger
than Japan, was based on a total volume of trade of $116 billion.
I love to watch these commentators say well we have $116 billion
trade situation with China. 16.3 of it are our exports to China and
a hundred billion of it are the imports that we take from China.

Now this pattern is, if you look at Canada, the European Union,
Mexico, exports make up about 45 percent. We’'re running deficits
with all those trading partners, but our exports are about 45 per-
cent of the trade relationship and it fluctuates. It’s not all nec-
essarily on just a straight line progression as the trade relationship
with China is. Even with Japan exports make up 30 percent of the
total volume of trade. Exports make up 14 percent of our trade
with China. Of this total 116 billion 14 percent is export to China.
If you compare it with Korea, Taiwan, Singapore, we do much less
trade but we have more exports than we send to China in absolute
terms.

It could be argued that China runs a larger trade surplus with
the U.S. because the U.S. market is more open than the markets
of Japan and the EU and thus takes in a larger volume of exports
from China. Now, while this may be true it is also true that China
purchases a substantial volume of exports from Japan and the EU,
even though overall it has a larger volume of trade with the United
States.

In 2000, China took 30 billion in exports from Japan, 25 billion
from the EU, 16 billion from the United States. It’s a very one-
sided relationship. It’s very much a one-way street.

It’s been argued that most exports from China to the United
States are not made in the United States, and therefore do not
compete with U.S. products. As a result some argue that some of
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the increase in China exports to the U.S. has come at the expense
of exporters in third countries such as Mexico, South Korea, Tai-
wan, and not at the expense of U.S. manufacturers. It’s worth not-
ing that although these other countries also run trade surpluses
with the U.S., the U.S. balance of trade with those countries is not
nearly as one-sided as it is with China. In fact, if our trade were
higher with these other countries—people say it doesn’t matter,
China’s simply supplanting them—Dbut it’s reasonable to presume if
the trade were higher with these other countries our exports to
those other countries would be higher. There’s much more of a rela-
tionship than when it shifts to China where they send the imports
in but don’t take the exports back.

Furthermore, I think this analysis has limited validity. The Con-
gressional Research Service reports that in 1999 the top six U.S.
imports from China by dollar value were miscellaneous manufac-
tured articles, footwear, office machines and automatic data proc-
essing machines, telecommunications and sound equipment, ap-
parel and accessories and electrical machinery. Now, according to
the CRS, while U.S. imports in all these categories have increased,
the most dramatic percentage changes have not been in sectors
such as footwear and apparel, traditional labor intensive industries
in which China is quite competitive, but in high technology sectors
such as office and data processing machines, electrical machinery
and appliances and telecommunications and sound equipment.
Now, according to the CRS this trend held up in 2000.

In other words, the character of imports from China is shifting
to increasingly sophisticated categories of products which actually
compete directly with goods made in the United States. So that’s
an important development that’s now taking place and we keep in
mind, because there’s a tendency to sort of dismiss it and say well,
it’s in those areas and we wouldn’t make it in the United States
in any event. Of course, if it was made elsewhere and the country
that made them then took our exports that would be one benefit
to our trade relationship, but furthermore, the nature of their ex-
ports is changing to move into sectors that is directly competitive.

And I want to turn very quickly to the U.S. investment relation-
ship with China and it’s impact on trade. Some observers argue
that the prospects for opening the Chinese market may actually be
better than those of opening the Japanese or Korean markets at a
comparable stage of development. These observers point out that
China’s much more open to foreign investment than Japan or
Korea were at those earlier stages. In fact, China has actively
sought foreign direct investment as sources of Western capital and
technology, and foreign direct investment have been a key element
in China’s development strategy. But China’s receptiveness to for-
eign investment does not necessarily mean openness to imports.

In fact, trade barriers in sectors such as automobiles have been
part of China’s strategy to encourage foreign investment. Since the
Chinese market could not be accessed easily through exports West-
ern automakers that want a portion of the Chinese market were
effectively forced to invest in China. Once inside the market many
Western companies took a different view of Chinese trade barriers
because they were then also protected from competition from out-
side China. The unstated assumption that openness to foreign in-
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vestment will eventually lead to openness in foreign trade I think
needs to be carefully examined.

It is not clear that reforms undertaken to encourage foreign in-
vestment will inevitably lead to lower trade barriers and more im-
ports. In fact, China’s increasing demands for domestic production
and for transfer of technology suggests that the opposite well may
be true.

An article in the Wall Street Journal about a year ago, just after
the House voted on PNTR, a focus on the investment aspect of the
Chinese WTO agreement. The article stated, and I quote: “Even be-
fore the first vote was cast yesterday in Congress’ decision to per-
manently normalize U.S. trade with China, corporate America was
making plans to revolutionize the way it does business on the
mainland. And while the debate in Washington focused mainly on
the probable lift for U.S. exports to China, many U.S. multi-nation-
als have something different in mind.”

“This deal is about investment, not exports,” says Joseph Quin-
lan, an economist from Morgan Stanley Dean Witter. “U.S. foreign
investment is about to overtake U.S. exports as a primary means
by which U.S. companies deliver goods to China.” A comparison of
U.S. trade with China and U.S. investment in China over the past
decade is instructive. U.S. exports from ’91 to 1999 increased on an
annual basis from 6.2 billion to 13.1 billion, slightly doubling, and
imports from China, as I indicated earlier, rose from 20 billion to
81 billion over that same period of time, a fourfold increase.

During that same period U.S. foreign direct investment in China
rose from 323 million in 1991 to 4.3 billion in 1999, a 13-fold in-
crease. Whereas the U.S. ranked behind Japan, behind the Euro-
pean Union and behind Taiwan as a source of exports to China, it
ranked ahead of all of them as a source of foreign direct investment
in China. Rather than expanding exports and reducing the U.S.
trade deficit with China, China’s purpose in encouraging U.S. in-
vestment in China may be directly the opposite, and I think that
assertion is consistently made and needs to be very carefully exam-
ined. My perception is theyre following quite a different strategy
which in a very tough calculation of their self interest sort of
makes sense, but we ought to be comparable of calculations of self
interest.

Let me conclude by reiterating my strong support for the work
of the Commission. It is difficult to escape the conclusion that the
large bilateral trade surpluses that China runs with the United
States are used, at least in part, to bolster and support China’s
military establishment. China’s policies for attracting foreign in-
vestment and technology also have significant national security im-
plications, including of course their constant pressing for the trans-
fer of technology. This Commission has an opportunity to make a
major contribution and—to increasing understanding of this very
important aspect of the U.S.-China relationship. I wish you the
very best in your endeavors.

Thank you very much.

[The statement follows:]
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PREPARED STATEMENT OF PAUL S. SARBANES

Introduction

I am pleased to have the opportunity this morning to participate in the first pub-
lic hearing of the U.S.-China Security Review Commission.

I joined with Senator Byrd and Senator Dorgan in sponsoring the legislation
which established the Trade Deficit Review Commission, which was the predecessor
to this Commission. The report produced by that Commission did an excellent job
of laying out the challenges posed by the trade deficit and the competing views of
how that challenge could be met. On balance I thought the report performed a very
useful public service.

I am very hopeful that the work of this Commission will be equally valuable. Ac-
cording to the legislation which established the Commission, its purpose is “to mon-
itor, investigate, and report to Congress on the national security implications of the
bilateral trade and economic relationship between the United States and the Peo-
ple’s Republic of China.” The legislation requires the Commission to submit an an-
nual report to Congress on its findings.

I believe that the U.S.-China trade relationship should be considered in the con-
text of our overall relationship with China, including national security, foreign pol-
icy, human rights, labor rights, and the environment. I support Permanent Normal
Relations with China which would link all of our diverse interests with China into
an integrated policy. I did not support granting Permanent Normal Trade Relations
(PNTR) to China, which is one of the issues under consideration in your hearing
this morning, because in my view it would in effect separate trade from our other
important concerns with China.

For that reason I believe the Commission has a very important role to play in
shining a light on the impact of the U.S.-China trade relationship on our national
security relationship with China. I am very supportive of the work you have to do,
and I very much look forward to reviewing the reports you produce.

The subject of your hearing today is U.S.-China Trade and Investment Policies
and Their Impact on the U.S. Economy. Since this is a subject of great concern to
me, I would like to make a few comments about it.

The U.S. Trade Relationship with China

The United States’ bilateral trade relationship with China is arguably our most
one-sided bilateral trade relationship in the world.

It is well known that the U.S. has been running a steadily increasing trade deficit
with China for nearly two decades. In 1983, the U.S. had a bilateral trade deficit
with China of $72 million. It fell to a deficit of $9 million in 1985. Since then it
has set a new record every year, rising from $1.6 billion in 1986 to $10.4 billion
in 1990 to $29.4 billion in 1994 to $56.8 billion in 1998 to $68.7 billion in 1999. The
Commerce Department reported that in 2000 the U.S. trade deficit with China
reached a record $83.8 billion. Last year the U.S. trade deficit with China surpassed
the U.S. trade deficit with Japan ($81.3 billion).

Although the U.S. trade deficit with China is only slightly larger than our deficit
with Japan, it is important to recognize that relative to the size of our overall vol-
ume of trade with China, the U.S. trade relationship with China is far more one-
sided than our trade relationship with any other country in the world. For example,
the U.S. bilateral trade deficit with Japan in 2000 was $81.3 billion. That trade def-
icit was based on a total volume of trade with Japan of $211.9 billion (made up of
$65.3 billion in exports and $146.6 billion in imports). In contrast, the $83.8 billion
U.S. trade deficit with China was based on a total volume of trade of $116.4 billion
(made up of $16.3 billion in exports and $100.1 billion of imports).

Although Japan’s total volume of trade with the U.S. is only about twice as large
as China’s, Japan bought four times more exports from the United States than did
China. This is despite the well known trade difficulties the U.S. has experienced
with Japan. This pattern is repeated to an even greater extreme with the other larg-
est U.S. trading partners—Canada, the European Union, and Mexico. In 1999, ex-
ports made up 45.2% of total U.S. trade with Canada, 43.7% of our trade with the
European Union, and 44.2% of our trade with Mexico. Even with Japan, exports
rélﬁde up 30% of our total volume of trade. Exports made up 13.8% of our trade with

ina.

Even compared to the other largest U.S. trading partners in Asia, the U.S. trade
relationship with China is extraordinarily one-sided. In 2000, countries such as Tai-
wan, South Korea, and Singapore purchased more exports from the U.S. than did
China, even though the U.S. volume of trade with Taiwan and South Korea is little
more than half the volume of U.S. trade with China, and the U.S. volume of trade
with Singapore is a little more than a third of its volume of trade with China.
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It is also worth examining China’s trade relationship with Japan and the Euro-
pean Union as compared with the United States. In 2000, China’s total volume of
trade with the U.S. it was $116.4 billion, with the EU it was $94 billion, and with
Jap?él it was $85.7 billion. Thus the U.S. is China’s largest trading partner in the
world.

While China ran trade surpluses with all three of its major trading partners, its
surpluses with the U.S. were by far the largest not only in absolute terms but also
relative to the overall volume of trade. China ran a surplus with the U.S. of $83.8
billion, with Japan of $24.9 billion, and with the EU of $44.9 billion. Thus China’s
surplus with the U.S. was more than three times the surplus with Japan and nearly
than twice the surplus with the EU, far out of proportion to China’s overall volume
of trade with each of its three major trading partners.

It could be argued that China runs a larger trade surplus with the U.S. because
the U.S. market is more open than the markets of Japan and the EU, and thus
takes in a larger volume of exports from China. While this may be true, it is also
true that China purchases a substantially larger volume of exports from Japan and
the EU, even though overall it has a larger volume of trade with the U.S. In 2000
China purchased $30.4 billion of exports from Japan, $24.5 billion of exports from
the EU, and $16.3 billion in exports from the U.S. While the U.S. was by far the
largest market for exports from China, China purchased more exports from Japan,
the EU, and Taiwan than from the U.S.

It has been argued that most exports from China to the United States are not
made in the United States and therefore do not compete with U.S. products. As a
result, it is argued, some of the increase in Chinese exports to the United States
has come at the expense of exporters in third countries, such as Mexico, South
Korea, and Taiwan, not at the expense of U.S. manufacturers. It is worth noting
that although these other countries also run trade surpluses with the U.S., the U.S.
balance of trade with these countries is not nearly as one-sided as with China.

However, this analysis has limited validity. The Congressional Research Service
reports that in 1999 the top six U.S. imports from China by dollar value were mis-
cellaneous manufactured articles, footwear, office machines and automatic data
processing machines, telecommunications and sound equipment, apparel and acces-
sories, and electrical machinery. According to CRS:

While U.S. imports in all these categories have increased, the most dra-
matic percentage changes have not been in sectors such as footwear and ap-
parel—traditional labor intensive industries in which China is quite com-
petitive—but in high technology sectors, such as office and data processing
machines (up 1,404% from 1992-99), electrical machinery and appliances
(up 430%), and telecommunications and sound equipment (up 316%).

According to CRS, this trend held up in 2000. The character of imports from
China is shifting to increasingly sophisticated categories of products which compete
directly with goods made in the U.S.

The U.S. Investment Relationship with China and Its Impact on Trade

Some observers have argued that the prospects for opening the Chinese market
may actually be better than those of opening the Japanese or Korean markets at
a comparable stage of development. These observers point out that China is much
more open to foreign investment than Japan or Korea were. In fact, China has ac-
tively sought foreign direct investment as sources of western capital and technology.
Foreign direct investment has been a key element of China’s development strategy.

China’s receptiveness to foreign investment does not necessarily mean, however,
openness to imports. In fact, trade barriers in sectors such as automobiles have been
part of China’s strategy to encourage foreign investment. Since the Chinese market
could not be accessed easily through exports, western automakers that wanted a
portion of the Chinese market were effectively forced to invest. Once inside the mar-
ket, many western companies took a different view of Chinese trade barriers be-
cause they now also protected them from competition from outside China.

The unstated assumption is that openness to foreign investment will eventually
lead to openness to foreign trade. It is not clear, however, that reforms undertaken
to encourage foreign investment will inevitably lead to lower trade barriers and
more imports. In fact, China’s increasing demands for domestic production and
transfer of technology suggest that the opposite may be true.

An article in the Wall Street Journal on May 25, 2000 the day after the House
voted on PNTR, focused on the investment aspect of the China WTO agreement.
The article stated:

Even before the first vote was cast yesterday in Congress’s decision to
permanently normalize U.S. trade with China, Corporate America was
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making plans to revolutionize the way it does business on the mainland.
And while the debate in Washington focused mainly on the probable lift for
U.S. exports to China, many U.S. multinationals have something different
in mind. ‘This deal is about investment, not exports,” says Joseph Quinlan,
an economist with Morgan Stanley Dean Witter & Co. ‘U.S. foreign invest-
ment is about to overtake U.S. exports as the primary means by which U.S.
companies deliver goods to China.’

A comparison of U.S. trade with China and U.S. investment in China over the
past decade is instructive. From 1991 to 1999, U.S. exports to China increased on
an annual basis from $6.2 billion to $13.1 billion, slightly more than doubling. Im-
ports from China during that same period rose from $20.3 billion to $81.7 billion,
more than a four-fold increase. During that same period U.S. foreign direct invest-
ment in China rose from $323 million in 1991 to $4.3 billion in 1999, a thirteen-
fold increase. Whereas the U.S. ranked behind Japan, the European Union, and Tai-
wan as a source of exports to China, it ranked ahead of all of them as a source of
foreign direct investment in China.

Rather than expanding exports and reducing the U.S. trade deficit with China,
China’s purpose in encouraging U.S. investment in China may be the opposite.
Conclusion

Let me conclude by reiterating my strong support for the work of the Commission.
It is difficult to escape the conclusion that the large bilateral trade surpluses that
China runs with the United States are used at least in part to support China’s mili-
tary establishment. China’s policies for attracting foreign investment and technology
also have significant national security implications. This is an important area that
perhaps has not received sufficient attention and study. The Commission therefore
has an opportunity to make a major contribution in increasing understanding of this
important aspect of the U.S.-China relationship.

Chairman D’AMATO. Thank you very much, Chairman Sarbanes,
for your leadership on this. The whole question of exporting pro-
ductive facilities from the United States as opposed to exporting
goods in the Chinese consumer market, as you've mentioned, that
seems to——

Senator SARBANES. The jobs are then in China, not in the U.S.

Célairman D’AMATO. We're exporting the facilities but not the
goods.

Senator SARBANES. Right.

1Chairman D’AMATO. Getting the goods back here from those fa-
cilities.

Senator SARBANES. That’s right; exactly.

Chairman D’AMATO. So that whole dynamic is something that
really isn’t quite in focus yet, so thank you for your thoughts on
that one.

We also have with us today the distinguished senator from Ne-
braska, Senator Hagel, who’s been a leader in this area and a lead-
er in the global warming area and in trade. We look forward to
your testimony.

STATEMENT OF CHUCK HAGEL, U.S. SENATOR FROM THE STATE OF
NEBRASKA

Senator HAGEL. Mr. Chairman, thank you, and I too add my
thanks and good wishes to each of you for your important tasks
ahead in this very relevant assignment that has been given you.
I don’t know if there is an issue that wraps around as many dy-
namics of our future, and future of the world than our relationship
with China.

Mr. Chairman, as you all recognize, your Commission is charged
with the task of assessing the impact of the U.S.-China economic
relationship upon our national security. This is critical work be-
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cause national security is the most fundamental consideration of
any foreign policy. It is also difficult work because the many factors
that influence national security are interconnected, uncontrollable
and difficult to assess on an individual basis. That is especially
true for economic factors in this interconnected global economy.

Compounding the problem is the fact that our relationship with
China 1s the most complicated bilateral relationship we have today,
and that is likely to remain true for many years. China is a rising
power increasingly capable of challenging U.S. interests in Asia.
Domestically Chinese society has been undergoing significant and
fundamental change. It is impossible to predict what China will
look like in 10 years, much less 20 years. Only one thing is certain.
Our national security interests and those of our friends and allies
in Asia will be best served, in my opinion, if we find ways to estab-
lish a working relationship with China that allows us to peacefully
work through our differences, of which there are many and of
which there will be many.

The United States has and will continue to have serious dif-
ferences with China, including human rights, religious freedoms,
threatening military posturing toward Taiwan, proliferation of mis-
sile technology, and the most recent example, how the Chinese
handled the P-3 incident.

The P-3 incident is a good reality test, however. It demonstrates
the hard work that lies ahead for all of us if we are to forge a rela-
tionship between our two countries that allows us to manage our
differences peacefully. The challenge of injecting some stability and
predictability into U.S. China relations is considerable. However,
the opportunities are also considerable, and the alternative is unac-
ceptable and dangerous.

A working relationship must be founded on common interests.
One such shared over arching interest with the people of China is
trade. Trade is the biggest common denominator between our two
countries. It is not a panacea or an excuse to defer the tough deci-
sions, but rather it offers the mutual benefits necessary to con-
structing a stable relationship for the future. For that reason I be-
lieve the economic engagement with China strongly serves our na-
tional security interests.

It is clearly in America’s economic interest to open up China’s
markets and increase trade opportunities. Trade is increasingly im-
portant to our own economic growth. You all know the numbers.
Senator Sarbanes recited some. I suspect other witnesses this
morning have recited numbers.

Last year’s Congressional vote on permanent normal trade rela-
tions was a good start. If Congress had not voted to grant PNTR
to China we would have put our American businesses and farmers
at a disadvantage compared to their competitors from Europe and
Asia. In this increasingly competitive global economy it would not
have made sense to penalize our own national interest.

When China accedes to the World Trade Organization American
businesses and farmers will begin to have a fair shot at China’s
market. It will take years to realize that potential. For example,
the USDA estimates that China’s WTO accession could triple U.S.
agriculture exports by 2005, and there are other projections for all
industries, all services.
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It is also clearly in the interest of the Chinese people for China
to open up its markets. The beneficiaries of increased trade are the
Chinese people. Trade and foreign investment have been the en-
gines of economic growth in China and have helped pull millions
in China out of poverty. Chinese citizens benefit from the jobs cre-
ated by American investors who seek to establish a domestic pres-
ence in China. America’s markets and capital are vital, of course,
to China’s continued economic growth and increased prosperity for
its people. Senator Sarbanes touched on that rather clearly.

This in turn is very important for American’s long-term economic
and geo-political interests not only in China but in all of Asia.
Trade, investment and economic growth can help improve personal
liberty and quality of life for millions of Chinese. History records
that economic growth helps promote freedom. The alternative is
also clear. During the decades that China shut itself off from the
rest of the world, the Chinese people suffered terribly from cam-
paigns that ruined the economy, starved the people, and sup-
pressed all forms of personal freedom, including religious freedom.
Tens of millions of people lost their lives during those decades. It
is no coincidence that the strongest advocates for political change
in Beijing are also the strongest proponents of continued U.S.-
China trade and China’s accession to the WTO.

Leaders in Taiwan, Hong Kong’s democratic activist and Legisla-
tive Council Member, Martin Lee; the Dalai Llama and many
prominent Chinese dissidents like Dai Ching, are pushing for Chi-
na’s accession to the WTO. They understand the link between an
open economy and an open political system. They understand that
shutting down the millions of exchanges that trade entails plays
into the hands of the Chinese hardliners.

China has a long way to go, but trade with other nations will
move it in the right direction and help sustain the momentum for
change.

In summary, Mr. Chairman, for all these reasons and more the
current U.S. policy of economic engagement with China serves
American national security interests. However, we must also ad-
dress the need to get our own house in order in terms of the export
of dual-use technologies and goods to China. The Export Adminis-
tration Act Reauthorization Bill, yet to be considered in the Senate,
will help achieve more practical controls on potentially dangerous
goods going to China by focusing our resources on the truly critical
technologies key to weapons proliferation, and not on goods easily
available now in the global marketplace.

A transparent, efficient and realistic system of export controls
will encourage the full participation and attention of the business
community and enhance its ability to comply with all export re-
quirements. We must also work with our allies and our friends in
this effort. The effectiveness of unilateral controls is limited and
will only go so far. Unilateral sanctions in today’s world do not
serve the economic, geo-political or security interests of this coun-
try. They are the lazy, unimaginative and self defeating approaches
to difficult and complicated problems. It is the easy, simple way to
defer the tough decisions. We are better than that.

We must also recognize the limits of our ability to influence Bei-
jing’s behavior. We cannot control the decisions of Chinese leaders.
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We do not know if they will be wise enough to meet us and the
world halfway and search for opportunities for cooperation rather
than focusing on our differences.

The mutual benefits of trade and investment may not be enough
to outweigh those differences and prevent our countries from en-
gaging in serious clashes. We can however control our own ap-
proach. As the Congress once again approaches the yearly debate
on granting normal trade relations to China we should remember
that withholding NTR would represent a deliberate move to destroy
the trade relationship. Would this make Asia more stable? Would
our national security interests be better served? Would it advance
all of our interests? Would it further human rights in China? The
answer to all of these questions, Mr. Chairman, is a very clear re-
sounding no. It would deal a blow to one of the single most impor-
tant common interests of our two countries. That would be short
sighted and unwise.

Mr. Chairman, I believe the most important dynamic in our rela-
tionship in China is to always frame up the issues, our policies and
our actions from the perspective of the big picture focusing on long-
term consequences as well as short-term consequences. The long-
term view must always be our paramount view in dealing with
China.

Mr. Chairman, I appreciate an opportunity to appear before your
Commission and I wish you all much success with this important
assignment.

Thank you.

[The statement follows:]

PREPARED STATEMENT OF CHUCK HAGEL

I would like to thank Chairman D’Amato and the members of the U.S.-China Se-
curity Review Commission for an opportunity to present some thoughts this morn-
ing.

This Commission is charged with the task of assessing the impact of the U.S.-
China economic relationship on our national security. This is critical work, because
national security is the most fundamental consideration in any foreign policy. It is
also difficult work, because the many factors that influence national security are
interconnected, uncontrollable and difficult to assess on an individual basis. That is
especially true for economic factors in this interconnected global economy.

Compounding the problem is the fact that our relationship with China is the most
complicated bilateral relationship we have today, and that is likely to remain true
for many years. China is a rising power increasingly capable of challenging U.S. in-
terests in Asia. Domestically, Chinese society has been undergoing significant
change. It is impossible to predict what China will look like in ten years, much less
twenty. Only one thing is certain—our national security interests, and those of our
friends and allies in Asia, will be best served if we can find ways to establish a
working relationship with China that allows us to peacefully work through our dif-
ferences.

The United States has, and will continue to have, serious differences with China.
We do not agree with the Chinese government’s domestic suppression of freedom of
speech, or of peoples’ religious rights. We do not agree with China’s threatening
military posturing towards Taiwan. We do not agree with Chinese proliferation of
missile technology. The Chinese behavior following the collision between the Amer-
ican EP-3E surveillance plane and the Chinese fighter jet was very troubling. The
Chinese violated all rules of international engagement and international norms in
holding the American crew for 11 days. It took weeks to come to an agreement on
the return of our plane.

The EP-3E incident is a good reality test. It demonstrates the hard work that lies
ahead if we are to forge a relationship between our two countries that allows us
to manage our differences peacefully.
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The challenge of injecting some stability and predictability into U.S.-China rela-
tions is considerable. However, the opportunities are also considerable, and the al-
ternative is unacceptable and dangerous. A working relationship must be founded
on common interests. One such shared overarching interest with the people of China
is trade. Trade is the biggest common denominator between our two countries. It
is not a panacea, or an excuse to defer tough decisions, but rather it offers the mu-
tual benefits necessary to constructing a stable relationship for the future. For that
reason, I believe that economic engagement with China strongly serves our national
security interests.

It is clearly in America’s economic interests to open up China’s markets and in-
crease trade opportunities. Trade is increasingly important to our own economic
growth. Expanded exports of U.S. goods and services accounted for more than 21
percent of GDP growth in 2000. U.S. exports to China have also grown steadily
since 1985 (including a jump of nearly 24% from 1999 to 2000) but have failed to
keep pace with imports. It is in our best interest to adjust this imbalance.

Last year’s Congressional vote on Permanent Normal Trade Relations (PNTR)
was a good start. If Congress had not voted to grant PNTR to China, we would have
put our American businesses and farmers at a disadvantage compared to their com-
petitors from Europe and Asia. In this increasingly competitive global economy, it
would not have made sense to penalize our own national interests.

When China accedes to the World Trade Organization (WTO), American busi-
nesses and farmers will begin to have a fair shot at China’s markets. For example,
the USDA estimates that China’s WTO accession could triple U.S. agricultural ex-
ports by 2005. Our services sector has consistently enjoyed a trade surplus with
China. This sector, together with other competitive sectors of our economy, is in a
good position to take advantage of the opportunities that China’s WTO accession
presents.

It is also clearly in the interests of the Chinese people for China to open up its
markets. The beneficiaries of increased trade are the Chinese people. Trade and for-
eign investment have been the engines of economic growth in China, and have
helped pull millions out of poverty. Chinese citizens benefit from the jobs created
by American investors who seek to establish a domestic presence in China. Amer-
ica’s markets and capital are vital to China’s continued economic growth and in-
creased prosperity for its people. This in turn is very important for America’s long-
term economic and geo-political interests in China.

Trade, investment and economic growth can help improve personal liberty and the
quality of life for millions of Chinese. History records that economic growth helps
promote freedom. The alternative is also clear. During the decades that China shut
itself off from the rest of the world, the Chinese people suffered terribly from polit-
ical campaigns that ruined the economy, starved the people and suppressed all
forms of personal freedom, including religious freedom. Tens of millions of people
lost their lives during those decades.

It is no coincidence that the strongest advocates for political change in Beijing are
also the strongest proponents of continued U.S.-China trade and China’s accession
to the WTO. Leaders in Taiwan, Hong Kong’s democratic activist and Legislative
Council member Martin Lee, the Dalai Lama, and many prominent Chinese dis-
sidents like Dai Qing are pushing for China’s accession to the WTO. They under-
stand the link between an open economy and an open political system. They under-
stand that shutting down the millions of exchanges that trade entails plays into the
hands of China’s hard-liners. China has a long way to go, but trade with other na-
tions will move it in the right direction, and help sustain the momentum for change.

For all these reasons, the current U.S. policy of economic engagement with China
serves American national security interests. However, we must also address the
need to get our own house in order in terms of the export of dual-use technologies
and goods to China. The Export Administration Act reauthorization bill, yet to be
considered in the Senate, will help achieve more practical controls on potentially-
dangerous goods going to China by focusing our resources on the truly critical tech-
nologies key to weapons proliferation and not on goods easily available in the global
marketplace. A transparent, efficient and realistic system of export controls will en-
courage the full participation and attention of the business community, and enhance
its ability to comply with export requirements. We must also work with our allies
and friends in this effort. The effectiveness of unilateral controls is limited and will
only go so far. Unilateral sanctions in today’s world do not serve the economic, geo-
political or security interests of this country. It is the lazy, unimaginative and self-
defeating approach to difficult and complicated problems.

We must also recognize the limits of our ability to influence Beijing’s behavior.
We cannot control the decisions of China’s leaders. We do not know if they will be
wise enough to meet us half-way, and search for opportunities for cooperation rather
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than focusing on our differences. The mutual benefits of trade and investment may
not be enough to outweigh those differences and prevent our countries from engag-
ing in serious clashes.

We can, however, control our own approach. As the U.S. Congress once again ap-
proaches the yearly debate on granting Normal Trade Relations to China, we should
remember that withholding NTR would represent a deliberate move to destroy the
trade relationship.

Would this make Asia more stable? Would it advance our own national security
interests? Will it further human rights in China? The answer to all of these ques-
tions is “no.” It would deal a blow to one of the single most important common inter-
ests our two countries share. That would be short-sighted and unwise.

The most important dynamic in our relationship with China is to always frame
up the issues, our policies and our actions from the perspective of the “big picture,”
focusing on long-term consequences as well as short-term consequences. The long-
term view must always be our paramount view in dealing with China.

Chairman D’AMATO. Thank you very much, Senator Hagel, for
coming down and sharing your views with us. You remind us that
the challenge is a big one for the United States. It’s probably our
most important challenge as a world leader in this new century
and for this Commission and for the Senate to handle it appro-
priately to engage this country in a way that’s going to maximize
all the facets of the relationship and our own leadership and our
own economy and national security.

Senator HAGEL. Thank you.

Chairman D’AMATO. I look forward to seeing you again. Thank
you very much for coming.

We're going to be moving into our first panel, and as Chairman
I have—I'm engaging in a practice of asking various Commis-
sioners to organize and chair our various hearings. The Commis-
sioners Mulloy and Lilley have taken the responsibility of orga-
nizing this upcoming hearing, and I'm going to turn the gavel over
to Commissioner Mulloy to chair the rest of today’s events.

Thank you.

OPENING REMARKS OF CO-CHAIRMAN PATRICK A. MULLOY

Co-Chairman MULLOY. I am very pleased to have been asked by
Chairman D’Amato and my fellow Commissioners on the United
States-China Security Review Commission to co-chair, along with
Ambassador Jim Lilley, the Commission’s first public hearing.

Congress created this Commission last October for the purpose
of monitoring, investigating and reporting to it on, among other
things, the national security implications and impact of the bilat-
eral trade and economic relationship between the United States
and the People’s Republic of China. It is charged to provide its first
report to Congress by March 2002 on its findings, along with rec-
ommendations, if any, for legislative or executive action.

This bi-partisan Commission is composed of 12 Commissioners,
three of whom were appointed by each of the Congressional leaders
in both the House and the Senate. I feel fortunate to have been ap-
pointed by Majority Leader Daschle to take part in the work of the
Commission.

Now, to assist it in carrying out its duties the Commission has
planned out a series of hearings over the next several months to
hear testimony from a variety of witnesses on various aspects of
the U.S.-China relationship that we are tasked to examine by our
Congressional charter. We decided that we should begin our work
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by first taking a broad look at the rationale for our current trade
and investment policies toward China. We are very fortunate to
have assembled a group of quite distinguished witnesses today who
have very different views as to whether the economic policies we
now pursue toward China serve the long-run interests of our na-
tion.

Hearing these contrasting views on the issues we are charged to
examine will help this Commission sharpen its own inquiry and in-
ternal discussions.

Our first panel today is comprised of Mr. Richard Trumka, the
Secretary-Treasurer of the AFL—CIO; Mr. Gary Benanav, the Presi-
dent and CEO of the New York Life International Company; and
Mr. Robert Kapp, the President of the U.S.-China Business Coun-
cil.

Now, on our second panel we have The Honorable Charlene
Barshefskey, the former United States Trade Representative who
negotiated the November 1999 Bilateral Market Access Agreement
with China that prepared the way for China’s entry into the WTO
which could happen later this year. In addition to Ambassador
Barshefsky we feel very fortunate to have with us Admiral Joseph
W. Prueher who was our Ambassador to China from December
1999 through May of this year. Previously the Admiral served as
our Commander in Chief of the U.S. Pacific Command, so he brings
an expertise on China and national security matters that we very
much welcome.

This afternoon the Commission will hear from Mr. William
Wolman, the Chief Economist of Business Week Magazine, who is
accompanied by his wife and New York financial journalist Anne
Colamosca.

In addition other testimony will be presented by Professor Je-
rome Cohen, a Professsor of Chinese Law at New York University
Law School; Mr. Kevin Kearns, President of the U.S. Business and
Industry Council; and Rupert Hammond Chambers, President of
the U.S. Taiwan Business Council.

We appreciate very much the excellent prepared testimony that
witnesses have already submitted to the Commission, and we
thank all of our witnesses for taking time to come in and express
their views on the important matters that this Commission has
been charged by Congress to study.

Before I go through the procedures we’re going to follow, let me
turn to my co-chair, Ambassador Lilley and see if there’s anything
he wishes to say at this point.

[The statement follows:]

PREPARED STATEMENT OF CO-CHAIRMAN PATRICK A. MULLOY

I am very pleased to have been asked by Chairman D’Amato and my fellow Com-
missioners on the United States-China Security Review Commission to co-chair,
along with Ambassador Jim Lilley, the Commission’s first public hearing. Congress
created this Commission last October for the purpose of monitoring, investigating,
and reporting to it on, among other things, the national security implications and
impact of the bilateral trade and economic relationship between the United States
and the People’s Republic of China. It is charged to provide its first report to the
Congress by March 2002 on its findings along with recommendations, if any, for leg-
islative or executive action. This bipartisan Commission is composed of twelve Com-
missioners, three of whom were appointed by each of the Congressional leaders in
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the House and Senate. I feel fortunate to have been appointed by Majority Leader
Daschle to take part in its work.

To assist it in carrying out its duties, the Commission has planned a series of
hearings over the next several months to hear testimony from a variety of witnesses
on various aspects of the U.S.-China relationship that we are tasked to examine by
our Charter. We decided that we should begin our work by first taking a broad look
at the rationale for our current trade and investment policies toward China. We are
fortunate to have assembled a group of very distinguished witnesses today who have
very different views as to whether the economic policies we now pursue toward
China serve the long run interests of our Nation. Hearing these contrasting views
on the issues we are charged to examine will help this Commission sharpen its own
inquiry and discussions.

Our first panel today is comprised of Mr. Richard Trumka, the Secretary-Treas-
urer of the AFL-CIO; Mr. Gary Benanav, President and CEO of the New York Life
International Company; and Mr. Robert Kapp, the President of the U.S.-China Busi-
ness Council.

We have on our second panel the Honorable Charlene Barshefsky, the former
United States Trade Representative who negotiated the November 1999 bilateral
market access agreement with China that prepared the way for China’s entry into
the World Trade Organization, which could happen later this year. In addition to
Ambassador Barshefsky, we are very fortunate to have with us Admiral Joseph W.
Prueher who was our Ambassador to China from December 1999 through May of
this year. Previously, the Admiral served as Commander in Chief of the U.S. Pacific
Command so he brings an expertise on China and national security matters that
we very much welcome.

This afternoon the Commission will hear from Mr. William Wolman, the Chief
Economist of Business Week Magazine, who is accompanied by his wife and New
York Financial Journalist Anne Colamosca. In addition other testimony will be pre-
sented by Jerome Cohen, a Professor of Chinese Law at New York University Law
School; Kevin Kearns, President of the U.S. Business and Industry Council; and
Ruppert Hammond-Chambers, President of the U.S./Taiwan Business Council.

We appreciate the excellent prepared testimony these witnesses have submitted
and thank them for taking time to come in and express their views on the important
matters that this Commission has been charged by Congress to study.

Before I turn to Mr. Trumka, let me ask my co-chair Ambassador Lilley if there
is anything he wants to say at this time.

OPENING REMARKS OF CO-CHAIRMAN JAMES R. LILLEY

Co-Chairman LILLEY. Oh, just a few comments. It’s very odd for
me to be on this side being queried. It’s a new experience so bear
with me.

I think the one thing that becomes apparent is the contradictions
in China in the testimony that we’ve been getting and that we've
just gotten. I think one of the difficulties we have is to stay away
from anecdotal analysis, which tends to affect our objectivity on
China. This challenging testimony from a lot of very smart and ex-
perienced people is a revelation and is illuminating, and reflects
our problems in analyzing China. Some witnesses do a selling job,
some offer loaded reading, others reflect certain biases, some give
us objective facts.

These are very complex issues, as is spelled out in some of the
testimony and I think Senator Thompson said it very well when he
said this is not a game we’re playing, we've got to get it right. It’s
a life and death business and it’s the balance of trade and com-
merce with security, and the judgments we have to make on this
are key.

I'll just raise one question, which will probably come up, as a re-
sult of our testimony today. Is the dynamic of the Taiwan-China
commercial relationship strong enough to offset the security prob-
lems that everybody loves to talk about in mentioning flash points?
Is the economic dynamism more important than our security
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framework, are we living in the new era or do we need to put both
in balance?

So I just end on that note. Let’s proceed.

Co-Chairman MULLOY. Okay. Now, the procedures we’re going to
follow is each witness will have 10 minutes to make a prepared
statement. At that point the red light will go on and you should
cease your statements. Each Commissioner will then have seven
minutes to ask his questions and then the red light will go on and
we'll move on to the next Commissioner and we’ll alternate be-
tween Republican and Democratic appointees.

So if I could first call on Mr. Richard Trumka, Secretary-Treas-
urer of the AFL-CIO.

PANEL I: CURRENT U.S.-CHINA TRADE AND INVESTMENT POLICIES:
ImpACT ON THE U.S. ECONOMY

STATEMENT OF RICHARD L. TRUMKA, SECRETARY-TREASURER,
AMERICAN FEDERATION OF LABOR, AND CONGRESS OF INDUS-
TRIAL ORGANIZATIONS

Mr. TRUMKA. Thank you, Mr. Chairman, members of the Com-
mission. I want to thank you for the opportunity to speak to you
today on behalf of 13 million working men and women of the AFL—
CIO about U.S. trade investment policies toward China. This Com-
mission is charged with a very important task; to study, evaluate
and report to Congress on the economic and security implications
of a bilateral economic relationship between the United States and
the People’s Republic of China.

Our economic relationship with China is one of the most con-
troversial and complicated relationships that we have with any
country, and for good reason. The AFL-CIO recognizes that refus-
ing to engage with China is not an option in today’s interconnected
global economy. The question is thus not whether to engage with
China but how to engage with China. How do we trade with China
without sacrificing our own manufacturing sector and forcing work-
ers worldwide into a downward spiral for ever lower wages and
ever more aggressive assaults on worker rights? How do we invest
in China without providing unconditional support to a government
that routinely violates the human rights of its citizens? How do we
help reform its economy in a way that promotes freedom, not just
for the multinational companies that do business with China, but
for the ordinary Chinese men and women? Unfortunately the policy
options Congress and the Administration may employ to address
these difficult questions will be severely limited once China be-
comes a member of the World Trade Organization and enjoys per-
manent normal trade relations with the United States.

The AFL-CIO has supported a policy that maximizes the bene-
fits of trade and investment with China, but also recognizes the
risks of allowing rampant violations of human and worker rights
to go unchecked. WTO rules do not allow such a policy of respon-
sible engagement because they prohibit any linkage between trade
and human rights. Thus the already limited tools to which we have
access in the past to address violations of human rights and unfair
trade practices, tools such as our unilateral trade laws and annual
reviews, will no longer be available to use once China’s accession
to the WTO is complete.
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Last year, Mr. Chairman, we urged Congress not to grant perma-
nent normal trade relations precisely because we did not want to
give up the leverage while so many of our differences with China
remain unresolved, but we gave up this leverage even before the
commercial terms of China’s accession to the WTO were complete,
which is one of the main reasons we’ve had to endure nearly a year
of deadlock to hammer out an acceptable accession agreement with
the Chinese Government.

Now, many argue that these tools are unnecessary, that as U.S.
companies invest and produce more in China and as U.S. con-
sumers buy more goods made in China we will automatically be
contributing to the country’s economic development and political
opening by exporting American values. But these promised benefits
are far from guaranteed.

In fact, our own State Department reports that the human rights
situation in China deteriorated markedly in ’98, in '99 and again
in 2000, despite record growth in our trade and investment with
China over the same period. This environment of repression envel-
ops workers as well. The Chinese government continues to system-
atically deny workers their fundamental rights—universal human
rights defined in the ILO Declaration of Fundamental Principles
and Rights at Work as freedom of association, the right to organize
and bargain collectively, the right to reject child labor, refuse
forced labor, and to be free from discrimination in the work place.

Independent trade unions are illegal in China. Chinese workers
who try to form independent unions risk their jobs, their freedom
and sometimes their lives. U.S. multinationals directly profit form
this abuse.

Over the past year reports of labor protests, arrests and violence
have become more frequent as economic transformation and dis-
location have left many Chinese workers without jobs and without
any legal recourse to press their claims for compensation. As China
strugfgles to live up to its WTO obligations these pressures will in-
tensify.

Meanwhile, child labor and forced labor continue. Just this May
39 Chinese men died while performing forced labor at a prison run
mine when the coal shaft they were working in flooded. In March
of this year 42 people, including 38 children, were killed in an ex-
plosion at a school where children between the ages of 9 and 11
were forced to manufacture fireworks. Finally, China still refuses
to allow inspection by U.S. Customs officials of facilities suspected
of exporting prison labor products to the U.S. in direct violation of
numerous agreements already signed between the Chinese and
U.S. governments.

Our current trade and investment relationship with China,
marked by exploding flows of money and goods and increasing cor-
porate freedom on the one hand and the drastically unequal dis-
tribution of wealth and severe constraints on human freedom on
the other, has profound implications for our own economy and for
our national security. This Commission is uniquely positioned to
spell out these implications and to suggest policies to address them.

There are many aspects of our relationship with China that
merit your attention, but I want to focus my remarks on two: The
unique nature of our trade deficit with China and the impact of
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U.S. investment in Chinese export production on workers in the
U.S. and other countries. If we value human rights, and hope for
democracy and stability in China and the Asian region, the U.S.
must use our bilateral economic relationship to press the Chinese
government to pursue an economic development model that is
based on respect for workers’ rights and human dignity, not just
compliance with investor rights and WTO rules.

Our trade relationship with China is severely unbalanced and
still deteriorating. In 2000 our trade deficit with China continued
to break records, jumping more than 20 percent above the level in
1999 and zooming past the $80 billion mark. China replaced Japan
as the country with which we hold the largest single bilateral trade
deficit. Not only is our trade deficit huge and growing, but the ratio
of exports to imports is grossly lopsided. For every dollar of goods
we send to China, China sends more than six dollars worth of
goods to us. Figures this year show that despite the slowdown in
our economy our trade deficit with China is set to rise again and
may top $90 billion.

Just as exports can generate new jobs for American workers, im-
port competition often displaces American jobs. When consumer de-
mand is met with imports instead of domestic production, existing
jobs can be lost, and new manufacturing jobs are not created in the
U.S.

Since July of 2000 we’ve lost 675,000 manufacturing jobs in this
country. In fact, the ’90s boom is the only recovery in modern his-
tory during which we actually lost manufacturing jobs. This loss
means that we now have fewer manufacturing workers in the
United States than we did in 1965. These are good jobs, Mr. Chair-
man, family supporting jobs, and as U.S. workers lose manufac-
turing jobs due to imports they normally take a large cut in pay,
9 percent on average, when they’re lucky enough to find a new job.

Many people know that China enjoys a huge trade surplus with
the United States but they don’t know the goods that we buy from
China are not just inexpensive toys and clothes we see on the
shelves. In fact, in 2000 the two largest single categories of prod-
ucts we imported from China were electronics and machinery.

I assume, Mr. Chairman, that the red lights tells me that

Co-Chairman MULLOY. Yes. If you would want to finish up short-
ly and then we’ll move on to the next witness. Thank you, Mr.
Trumka.

Mr. TRUMKA. Other developed nations do not have the same kind
of lopsided trade that we do with China. While reliable figures on
international trade with China are hard to come by, statistics from
the International Monetary Fund show that the United States is
the single biggest market for China goods, buying anywhere from
25 to 50 percent of China’s exports to the world.

We import two to three times more from China than either Eu-
rope or Japan does, while Europe and Japan each export more than
we do to China. As a result, the European Union enjoyed a trade
surplus with China of almost $5 billion in 1999, and Japan had a
trade deficit with China of less than $20 billion, about a quarter
of our deficit.
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These figures show that U.S. consumers are a huge source of
growth for the Chinese economy and a significant source of hard
currency for the Chinese government.

The Commission must decide if the U.S. government should use
the leverage of our massively imbalanced trade relationship to sup-
port the Chinese people and press the Chinese government to re-
spect basic rights like freedom of speech and freedom of associa-
tion, or if this leverage should only be used to enforce WTO rules
and extract further concessions from our investors.

[The statement follows:]

PREPARED STATEMENT OF RICHARD L. TRUMKA

Mr. Chairman, members of the Commission, I thank you for the opportunity to
speak to you today on behalf of the thirteen million working men and women of the
AFL—-CIO about U.S. trade and investment policies toward China. This Commission
is charged with a very important task: to study, evaluate and report to Congress
on the economic and security implications of the bilateral economic relationship be-
tween the United States and the People’s Republic of China.

Our economic relationship with China is one of the most controversial and com-
plicated relationships we have with any country, and for good reason. The AFL-CIO
recognizes that refusing to engage with China is not an option in today’s inter-
connected global economy. The question is thus not whether to engage with China,
but how. How do we trade with China without sacrificing our own manufacturing
sector and forcing workers worldwide into a downward spiral of ever lower wages
and ever more aggressive assaults on worker’s rights? How do we invest in China
without providing unconditional support to a government that routinely violates the
human rights of its citizens? How do we help China reform its economy in a way
that promotes freedom, not just for the multinational companies that do business
with China, but for ordinary Chinese men and women? Unfortunately, the policy op-
tions Congress and the Administration may employ to address these difficult ques-
tions will be severely limited once China becomes a member of the World Trade Or-
ganization and enjoys Permanent Normal Trade Relations with the United States.

The AFL-CIO has supported a policy that maximizes the benefits of trade and
investment with China, but that also recognizes the risks of allowing rampant viola-
tions of human and worker’s rights to go unchecked. WTO rules do not allow such
a policy of responsible engagement, because they prohibit any linkage between trade
and human rights. Thus the already limited tools to which we had access in the past
to address violations of human rights and unfair trade practices, tools such as our
unilateral trade laws and annual reviews, will no longer be available to us once Chi-
na’s accession to the WTO is complete.

Many argue that these tools are unnecessary, and that as U.S. companies invest
and produce more in China, and as U.S. consumers buy more goods made in China,
we will automatically be contributing to the country’s economic development and po-
litical opening by “exporting American values.” But these promised benefits are far
from guaranteed.

In fact, our own State Department reports that the human rights situation in
China deteriorated markedly in 1998, in 1999, and again in 2000, despite record
growth in our trade and investment with China over the same period. According to
the State Department’s most recent human rights report for China, in 2000 “the au-
thorities were quick to suppress any person or group, whether religious, political,
or social, that they perceived to be a threat to government power or national sta-
bility, and citizens who sought to express openly dissenting political and religious
views live in an environment filled with repression.”

This environment of repression envelops workers as well. The Chinese govern-
ment continues to systematically deny workers their fundamental rights—universal
human rights defined in the ILO Declaration of Fundamental Principles and Rights
at Work as freedom of association, the right to organize and bargain collectively, the
right to reject child labor, refuse forced labor, and be free from discrimination in
the workplace.

Independent trade unions are illegal in China. Chinese workers who try to form
independent unions risk their jobs, their freedom, and sometimes their lives. U.S.
multinationals directly profit from this abuse. They can pay workers depressed
wages, force them to work long hours, and expose them to unsafe working conditions
without ever having to worry about organizing drives in their factories or the pros-
pect of facing independent worker’s representatives at the bargaining table.
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Over the past year, reports of labor protests, arrests, and violence have become
more frequent as economic transformation and dislocation have left many Chinese
workers without jobs and without any legal recourse to press their claims for com-
pensation. As China struggles to live up to its WTO obligations, these pressures will
only intensify.

Meanwhile, child labor and forced labor continue. Just this May, 39 Chinese men
died while performing forced labor for a prison-run mine when the coal shaft they
were working in flooded. In March of this year, 42 people, including 38 children,
were Kkilled in an explosion at a school where children between the ages of 9 and
11 were forced to manufacture fireworks. Finally, China still refuses to allow inspec-
tion by U.S. Customs officials of facilities suspected of exporting prison labor prod-
ucts to the U.S., in direct violation of numerous agreements between the Chinese
and U.S. governments.

Our current trade and investment relationship with China, marked by exploding
flows of money and goods and increasing corporate freedom on the one hand and
the drastically unequal distribution of wealth and severe constraints on human free-
dom on the other, has profound implications for our own economy and for our na-
tional security. This Commission is uniquely positioned to spell out these implica-
tions and to suggest policies to address them.

There are many aspects of our relationship with China that merit your attention,
but I would like to focus my remarks on two: the unique nature of our trade deficit
with China, and the impact of U.S. investment in Chinese export production on
workers in the U.S. and other countries. If we value human rights, and hope for
democracy and stability in China and the Asian region, the U.S. must use our bilat-
eral economic relationship to press the Chinese government to pursue an economic
development model that is based on respect for worker’s rights and human dignity,
not just compliance with investor rights and WTO rules.

Our trade relationship with China is severely unbalanced and is still deterio-
rating. In 2000, our trade deficit with China continued to break records, jumping
more than 20% above its level in 1999 and zooming past the $80 billion mark. China
replaced Japan as the country with which we hold the largest single bilateral trade
deficit. Not only is our trade deficit huge and growing, but the ratio of exports to
imports is grossly lopsided. For every dollar of goods we send to China, China sends
more than six dollars worth of goods to us. Figures for this year show that, despite
the slowdown in our economy, our trade deficit with China is set to rise again and
may top $90 billion.

Just as exports can generate new jobs for American workers, import competition
often displaces American jobs. When consumer demand is met with imports instead
of domestic production, existing jobs can be lost, and new manufacturing jobs are
not created in the U.S.

Just since July of 2000 we have lost 675,000 manufacturing jobs in this country.
In fact, the '90’s boom is the only recovery in modern history during which we actu-
ally lost manufacturing jobs. This latest loss means that we now have fewer manu-
facturing workers in the United States than we did in 1965. U.S. workers who lose
manufacturing jobs due to import competition take a pay cut of over 9% on aver-
age—when they are lucky enough to find a new job.

Many people know that China enjoys a huge trade surplus with the United
States, but they do not know that the goods we buy from China are not just the
inexpensive toys and clothes we see on store shelves. In fact, in 2000 the two largest
single categories of products we imported from China were electronics and machin-
ery. Tellingly, these are also the sectors in which we have been losing the most
manufacturing jobs. While our largest deficit with China is in electronics, some of
our largest surpluses with China are in raw materials like seeds, fertilizers, and
wood pulp. American companies are leaving to manufacture relatively high-tech
products in China and export them back to the U.S.

Other developed countries do not have the same kind of lopsided trade relation-
ship with China. While reliable figures on international trade with China are hard
to come by, statistics from the International Monetary Fund show that the United
States is the single biggest market for China’s goods, buying anywhere from 25 to
50% of China’s exports to the world. We import two to three times more from China
than either Europe or Japan does, while Europe and Japan each export more than
we do to China. As a result, the European Union enjoyed a trade surplus with
China of almost $5 billion in 1999, and Japan had a trade deficit with China of less
than $20 billion, about a quarter of our deficit.

These figures show that U.S. consumers are a huge source of growth for the Chi-
nese economy, and a significant source of hard currency for the Chinese govern-
ment. Since this trade relationship is not likely to become more balanced anytime
soon, the real question is how the U.S. will use the enormous leverage this trade
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relationship gives us. The U.S. International Trade Commission predicted that Chi-
na’s accession to the WTO will not improve our bilateral trade balance over the me-
dium term. What China’s accession to the WTO will do is make it much more dif-
ficult, although not impossible, to use this trade leverage to promote human rights
and democracy in China.

This Commission must decide if the U.S. government should use the leverage of
our massively imbalanced trade relationship to support the Chinese people and
press the Chinese government to respect basic human rights like freedom of speech
and freedom of association, or if this leverage should only be used to enforce WT'O
rules and extract further concessions for U.S. investors.

The second issue I would like to address is U.S. foreign direct investment in
China. Like our trade deficit, U.S. investment in China has been on the rise. In
1999, U.S. companies had $7.8 billion invested in China, up almost 20% from the
year before and nearly three times what the U.S. had invested in China in 1995.
During this same period, U.S. direct investment in manufacturing in China grew
even faster than overall direct investment. Total stock of U.S. investment in manu-
facturing in China nearly quadrupled from 1995 to 1999; and while investment in
manufacturing represented 46% of total investment in China in 1995, it now ac-
counts for more than 60% of our total investment in the country.

From 1995 to 1999 the total stock of U.S. investment in China grew twice as fast
as our foreign direct investment in the rest of the world. The picture for investment
in manufacturing is even starker, with U.S. investment stock in the manufacturing
sector in China rising three times as fast as our investment in this sector in the
rest of world. In fact, as the portion of total investment in China devoted to manu-
facturing has been growing during the second half of the 1990s, the share of manu-
facturing investment in total U.S. foreign direct investment to the world has actu-
ally been declining. In 1999, only 28% of our investment stock worldwide was in
manufacturing (compared to 62% in China).

This disproportionate rise in investment is directly linked to the rise in our trade
deficit. In China, many U.S. companies are manufacturing for export back to the
U.S. The sectors where we import the most from China, electronics and machinery,
are also the manufacturing sectors where U.S. companies invest the most. Invest-
ment in these two sectors increased five-fold from 1995 to 1999, together accounting
for more than two-thirds of all of our manufacturing investment in China.

It was only after the House passed permanent normal trade relations for China
last year that the news media began to report on the real motivations of the U.S.
companies that lobbied hardest for the new trade status. Companies such as GE,
IBM, and Motorola are much more interested in China’s WT'O membership as a way
to increase their use of China an export platform than they are in selling more
American-made goods to China. The day after the House vote, the Wall Street Jour-
nal reported, “this deal is about investment, not exports . . . U.S. foreign invest-
ment is about to overtake U.S. exports as the primary means by which U.S. compa-
nies deliver goods to China” (“House Vote Primes U.S. Firms To Boost Investments
in China,” The Wall Street Journal, May 25, 2000).

Increased U.S. investment in export manufacturing in China not only contributes
to our bilateral trade deficit, but also to a race to the bottom in labor standards
around the world. U.S. investors argue that the pay and working conditions in their
factories are much better than in other Chinese factories. Reports on the behavior
of U.S. investors in China reveal a much less rosy picture. In a report released last
year, the National Labor Committee found that American companies doing business
in China “continue to systematically violate the most fundamental human and
worker’s rights, while paying below subsistence wages.”

—Workers making Kathie Lee handbags for Wal-Mart at the Qin Shi factory, for
example, are forced to work 12 to 14 hours a day, seven days a week, with only
one day off a month. Yet after months of work, 46 percent of the workers actu-
ally owed money to the company. And when the workers protested these condi-
tions, 800 were fired.

—Nike workers at the Keng Tau Handbag company sew Nike bags and backpacks
from 8 a.m. to 10 p.m., with just one day off a month. Some workers earn as
little as 8 cents an hour. Factory managers instructed workers not to punch
their time cards for night or Sunday work, to hide the illegal overtime.

—When workers making New Balance sneakers at the Lizhan factory went on
strike to protest the grueling overtime and low pay, they were all fired. Factory
management explained to the remaining workers that they would not tolerate
unions, strikes, bad behavior, or the raising of grievances.

—Finally, in a white paper distributed to Chinese government officials, the Amer-
ican Chamber of Commerce in China actually advised the Chinese government
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to cut labor costs, because the “high labor costs ha[d] already discouraged some
potential investors.”

It is clear that American companies doing business in China are not just “bringing
American values” to China. Some investors unscrupulously take advantage of the
lack of worker’s rights, and all investors, no matter how noble their intentions, di-
rectly profit from the official suppression of worker’s rights in China. As long as
Chinese workers are systematically denied their fundamental rights to organize and
bargain collectively, Chinese workers will not enjoy their fair share of the bounty
of new investment, and the price of Chinese labor and thus Chinese goods will be
artificially depressed.

The denial of worker’s rights in China does not just affect the livelihoods of Chi-
nese workers. It creates a standard of treatment so low that workers in the U.S.
and other countries simply cannot compete. Redirection of manufacturing invest-
ment from the U.S. to China and the resulting job loss for American workers is a
familiar story, but the more immediate victims of China’s accession to the WTO and
aggressive penetration of global markets may be those workers in other developing
countries who are struggling to exercise their core rights, demand a fair wage, and
secure decent working conditions.

Once China becomes a WTO member, developing countries that respect worker’s
rights and thus pay higher wages will be scrambling to compete with China. This
will only be exacerbated with the expiration of the textile and apparel quota system
(the Multi-Fiber Arrangement) in 2005. As foreign investors leave other developing
countries that respect worker’s rights to take advantage of China’s potent combina-
tion of guaranteed access to rich markets and a disenfranchised and vulnerable
work force, developing country workers that have fought successfully for recognition
of their fundamental rights will suffer the most.

An article in the Korea Times that appeared shortly after Congress’s grant of per-
manent normal trade relations to China voiced this concern, “Multinational corpora-
tions are only turning China into a low wage production base. How can Korea, with
its high wage structure, compete with China?” Mexico’s border assembly plants
(maquiladoras) are losing thousands of apparel jobs to China in anticipation of Chi-
na’s WTO accession (“Economic Changes Said Leading to Loss of Border Jobs,” Asso-
ciated Press, June 5, 2001).

The trade and investment relationships that I have outlined are profoundly trou-
bling. Whether you are a worker in Detroit or Beijing or Seoul, China’s pending ac-
cession to the WTO and permanent normal trade relations status present an uncer-
tain future. Workers in all three countries may face economic dislocation, mistreat-
ment on the job, and threats to their rights. Workers in China face even graver
challenges: if they attempt to organize an independent union, and bargain with
their employers for better pay and working conditions, will they be arrested and
jailed without trial? If they dare to criticize the government or join with others to
promote political reform, will they be risking their freedom and even their lives?
Most importantly, if they take these risks—risks that must be taken if China is
going to develop a mature economy and a vibrant democracy—who will lend them
support? Many U.S. investors have more economic interest in stability and docility
than in democracy and freedom; when these goals come into conflict, the U.S. gov-
ernment will have to decide whether to support our investors’ desire for profit or
the struggles of the Chinese people.

It is in the interests of the United States to promote sound economic development
and a just and open political system in China. But unfettered trade and investment
alone will not bring equitable, sustainable, or democratic development to China.
They have not done so in the past, and they will not do so in the future.

We must use the leverage of our trade relationship and the influence of our inves-
tors to support the rights of Chinese workers and citizens, and to challenge the Chi-
nese government to participate in a serious dialogue about reform. This challenge
will only be taken seriously if it is backed by the threat of economic consequences,
just as WTO rules are backed up by economic consequences. This challenge will only
be productive if it is focused on allowing the Chinese people to exercise their funda-
mental human rights, both in the workplace and outside of it, and aims at opening
up the space for democracy in China. I hope this Commission will recommend new
policy tools aimed at fostering such responsible engagement with China.

Thank you for this opportunity to present the views of the American labor move-
ment on this important issue. I look forward to your questions.

Co-Chairman MULLOY. Mr. Trumka, thank you very much. Now,
I want you to know that your whole statement will be in the record
of the Commission, and most Commissioners, I think, took time to
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read all of these statements, so you can be assured that we're fa-
miliar with everything you had to say.
Mr. TRUMKA. Thank you, Mr. Chairman, I appreciate that.
Co-Chairman MULLOY. Mr. Benanav?

STATEMENT OF GARY BENANAV, CHAIRMAN AND CHIEF EXECUTIVE
OFFICER, NEW YORK LIFE INTERNATIONAL

Mr. BENANAV. Thank you, Mr. Chairman and members of the
Commission. I'm the Chairman and CEO of New York Life Inter-
national and Vice-Chairman of New York Life Insurance Company.
In addition to my corporate responsibilities I serve as the Chair-
man of the U.S. Committees of the Pacific Basic Economic Council,
known as PBEC-US, and the Pacific Economic Cooperation Coun-
cil, known as US-PECC. I appreciate this opportunity to appear
before you during the first open hearing of the U.S.-China Security
Review Commission.

I'll summarize my remarks and ask that my formal statement be
made part of the record.

Co-Chairman MULLOY. It will be.

Mr. BENANAV. As our nation embarks on the new millennium the
rapid economic and political evolution of the People’s Republic of
China will remain among the most critical international variables
for us to consider.

It’s my strong belief that we must find a way to deal with China,
which advances American national interests while recognizing that
both countries’ political and economic security are inexplicably
linked. Over 30 years ago President Nixon and Henry Kissinger
were at crossroads; isolate or integrate with China. I think we all
know that they chose the integration path and since that time
Presidents and Congresses have had the challenge of how to inte-
grate, not whether to integrate.

My company and its policyholders and employees, like workers
and farmers and businesses throughout the country, have a great
deal at stake in the way that we as a nation deal with China and
the Chinese people.

I'd like to cover three areas in my testimony: The challenge of
compliance which China’s WTO accession will present, the effects
of economic engagement with China, and an assessment of China’s
domestic political evolution.

Mr. Chairman, as Representative Levin, noted in his March 6th
speech at the Center for Strategic and International Studies,
“When China ultimately does accede to the WTO, our work will not
have ended, it will have just begun.” The business community is
under no illusion about China’s WTO accession.

WTO implementation will not be easy or automatic, just as nego-
tiations between the United States and China were neither easy
nor automatic, and the battles for WTO compliance will recur.

It will not be easy because Chinese institutions in many manu-
facturing and service sectors are still in their formative stages and
have not been exposed to competitive market forces. This is cer-
tainly true of the insurance industry where the legal structures for
regulation are less than a decade old and the China Insurance Reg-
ulatory Commission is only three years old.
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It will not be automatic because China has not yet developed the
full range of institutions needed to underpin the efficient oper-
ations of a competitive marketplace. In many cases China’s imple-
mentation of its market opening commitments will trigger social
and economic dislocations and associated adjustment costs. The
Chinese recognize this and are prepared to take those pains for the
benefit that WTO will bring to them. Government, business and
NGOs must be prepared to monitor China’s implementation of its
WTO commitments and must be willing to work with determina-
tion with our counterparts in China to help increase the institu-
tional capacity of China to meet its WTO obligations.

The issue of institution building is critical to China’s ability to
live up to its market opening commitments. In his recent book “The
World Economy: A Millennial Perspective”, Angus Madison has
identified one of the central factors for successful economic growth,
namely the development of strong legal protections for property
rights and the establishment of institutions that foster entrepre-
neurial activity.

China certainly doesn’t lack entrepreneurial spirit. If you've ever
walked the Bund in Shanghai or visited a factory in Guangzhou or
talked to students at Beijing University, you know the natural en-
trepreneurial spirit of the Chinese people. But China does lack the
institutional foundations on which that entrepreneurial spirit can
flourish.

Professor Waldron at the American Enterprise Institute has writ-
ten eloquently on this point describing his concern, that China’s
economic growth “rests on shaky foundations—and these grow
more shaky, not less, as the growth continues in a political and in-
stitutional vacuum.” And I share Professor Waldron’s concern.

Building institutional capacity is essential if China is to meet
successfully the challenge of implementing its WTO commitments.
If we can assist the development of durable rules of law in China
one can only imagine how much more entrepreneurial the Chinese
people could be. That’s why New York Life, like many other compa-
nies in trade industry associations, has been actively helping to
train Chinese officials about international standards and providing
information about the changes needed in Chinese law to meet WTO
obligations.

Mr. Chairman, it’s in everyone’s interest that China grow in a
balanced manner, in a manner that promotes its own internal sta-
bility and furnishes a market for other countries. Experience points
to the key requirements for balanced growth. First and foremost is
a system of contractual and intellectual property that allows people
to accumulate capital. Developed countries that have advanced eco-
nomically while maintaining social stability have this in common.
China’s high domestic savings rate, nearly 40 percent of GDP, al-
lows for significant accumulation of capital.

The second requirement is an efficient and multifaceted financial
system, which mobilizes savings and channels them efficiently by
offering a range of investment products. In addition, the middle
class requires financial instruments that permit individuals to
manage risks by pooling their resources.

Foreign insurance and other financial service firms provide a
source of expertise, backed by capital resources, needed to meet
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these two requirements. By participating in the Chinese market,
U.S. firms furnish the institutional prerequisites for balanced
growth in China, while increasing value for their U.s. shareholders.

The world community has devised institutions to form a system
of multilateral rules based on cooperation. The result is a set of
building blocks for a global system that can secure and sustain po-
litical and economic stability. China needs to have a stake in this
global system if it’s to realize its growth potential and expand its
middle class.

Moreover, the more China is rooted in the international rules-
based trading system the greater the cost to China’s own economy
of taking political or military steps that undermine this system. In
short, China’s stake in the smooth operation of a global economic
system and the interdependence of the global system act as con-
straints on China’s ability to adopt political or military postures
that will have the consequence of slowing down or damaging its do-
mestic economic growth opportunities, or at the extremes even im-
poverishing its own people.

During last year’s debate on PNTR, several commentators pre-
dicted that opening China’s domestic market would inevitably lead
to the opening of China’s domestic political systems.

I don’t believe that this is an issue of simple cause and effect.
Open economic systems do not, in and of themselves, inevitably
lead to open political systems. But I do believe that without an
open economic system there can be no hope of developing an open
political system. As China moves towards a more open, less cen-
trally controlled economy, the government will play a diminished
role in the operation of the market. A more open economy will
stimulate the growth of the private sector. Trade liberalization will
allow foreign competition and challenge the efficiency of state
owned enterprises. This is exactly what is happening in the insur-
ance sector in China today.

But the effect goes beyond the economic arena. The energized
private sector and expanded middle class in China is already dem-
onstrating increased interest in democratic structures and under-
standing of international norms and values.

I also believe that increased private sector activity will put addi-
tional pressure on the People’s Liberation Army to follow through
on President Jiang’s mandated reforms. For this reason we need to
support wider interaction between civil society groups in both coun-
tries.

U.S. businesses can also help shape a stable and prosperous
China by bringing to the Chinese economy their corporate values,
world class standards for treatment of workers, commitment to
safety in the work place, codes of conduct for business operations,
and support for the rule of law and campaigns against fraud and
corruption. I believe that the infusion of international standards
and values into the Chinese economy will influence the opening of
China’s political process in a positive manner.

I want to emphasize three points in closing:

First, we must devise a long-term framework for U.S.-China rela-
tions which advances our national interest while recognizing that
both countries’ political and economic security are inextricably
linked.
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Second, we must in the near term complete China’s WTO acces-
sion, monitor China’s implementation of its WTO commitments,
and work with China to build its capacity to comply with WTO ob-
ligations.

Finally, to be successful in both the near and long-term we must
establish a political consensus domestically that trade with China
is a win-win proposition economically and politically for the United
States, China and the entire Asia Pacific region.

Thank you, Mr. Chairman.

[The statement follows:]

PREPARED STATEMENT OF GARY BENANAV

Mr. Chairman, members of the Commission, I am Gary Benanav, the Chairman
and CEO of New York Life International and Vice-Chairman of the New York Life
Insurance Company. In addition to my corporate positions, I serve as the Chairman
of the U.S. Committees of the Pacific Basin Economic Council (PBEC-US) and the
Pacific Economic Cooperation Council (US-PECC). I appreciate this opportunity to
appear before you during the first open hearing of the U.S.-China Security Review
Commission.

Mr. Chairman, there is no need to outline for the Commission the fundamental
importance of the issues Congress has asked you to consider. As our nation embarks
on a new millennium, the rapid economic and political evolution of the People’s Re-
public of China will remain among the most critical international variables for us
to consider.

Any evaluation of issues affecting our immediate and long-term national security
and economic prosperity must include China. It is my strong belief we must find
a way to deal with China which advances our national interests while recognizing
that both countries’ political and economic security are inextricably linked.

In managing the international business of New York Life, I find myself regularly
involved in debates on various public policy issues that have a significant bottom-
line effect on our company and to our policyholders. Our country’s current trade and
investment policies toward China and China’s entry into the WTO certainly fall into
a high priority category for my company. My company and its policyholders and em-
ployees, like workers, farmers and businesses throughout our county have a great
deal at stake in the way we as a nation deal with China and the Chinese people.

This morning, I would like to cover three areas in my testimony. First, I will ad-
dress the challenge of compliance which China’s WTO accession will present. Sec-
ond, I will discuss the effects of economic engagement with China and China’s entry
into the global economic system. Finally, I would like to conclude with an assess-
ment of China’s domestic political evolution.

The Challenge of Compliance

Mr. Chairman, as Representative Sandy Levin noted in his March 6 speech at
CSIS, “when China ultimately does accede to the WTO, our work will not have
ended, it will just have begun.” The business community is under no illusions about
China’s WTO accession. WTO membership will represent a substantial and signifi-
cant opening of China’s domestic market and will have far-ranging domestic eco-
nomic and political consequences for China. In many cases, China’s implementation
of its market opening commitments will trigger social and economic dislocations and
associated adjustment costs.

WTO implementation will not be easy or automatic, just as the negotiations be-
tween the United States and China were neither easy nor automatic.

The transition to a market economy will not be easy because Chinese institutions
in many manufacturing and services sectors are still in their formative stages and
have not been exposed to competitive market forces. This is certainly true of the in-
surance industry, where the legal structures for regulation are less than a decade
old, and the China Insurance Regulatory Commission is only three years old.

The transition to a market economy will not be automatic because China has not
yet developed the full range of institutions needed to underpin the efficient oper-
ation of a competitive marketplace. China’s trading partners will need to be vigilant
and work with patient determination to ensure compliance with WTO agreements.
Government, business, and NGOs must be prepared to monitor China’s implementa-
tion of its WTO commitments and must be willing to work with our counterparts
in China to help increase the institutional capacity of China to meet its WTO obliga-
tions.
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The issue of institutional building is critical to China’s ability to live up to its
market opening commitments. In his recent book, The World Economy: A Millennial
Perspective, Angus Madison has identified the central factors in a county’s growth.
He concludes that societies achieving successful economic growth have tended to de-
velop stronger legal protections for property rights and to build institutions that fos-
ter entrepreneurial activity.

China does not lack entrepreneurial spirit. If you have ever walked the Bund in
Shanghai or visited a factory in Guangzhou or talked to students at Beijing Univer-
sity, you know the natural entrepreneurial spirit of the Chinese people. But China
%Oes'li(:k the institutional foundations on which that entrepreneurial spirit can

ourish.

In a recent AEI (American Enterprise Institute) paper, Professor Waldron writes
eloquently on this point describing his concern that China’s economic growth “rests
on shaky foundations—and these grow more shaky, not less, as that growth con-
tinues in a political and institutional vacuum.” I share Professor Waldron’s concern.

Mr. Chairman, if we can assist the development of durable rule of law intuitions
in China, one can only imagine how more entrepreneurial the Chinese people could
be. New York Life, like many other companies and trade and industry associations,
has been active in training Chinese officials about international standards and pro-
viding information about the changes needed in Chinese law to meet WTO obliga-
tions. Building institutional capacity is essential if China is to meet successfully the
challenge of implementing its WTO commitments.

Effect of Economic Engagement

Mr. Chairman, globalization presents the United States and China an opportunity
to cooperate to achieve greater economic growth in both countries. Current condi-
tions in the U.S. economy have tangible effects on the domestic economies of our
trading partners. In the same vein, conditions in China’s domestic economy influ-
ence growth in the Asia Pacific region and globally. It is in everyone’s interest that
China grows in a balanced manner, a manner that promotes its own internal sta-
bility and furnishes a market for other countries.

China’s Domestic Economy

For balanced political and economic growth, China needs to encourage the expan-
sion of its middle class. This group will stimulate the robust domestic demand need-
ed for long term growth of the Chinese economy. China’s long term economic devel-
opment cannot be achieved simply through growing exports to the markets of its
trading partners.

Experience points to the key requirements for balanced growth and a middle
class. First and foremost is a system of contractual and intellectual property rights
that allows people to accumulate capital. Developing countries that have advanced
economically while maintaining social stability have this in common. China’s high
domestic savings rate, about 40 percent of GDP, allows for accumulation of signifi-
cant amounts of capital.

The second requirement for balanced growth is a sophisticated financial system,
which mobilizes savings and channels them efficiently by offering a range of invest-
ment products. In addition, a burgeoning middle class requires financial instru-
ments that permit individuals to manage risk by pooling their resources.

Foreign insurance and other financial services firms provide a source of expertise,
backed by capital resources, needed to meet these two requirements. By partici-
pating in the Chinese market, U.S. firms furnish the institutional prerequisites for
balanced growth in China, while increasing value for their U.S. shareholders. This
is an important contribution to the process of drawing China into the world eco-
nomic community.

China and the World Economic System

Mr. Chairman, most nations of the world have realized that joining the global eco-
nomic system brings political and economic stability and prosperity. Those that have
not participated in the world economic system, either by choice, by chance or by mis-
management, find the cost of staying outside the system is accelerating every year.

The world community has devised institutions, some more formal and developed
than others, to form a system of multilateral rules-based cooperation. The result,
although a sometimes bewildering array of acronyms, is a set of building blocks for
a global system which can secure and sustain political and economic stability. China
needs to have a stake in this global system if it is to realize its full growth potential.

Moreover, the more China is rooted in the international rules-based trading sys-
tem, the greater the cost to China’s own economy of taking political or military steps
that undermine the system. In short, China’s stake in the smooth operation of the
global economic system and the interdependence the global system creates, act as
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a constraint on China’s ability to adopt political or military postures that will have
the consequence of slowing down or damaging its domestic economic growth oppor-
tunities.

There is no doubt the deeper integration of China in the global economy serves
U.S. national security and economic interests. China’s membership in the WTO is
one important element in the overall process of rooting China more firmly in the
international rules-based system.

China’s Domestic Political Evolution

Mr. Chairman, last year our country undertook a national debate on the merits
of granting China permanent normal trading relations (PNTR) as part of the WTO
accession process. During that debate, several commentators predicted opening Chi-
na’s domestic market would inevitably lead to the opening of China’s domestic polit-
ical system.

I do not believe this is an issue of simple cause and effect. Open economic systems
do not, of and in themselves, inevitably lead to open political systems. But I do be-
lieve that without an open economic system there can be no hope of developing an
open political system. As China moves towards a more open, less centrally con-
trolled economy, the government will play a diminished role in the operation of the
market. A more open economy will stimulate the growth of the private sector. Trade
liberalization will allow foreign competition and challenge the efficiency of state
owned enterprises. This is exactly what is happening in the insurance sector in
China today.

But the effect goes beyond the economic arena. The energized private sector and
expanded middle class in China already is demonstrating increased interest in
democratic structures and understanding of international norms and values. For
this reason, we all need to support wider interaction between civil society groups
in both countries.

Many variables affect the evolution of political systems. We cannot control the
evolution of any one political system. But we can influence the direction any par-
ticular country will take.

I mentioned earlier in my statement that opening China’s market would not be
automatic. It will take effort on China’s part and vigilance on our part. I believe
this is a safe prediction for me to make. I also believe increased private sector activ-
ity will put additional pressure on the Peoples Liberation Army to follow through
on President Jiang’s mandated reforms requiring the military to shed its business
operations. That also is a safe prediction, and it will be a healthy result for both
the United States and China.

The leaders of China face the monumental task of constructing a productive, sta-
ble future for the world’s largest nation. China’s future will determine in no small
measure the future of the entire Asia Pacific region. To shape a stable and pros-
perous future for itself, China must engage in the rules-based institutions formed
by the community of nations and must commit domestically to the formation of a
robust middle class. U.S. business can contribute to both of those efforts, to the ben-
efit of both nations.

In particular, American and other foreign businesses will bring to China their cor-
porate values, which include among others, standards for treatment of workers,
commitments to safety in the workplace, codes of conduct for business operations,
support for rule of law and campaigns against fraud and corruption. The presence
of foreign firms in China will increase and accelerate the pace at which inter-
national business standards, transparency and accountability permeate the Chinese
economy. This infusion of international standards and values will influence the
opening of China’s political processes in a positive manner.

I want to emphasize three points in closing.

—In the long term, we must devise a framework for U.S.-China relations which
advances our national interests while recognizing that both countries’ political
and economic security are inextricably linked.

—In the near term, we must complete China’s WTO accession, monitor China’s
implementation of its WT'O commitments and work with China to build its ca-
pacity to comply with WTO obligations.

—To be successful in the near and long term, we must establish a domestic polit-
ical consensus that trade with China is a win-win proposition, economically and
politically for the United States, China and the entire Asia Pacific region.

Thank you, Mr. Chairman.

Co-Chairman MULLOY. Thank you, Mr. Benanav.
Mr. Robert Kapp, please.
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STATEMENT OF ROBERT A. KAPP, PRESIDENT, UNITED STATES-CHINA
BUSINESS COUNCIL

Mr. Kapp. Thank you, Chairman Mulloy. Friends, I've asked you
to wade through a long piece of testimony, and I even attached
some reading, so I won’t perhaps take all of my time in this oral
section of the meeting.

Let me just say a few things without reading from the text and
then we can move to a discussion.

We've all noted that in the last few days the United States and
China appear to have reached agreement in Shanghai on the five
principal remaining issues that stood in the way of American sup-
port for China’s accession to the WTO. We don’t have all the details
on exactly what was agreed to yet. The briefings are now going on
on the Hill and elsewhere.

I do think that this last round of discussion between Ambassador
Zoellick and his Chinese counterpart is a reminder of the fact that
with intense effort, concentrated attention, mastery of the facts,
and a real commitment to engage, it is possible for the United
States and China to find common ground even in areas of signifi-
cant dispute. I think we should all take heart from the fact that
in spite of the problems that have beset this relationship for so
long, and again in recent months, the two sides were able to turn
their attention in a very business like way to resolving these dif-
ficult issues and were successful in doing so.

The purpose of my testimony today was to attempt, at the begin-
ning of your work, to raise broader issues of context. This hearing
has occasioned for me a fair amount of thinking and reading, and
I have been struck by the rigidity of so many of the positions that
have been taken on the issues that you will be taking up. My hope
in raising these contextual issues before turning to the questions
that Commissioner Mulloy asked me to address was that I could
at least introduce into your dialogue some sense of the richness of
the debates and the discussions that are already out there.

The readings that I have appended are items that I felt perhaps
were most important to bring into the arena at this time, as were
the readings that I put into a list of suggested offerings that I hope
the Commission might want to find time to acquire and members
might have a chance to look at.

I do feel that to answer the question, “Is it good for the national
security or not?” without first addressing key questions of defini-
tion at the beginning of the Commission’s work was to put the cart
a litlt{le bit before the horse; I tried to speak to that in my first re-
marks.

I might also say that the U.S.-China Business Council is a pri-
vate, non-profit, 501(c)(6) organization. All Council money comes
from annual corporate memberships, except for a little bit of money
earned from Council events or from interest accrues in the bank.
I hope that all witnesses before the Commission will be equally
forthcoming as to their funding sources. I speak as the representa-
tive of the Council and not of any one company. It is in the nature
of our organization that we are not party to individual corporations’
decision making and deal making with regard to the way they pro-
ceed with China. So, even if I wanted to, I am not able to discuss
the nuisances or the subtleties or the details of individual corporate
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engagements that have been made with China on particular prod-
ucts or anything of that sort.

Some of you, of course, have followed the case of Taiwan for
many years, and as I thought about Taiwan’s trade with the world
and China’s trade with Taiwan, it did occur to me that we should
at least ask ourselves whether on this, as on so many other things,
Taiwan offers a sort of glimpse of what could be in China. I think
the business community’s tendency, as you've seen in my testimony
is to take the glass as more than half full as the observation of re-
ality. Business people are on the ground in China. They look
around at what it was like doing business there 20 years ago and
they see a China that is unthinkably different, and mostly in posi-
tive ways. They perceive that the Chinese situation will get even
more positive with WTO, though it will take time for all of the
things that China has agreed to be fully implemented.

Mr. Benanav has said, and I would agree, that we need to be a
part of that effort, as the Europeans and others are, to help the
Chinese to become fully compliant in their WTO commitments as
rapidly possible. But our broad sense is that indeed this place is
changing in many, many ways for the better, and would have
changed far less for the better had it not been for the basic decision
to become a part of the world economy, as well as the decision by
American and other private sector enterprises around the world to
engage with China in those terms.

So we see in many ways harmonization and convergence. An ex-
ample would be the labor market. I don’t mean to offend Richard
Trumka here when I speak of the labor market. By contrast to the
earlier Chinese situation in which American companies used to find
themselves completely unable to engage in at all because all hiring
and firing and labor allocation was handled by the government,
there is now in fact a much more functioning labor market in
which Chinese people can look for jobs, choose their jobs, and relo-
cate for jobs, while employers in some cases they can hire and can
also dismiss in ways formerly beyond their prerogatives.

My point is that with China’s growing economy, rising living
standards, and growing markets, and with China’s growing accli-
matization to the standards and habits that tend to govern eco-
nomic behavior in the developed nations and in market countries
around the work, I think American business generally feel, that
while there are many difficulties out there and plenty of people you
don’t like very much, China has come a long way already and will
move even more rapidly now in the direction of commonly accepted
standards that we find compatible and congenial, not just commer-
cially but also ethically and we hope over the long haul legally. So
in that sense I find Taiwan to be an example that is worthy of at-
tention.

Taiwan has made an impressive transition from a one-party Len-
inist state borne out of the same revolutionary impulse as the Chi-
nese Communist Party, and has moved over 50 years from tragedy
and excess to something that every American celebrates, and we
should ask ourselves as we go on whether there are lessons to be
learned about China’s future from this as well.

Co-Chairman MULLOY. I will have someone check.

Mr. Kapp. I will say one more thing before we finish.
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Our Council is primarily in the business of helping companies
figure out the answers to their questions in China and navigate the
difficult and sometimes opaque Chinese landscape.

But I did intentionally mention our U.S.-China Legal Coopera-
tion Fund at the beginning of my testimony. I mentioned that cor-
porate members of the Council have contributed to a small, but we
think constructive, effort to support bilateral U.S.-China programs
in the broad area of the rule of law. Our programs are covering,
as I mentioned, legal concerns ranging from translation of legal dic-
tionaries, to WTO preparation, to legal services for the poor, even
importantly two grants in the area of in the compatibility of Chi-
nese labor laws and regulations with international standards.

My point is that in the work of the Legal Cooperation Fund, and
in the digital video conference series that I've enjoyed conducting
this spring with our friends in Shanghai to help bring American ex-
pertise to an important audience in China on WTO issues and
WTO compliance, we see examples of what all Americans, in the
Congress, in the private sector, and in every part of civil society
could and should become involved in.

We have a lot of work we can do with China. The Chinese wel-
come it. It is in our interest as a nation and it is in our interest
as Americans, I think, to engage as heavily as possible. And if any-
one wants to discuss these experiences that we’ve had, with a view
towards perhaps starting programs of your own, we would be
happy to share what we’ve learned with you.

Thank you.

[The statement follows:]

PREPARED STATEMENT OF ROBERT A. KAPP

Ambassador Lilley, Commissioner Mulloy members of the Commission: Thank you
for inviting me to appear today before the first full hearing of the U.S.-China Secu-
rity Review Commission. I look forward to a productive discussion with you.

I. INTRODUCTION AND PRELIMINARIES

I am Robert Kapp, president of the U.S.-China Business Council. Founded in 1973
at the instance of key Nixon Administration officials at the beginning of modern
contact between the United States and the People’s Republic of China, the Council
is the principal organization of U.S. companies engaged in trade and investment
with China. The Council (www.uschina.org) currently serves approximately 230
leading companies, of all sizes, from headquarters in Washington and field offices
in Beijing and Shanghai.

The Council is an independent, nonprofit, nonpartisan business association incor-
porated under Section 501/c/6 of the Internal Revenue Code. Its funds come pri-
marily from corporate memberships. The Council receives no financial support from
any government and no money from private foundations or individual donors. Con-
trary to recent published reports, the Council provides no political support, financial
or otherwise, to any incumbents or candidates for public office, and no one associ-
ated with the leadership of the Council, whether salaried staff or members of the
Council’s Board of Directors, provides support to any political figures in his or her
Council capacity.

The Council’s education and research arm, The China Business Forum (501/¢/3)
is the home base for The U.S.-China Legal Cooperation Fund. The Fund, created
on the 25th anniversary of the U.S.-China Business Council in 1998 with charitable
donations from a number of Council member companies, awards grants for joint
U.S.-China programs in the field of law, in keeping with the 1997 and 1998 agree-
ments of Presidents Clinton and Jiang Zemin to develop bilateral legal affairs co-
operation. Fund grants have supported worthy projects including legal services for
the indigent, research on the compatibility of Chinese labor law with international
standards, dictionary translation projects, and improvement of Chinese administra-
tive legal process, and improvement of Chinese compliance with WTO requirements,
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to name a few. The Fund represents a corporate commitment to the long-term devel-
opment of a more stable and productive U.S.-China relationship in the much-dis-
cussed area of “Rule of Law” at a time when the United States Congress has repeat-
edly refused to make available public funds for such positive U.S.-China coopera-
tion.

II. THE U.S.-CHINA SECURITY REVIEW COMMISSION: THE WORK AHEAD

The establishment of this Commission by Congress last year, just as the Congress
completed its historic and spirited debate on the provision of full WT'O-member
treatment to China upon China’s accession to WT'O membership, is a reminder of
the importance that members of Congress have from time to time attached to the
progress of U.S. relations with China. I wish the Commission well in its pursuit of
a balanced, broadly informed understanding of the issues dealt with in its Congres-
sional mandate. Before turning to the questions suggested to me in Commissioner
Mulloy’s invitation to appear at this hearing, I would like respectfully to offer the
Commission a few reflections.

The work of this Commission will not take place on a blank slate. Everything
about this endeavor is rooted in larger contexts—historical, technological, economic,
and political. From each of these contextual perspectives, a great body of research,
writing, and practice has emerged over the years. I hope that Commissioners who
have not spent much time in the past in these broader avenues of inquiry will do
so now. In particular, I hope that Commissioners will want to establish a broad
grasp on the wider issues of which the Commission’s work is a part, clearly estab-
lish the Commission’s starting assumptions and the boundaries of its concerns, and
then proceed with a fairly strict sense of where it is headed. That way, the work
of the Commission could contribute meaningfully to a larger and longer policy dis-
course.

III. DEFINING THE GIVENS

Permit me respectfully to discuss a few of the starting points that I hope the Com-
mission will address in the early days of its work, so that its continuing efforts and
its later recommendations are based in meaningful contexts:

A. How does the Commission define “U.S. national security”? Does the term solely
denote military strength in relation to threats or enemies? Does it include concepts
of economic strength? Does it take into account multilateral as well as bilateral per-
spectives? The meaning of “national security” is less self-evident than it is some-
times said to be. The Commission should define its terms.

B. I would hope that the Commission would consider whether carefully executed
policies of dispute management, tension reduction, and positive cooperation with
China are feasible and would contribute to the U.S. national security. That is to say,
does the Commission believe that “engagement” with China offers the possibility of
greater security for the United States or not.

C. As it views U.S.-China relations from the standpoint of its chosen definition
of national security, will it view U.S.-China relations only bilaterally, or in multilat-
eral context? This Commission is a “U.S.-China” Commission. Some apparently bi-
lateral U.S.-China issues, including security issues, may actually be narrowly de-
fined cases of more transcendent problems relevant to many nations: export con-
trols, trade policies, for example. Will the Commission concentrate entirely on
China? How will the Commission blend its mandated bilateral focus with the actual-
ities of globalized economic, strategic, environmental, and technological life?

D. What does the Commission see when it looks at China? Zbigniew Brzezinski
writes, in “Living with China,” (The National Interest, Spring 2000):

It follows that the United States, in defining its longer term China policy and in
responding to the more immediate policy dilemmas, must have a clearly formulated
view of what China is, and is not. There is, unfortunately, enormous confusion in
American on that very subject. Allegedly informed writings regarding China often
tend to be quite muddled, occasionally even verging toward the hysterical extremes.
As a result, the image of a malignant China as the inevitably anti-American great
power of the 2020s competes in the American public discourse with glimpses of a
benign China gently transformed by U.S. investors into an immense Hong Kong.

Having digested much of the available literature on Chinese political, economic
and military prospects, and having dealt with the Chinese for almost a quarter of
a century, I believe that the point of departure toward an answer has to be the rec-
ognition of an obvious by fundamental reality: China is too big to be ignored, too
o}id to be slighted, too weak to be appeased, and to ambitious to be taken for grant-
ed. . . .
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In any case, whatever its political prospects, China will not be emerging as a glob-
al power in the foreseeable future. If that term is to have any real meaning, it must
imply cutting-edge superiority of a truly global military capability, significant inter-
national financial and economic influence, a clear-cut technological lead, and an ap-
pealing social lifestyle—all of which must combine to create worldwide political
clout. Even in the most unlikely circumstance of continued rapid economic growth,
China will not be top-ranked in any of these domains for many decades to come. .

One should note here that some of the current scare-mongering regarding the al-
leged inevitability of China’s emergence as a dominant world power is reminiscent
of earlier hysteria regarding Japan’s supposedly predestined ascendancy to super-
power status. . . .

Today, with the Soviet Union gone, China is neither America’s adversary nor its
strategic partner. It could become an antagonist, however, if either China so chooses
or America so prompts.

Thus Brzezinski: what is the Commission’s view? I urge the Commission to state
clearly, from the start, its assumptions as to the nature of the China facing the
United States at the dawn of the 21st century and later on—China’s political dy-
namics, its economic trajectory, the characteristics of its domestic and international
conduct, its self-perception in world affairs, its strategic intentions, and so on. These
crucial questions are not interpreted in one single way by American specialists, and
I hope the Commission will want to inform itself deeply as to the variety of views
informing these issues.

Bald assertions, for example, that China is somehow “hard wired” for a quest for
regional or global domination, should not be uncritically accepted.

Interpretive suggestions that all economic activity, or for that matter all Chinese
in contact with other countries, are somehow locked into a gigantic web of political
control deftly manipulated by the Standing Committee of the Politburo, should be
scrutinized with skepticism.

The implications for China’s international behavior of its still-accelerating twenty-
year movement toward the market economy and toward international economic inte-
gration need to be explored, and the Commission’s views of them defined, before the
Commission can effectively take on the specific targets placed upon its agenda by
the Congress.

E. It would be very helpful for the Commission to determine its own views at the
outset as to what would constitute Chinese domestic and international behavior
fully compatible with its notions of U.S. national security. Expressions of fear over
China’s rising power or future prowess are everywhere; a thousand voices lament
what China is and does, or say what China should not be and should not do. There
are far fewer voices able to describe in detail what China should be and should do,
from the standpoint of the United States. Prescriptions for U.S. policies aimed at
eliminating threats or “changing China” must define both what changes the U.S.
ought to pursue, and the feasibility and the costs of pursuing those changes.

In this connection, the familiar usage “a stable and prosperous China” might not
suffice, even if all on the Commission could agree that “prosperous and stable” is
better for U.S. security than “poor and unstable.” Is continued Chinese economic
growth compatible with or conducive to U.S. security? How much economic growth
is too much (or, for that matter, not enough) for U.S. comfort?

Does the enhancement of the Chinese central government’s ability to enforce its
writ effectively across China’s landmass and throughout China’s million villages en-
hance U.S. security, or would the Commission hold that U.S. security would be bet-
ter served by the dissolution of central authority?

Is PRC diplomacy aimed at developing cordial relations with the numerous states
on its borders inimical to U.S. national security? Does PRC participation as a full
member of international regimes like the UN or the WTO strengthen or threaten
U.S. national security? Does the PRC’s attractiveness as a site for foreign direct in-
vestment represent a threat to U.S. national security? Does any and every mod-
ernization of Chinese military capabilities threaten U.S. security? Does U.S. security
require changes in China’s force structure? On all of these questions, the Commis-
sion needs to ask itself: what would it want to see China be and do?

These are just a few of the fundamental definitional issues that, in my opinion,
the Commission needs soberly to take up. As Commissioners are aware, none of
those subjects is without widely divergent interpretation in American discussions,
both among specialists and more generally. I have appended a short list of rec-
ommended readings and copies of a very few written pieces, primarily by way of il-
lustrative examples of what can be found to assist Commissioners in this analysis.

While the members of this Commission probably will not want to plunge into the
sectarian debates of international relations theorists over the intellectual schools
that underlie various approaches to strategic thinking (“classical realism, which
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stresses the struggle for power among states; neorealism, which emphasizes the
search for security under conditions of anarchy; neoliberal institutionalism, which
explores the evolution and influence of international cooperative regimes,” to quote
Andrew J. Nathan and Robert Ross in The Great Wall and The Empty Fortress: Chi-
na’s Search for Security, it is evident to the lay observer that a doctrinal debate in-
forms much of the discussion of the future of U.S. foreign policy as a whole, of which
China policy is, in some ways, only an example.

I hope that the Commission will want to examine the range of theoretical ap-
proaches that underlie different contemporary policy positions on China. Even if the
Commission ultimately chooses to makes its way through its mandate on the basis
of nothing more than a declaration of faith, it would be well for the Commission
to come to grips with the underlying debate over what the U.S. role in the post-
Cold War world is or should be. Some of the readings that I am appending or recom-
mending may be of value in this regard.

Inevitably, the Commission will take up some relatively familiar topics take ex-
port controls. This subject has been under intense expert discussion from well-de-
fined perspectives for decades. Certain members of this Commission are among the
most prolific and passionate discussants of U.S. export control policy, not only with
regard to China but more generally.

Those of us who have not spent decades in this complex field, and who have not
had the clearances and exposure to defense-related information that some of the
members of this panel have had during their service in U.S. government agencies
close to the center of this subject, can only observe from the sidelines. We observe:

—A prolonged debate over the balance between U.S. commercial interests and
U.S. interests in controlling the flow of certain technologies to certain powers
deemed potentially unfriendly to the U.S.;

—An almost equally durable conflict over administrative prerogatives in export
control policy execution among U.S. government agencies and their respective
supporters in the Congress and the policy community, a debate that is back in
the hands of the Congress this summer;

—Timeless arguments about how to define acceptable and unacceptable levels of
technology exports, and how to distinguish acceptable foreign recipients of tech-
nology exports from unacceptable ones;

—Hoary discussions of the utility and wisdom of preventing U.S. exports of tech-
nologies that are available from other international suppliers—the so-called
“foreign availability” question;

—Plentiful commentaries on the implications of the collapse of the Soviet Union
for the future of U.S. export control policy.

—Voluminous discussion about the implications of the Internet, electronic minia-
turization, and other technological innovations for the preservation of American
defense technology secrets.

I need not elaborate further, on the export control question or other major issues
facing this Commission that have their own long histories. Inasmuch as the Com-
mission will be dealing with topics that have been argued and explored extensively
by others, I would hope that in the Commission’s early months a broad and open-
minded “state of the field” effort would be undertaken, both to help the Commission
move beyond what has been said and done by others and also to help ground the
Commission’s work in the wisdom of those who have gone before.

I urge the Commission to think carefully about the domestic social implications
of its concerns. Developments within the United States in the past few years, as re-
lated to the condition of U.S.-China relations, make this a matter of legal and eth-
ical priority.

Commissioner Reinsch, shortly before leaving public office, commented in a par-
ticularly telling fashion on one such implication. As I recall the report of his re-
marks, his thinking was along these lines: If the acquisition in the United States,
by Chinese citizens, of certain types of technical information represents a “deemed
export,” even if the information is acquired in open intellectual settings such as pro-
fessional meetings, academic conferences, university seminars or classes, etc., may
the time come when United States policy or law might bar PRC citizens from those
otherwise open scholarly activities, even as citizens of other foreign nations are wel-
comed to them? This and related questions ought to be grappled with forthrightly
by this Commission. Will it be the Commission’s view that requirements of U.S. na-
tional security demand that our government take action to deny solely to “Chinese
nationals” (if that term can be precisely defined) professional and intellectual oppor-
tunities denied to no others? What about American citizens born in China? Born of
Chinese-born parents? What about people of Chinese ethnicity and culture in the
United States with Taiwan or Hong Kong passports? This issue has loomed just be-
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hind the screen in the U.S. debate over the threat from China in recent years, and
the Commission should not avert its eyes. The potential for social injustice is clear.

Finally, I am sure the Commission will want to eschew exercises in wishful think-

ing or in symbolism.

—1I would consider it wishful thinking to propose that the U.S. undertake to re-
turn China to the position of global isolation and insignificance, except as an
object of others’ ambitions, that it occupied throughout almost the entire U.S.
national experience, from 1790 until the 1980s. The world may not know how
to adjust to the presence of an economically vigorous and military improving
China, but hoping to bring about China’s return to the tea-pouring role at the
councils of nations that Emerson once assigned to it is at best a chimera, and
at worst a prescription for something far darker. That is my view; the Commis-
sion may agree or disagree.

—I would also suggest that “sending China a message” from Washington is an
exercise in symbolism that normally proves irrelevant or counterproductive.
“Sending messages to China” has a long history in Washington; the messages,
by and large, go unheard, misunderstood, or unrespected. I would suggest that
the Commission scrutinize very carefully any proposed policy recommendations
that are built around “sending China a message;” the Commission may or may
not concur.

I now turn to the specific points that the Commission’s invitation asked me to dis-

cuss:

“Whether our current trade and investment policies toward China serve the national
security interests of the United States, and why or why not?”

The answer is, by and large, yes, but of course the question is very stark and sim-
plistic answers are of limited utility.

We believe that China’s decision in 1978 to move away from Stalinist-Maoist mod-
els of development in the direction of the market economy and broad engagement
with the world community is preferable, for the United States, to the orientation
that obtained before 1978. We therefore believe that such basic building blocks of
modern U.S.-China relations as the establishment of diplomatic relations (1979) the
establishment of trade relations based on reciprocal extension of NTR (MFN), and
the more recent completion of the U.S.-China Bilateral Agreement on China’s WTO
Accession (1999) as well as Congressional approval of Permanent Normal Trade Re-
lations with China upon China’s accession to the WTO are in the U.S. national in-
terest. I would respectfully suggest that the broadest possible engagement of the
U.S. and China is likely to prove more beneficial to the overall interests of the
United States than would the attempt to design an exquisitely calibrated mixture
of friendly and adversarial policies, defined through the political process, to meet
an infinitely varied mix of exigencies, scenarios, reactions, and counterreactions.
The United States does best, domestically and worldwide, when it pursue policies
rooted in the assumptions of the market economy and the value of international
communication and cooperation.

Whether investment of American companies in China is principally designed to
produce goods for sale in China or for sale in the U.S. and other markets.

American companies invest in China for a wide variety of reasons. The growth
of the Chinese economy, rise of Chinese incomes, concomitant expansion of Chinese
consumer and industrial markets, and China’s massive commitment to infrastruc-
ture development make China an important present and future market. As compa-
nies do in markets around the world, U.S. companies invest in China in order to
succeed best in China’s markets. Examples can be found in consumer products, tele-
communications and information technologies, petrochemicals, agricultural and food
processing, industrial inputs, autos, and other fields.

Sometimes, production in-country is tailored to specific country needs, especially
in larger nations where the actual or potential market is large. Part of success in
any market lies in selling products which that market wishes to acquire. Even the
best pork in the world has limited prospects in Muslim countries; left-hand drive
autos do not sell in Britain or Japan.

The earlier incentive to invest in China so as to gain access, through Chinese joint
venture partners, to key resources allocated by central government economic plans
has receded as the Chinese economy has become far more marketized and as the
f)esources available within Chinese society have grown to meet the needs of global

usiness.

Some foreign companies, including American ones, have committed to exporting
a portion of the products of their invested enterprises as a condition for approval
of their applications to invest in China, or found it necessary to export in order to
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meet foreign exchange balancing requirements imposed by Chinese authorities. This
has been the object of intense criticism, particularly from American groups deeply
concerned about “economic disarmament” or the transfer to China of production
skills that enhance China’s global economic competitiveness. At the insistence of the
United States, China in its bilateral WTO accession agreement with the United
States has committed to eliminating both the export requirement and the foreign
exchange balancing requirements as conditions of investment.

Some companies produce subassemblies in China that return to the United States
as inputs into final products produced in the U.S.

Some companies use production facilities in China as integrated elements in glob-
al production and marketing strategies, exporting a portion of their China produc-
tion, for example, to Southeast Asian markets.

A high percentage of the textile, apparel, and footwear imports that enter the
United States from China in large quantities are produced in plants built with Tai-
wanese, Korean, Japanese or Hong Kong investment.

Reasons for the Chinese trade surplus with the U.S.; observations of any apparent
differences between Sino-American trade and investment relations and those of
China and other major trading partners; explanations for such differences.

The Commission should familiarize itself with the work of Stanford University
Economist Lawrence J. Lau, who has studied the U.S.-China trade deficit in great
detail. Lau points out that, when appropriate adjustments are made for inconsist-
encies in the methods of measuring the merchandise trade deficit (U.S. exports are
counted on an FAS basis, imports on a CIF basis; U.S. goods passing through Hong
Kong on the way to China are counted as U.S. exports to Hong Kong, while Chinese
goods passing through Hong Kong on the way to the U.S. are counted as Chinese,
not Hong Kong, exports to the U.S., etc.), the actual merchandise trade deficit, while
certainly large and bigger than Chinese figures would suggest, is more accurately
shown to be about 30% lower than U.S. Commerce Department numbers disclose.

Economist Gary Hufbauer of the Institute of International Economics (Policy
Brigﬁr(lig,f April 2000) offers the following (excerpted) observations on the U.S.-China
trade deficit:

China’s large bilateral trade surplus with the United States (correctly
measured at $43 billion, not $68 billion) in 1999 represents neither a global
pattern for China nor a net loss of production by the U.S. economy. Unlike
Japan, China does not run large and chronic global surpluses. China’s bilat-
eral surplus reflects China’s ability to compete against and win business
with the United States from third countries that had been exporting to the
U.S. market. China’s bilateral surplus represents a shift of suppliers rather
than an overall increase in U.S. dependence on imports. . . . A larger U.S.
trade deficit in manufactured goods is historically associated with higher
manufacturing output, not the reverse. . . . Manufacturing output and the
trade deficit both rise when the U.S. economy is doing well, and both fall
when the economy is doing poorly. . . . Manufactures output increases vir-
tually dollar for dollar with manufactures exports /in data since 1990/..../
C/ontrary to . . . mercantilist thinking . . . U.S. manufactures output is
virtually unaffected by overall changes in manufactures imports. Why? Be-
cauge many manufactured imports serve as inputs to U.S. manufactured
goods. . . .

When the U.S. economy is exceptionally strong . . . the United States
will have a larger trade deficit with the world. If the United States did not
have a $43 billion trade deficit with China, it would have a larger trade
deficit with other countries, such as Mexico or Korea. Even if, contrary to
evidence, the overall U.S. manufactures trade deficit was associated with
lower manufactured output, the bilateral China deficit would have no inde-
pendent significance.

From all of this, I would suggest the following as the key factors in the emergence

and increase of the U.S.-China trade imbalance:

—The far greater size of the U.S. economy and market, including per capita in-
come differences. (it is also notable that, given the sizeable imbalance that has
existed for some years, the rate of growth of U.S. exports to China must be a
substantial multiple of the rate of growth of Chinese exports to the U.S. before
the absolute merchandise trade imbalance between the two countries can fall.)

—The exceptionally robust rate of U.S. economic growth throughout most of the
1990s, which occasioned a massive growth in U.S. imports from many countries;

—China’s success in displacing other developing country (and Asian) suppliers of
imports to the U.S., and the repositioning of production facilities owned by Tai-
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wanese, Hong Kong, Korean, Japanese, and other investors from those Asian
production bases to the PRC.

—A range of Chinese trade and investment obstacles, from tariffs and non-tariff
barriers to bureaucratic inefficiencies, which have long had a dragging effect on
international exports to China. These barriers have been the object of American
government and business concern for many years. Most were objects of success-
ful U.S. negotiating efforts in the 1999 WTO Accession Agreement, and will be
progressively reduced or eliminated following China’s WTO accession.

As to the different size, content, and progression over time of China’s bilateral
trade balances with other major trading partners, I am not expert. Suffice it to say
that in the Japanese case, factors of geographic proximity, prolonged stagnation in
the Japanese economy, and relatively low levels of Japanese investment in China
help to create a massive two-way trade relationship but a somewhat different pro-
file. European Union trade with China has seen the sharp increase in the EU mer-
chandise trade deficit with China in recent years, but again, one suspects that slug-
gish growth in the EU economies, the relatively low levels of Chinese trade with
many EU members other than Germany, France, and Britain, and in some cases
the relatively high barriers to Chinese imports erected by certain EU economies con-
tribute to a unique Sino-European trade profile. Crude monocausal analyses of the
differences between U.S.-China and Sino-European or Sino-Japanese trading pat-
terns would be misleading.

Whether differences are apparent in the pattern of merchandise trade between the
U.S. and China, on the one hand, and China and other major trading partners
on the other, and whether such differences have implications for U.S. national
security.

U.S. national security lies, in part, in successful competition by American compa-
nies in major international markets. To the extent that U.S. investment in China,
directed toward the growing Chinese market, is replaced by European or Japanese
investment; to the extent that the U.S. might fail to avail itself of market-opening
opportunities made available to Europe and Japan as China enters the WTO; to the
extent that U.S. providers of transportation equipment (including but not limited to
aircraft and automobiles) telecommunications equipment, information technology
products, industrial inputs, agricultural commodities, agricultural and other chemi-
cals, financial services, distribution services, after-sales services for manufactured
products, audio-visual services and other products of U.S. economic strength cede
their opportunities in China to their European and Japanese competitors, the na-
tional security implications for the United States are unlikely to be positive. That
is particularly true if Japanese and European corporations establish themselves as
dependable, preferred, long-term suppliers to Chinese economic sectors whose devel-
opment relies on twenty- or fifty-year supplier-customer relationships, such as the
civil aviation sector, the energy sector, or the telecommunications sector.

Observations on the status of China’s WTO negotiations and the reasons for the delay
in China’s WTO entry.

Sensitive engagements with China, whether in trade, political affairs, or military
affairs, are arduous and labor intensive, sometimes excruciating. They require im-
mense concentration and stamina on the part of skilled interlocutors from both sides
who know one another well and operate in a stable environment characterized by
policy continuity.

That, in turn, requires steadfastness at the political leadership level in both
China and its negotiating partner nations. In a perfect world, the pursuit of complex
trade agreements would be fully insulated from the storms of diplomacy or domestic
politics, but this is not a perfect world.

We have learned over many years that there is no such thing as the moment
when all the “political stars” are in perfect alignment for the achievement of U.S.-
China agreements, commercial or otherwise. The U.S. is in nearly perpetual election
mode. China is frequently adjusting to new leaders or in the throes of preparation
for the anointing of new leaders. The U.S. is still going through the arrival of a new
Administration and Congress; the Chinese are now said to be laying the groundwork
for their next Party Congress and a wide-ranging change of both government and
Party leadership. The exact effects of all this on the completion of China’s WTO ac-
cession negotiations and the timing of its entry to WT'O membership, if any, are not
known.

The American business community, supportive of the integration of China into the
system of international rules and obligations represented by the WTO, would have
preferred to see China in the WTO by now. We view the remaining obstacles to final
agreement in Geneva as significant to specific sectors of American business but not
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insurmountable, if both the Chinese and non-Chinese negotiators receive marching
orders that permit them to find appropriate compromises.

The repeated eruptions of tension between the U.S. and China cannot have made
the task of negotiators from our two countries any easier. Moreover, there exists in
China, a substantial body of opinion that stresses the threats of economic damage
to the home country (e.g. to Chinese farmers) if China must throw open its economic
doors upon entry in to WTO. Similar expressions of uneasiness have accompanied
U.S. preparations for participation in numerous international or multilateral trade
agreements.

While we may assume that bilateral tensions such as the 1999 bombing of the
Chinese embassy in Belgrade, the spate of exacerbations of existing conflicts over
Taiwan and other issues in recent months, and the recent EP-3 incident have clear-
ly lowered the level of accumulated popular good will toward the U.S. in the Chi-
nese reservoir, we have not concluded that China’s WTO negotiations with the U.S.
have been significantly delayed or altered as a result. We hope that remaining bilat-
eral talks on WTO between the U.S. and China can be wrapped up quickly when
both sides found it appropriate to conclude, and that the remainder of China’s nego-
tiations over accession with the WTO Working Party should conclude promptly. In
the long run, we are not confident that U.S.-China trade agreements can be success-
fully consummated, and their benefits maximized, in isolation from an otherwise de-
teriorating and degrading U.S.-China relationship.

China’s ability to live up to the trade and investment obligations it is assuming as
part of its entry into the WTO.

It is not an exaggeration to say that China’s signing on November 15, 1999 of the
U.S.-China Bilateral Agreement on China’s WTO Accession is the single most sig-
nificant milestone in the process of Chinese economic reform since the inauguration
of “Reform and Opening” in December 1978. It is also by far the most significant
example of positive American influence on the course of China’s domestic economic
development, and, indirectly, on the evolution of the role of the state in Chinese so-
ciety.

The Agreement, and the terms of the final accession documents now in the late
stages of negotiation, provide for changes in Chinese commercial and legal practice
that will have far reaching implications for China, for international business, and
the world economy.

Some of these changes can be accomplished immediately by administrative action.
China is required by its signed agreements to undertake a wide range of changes
in its commercial behavior immediately upon WTO accession, while other changes
must be enacted during relatively brief phase-in periods much of this will be very
difficult. Perfect performance on Day 1 is almost inconceivable. Core WTO practices,
such as transparency in law-making and regulation-making or providing of non-dis-
criminatory “national treatment” to goods and services from foreign sources, will be
unfamiliar and difficult to popularize at first. Vested interests in the status quo may
seek to obstruct or delay the full implementation of WTO requirements. The Chi-
nese central authorities will find very serious challenges as they attempt to educate,
persuade, cajole or coerce affected parties at the provincial and local level into act-
ing in a fully WTO-compatible manner. There will surely be numerous disputes be-
tween Chinese and foreign parties to commercial transactions on the ground in
China. The judicial system remains ramshackle and understaffed with competent
trade-knowledgeable personnel.

U.S. actions if China fails to live up to its obligations.

WTO dispute resolution mechanisms will be available to the U.S., as to all mem-
bers. The U.S. also retains established instruments for the prosecution of trade dis-
putes under U.S. law. In addition, the U.S. secured certain preferential concessions
from China in the November 1999 bilateral agreement, both in the area of extended
treatment of China as a non-market economy in dumping cases and in the care of
safeguards on import surges in the area of textiles and apparel for a period lasting
well beyond the WTO-mandated phaseout of textile quotas under the Multifiber Ar-
rangement.

Having said that, however, there is a broad consensus among American business
people that the U.S., China, and indeed the WTO itself should invest their resources
and energies in what might be termed “preventive medicine,” i.e., efforts to assist
China in the immense process of economic and social change that will best guar-
antee the fullest Chinese compliance with its WTO obligations in the shortest pos-
sible time. The United States should commit public resources to this crucial effort,
as other major trading nations have done. The promotion of compliance from the
ground up, through monitoring and prosecution but also through close cooperation,
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training, early-warning consultations, and other mechanisms, can make a signal
contribution to the effective realization of U.S. national interests in China’s WTO
membership. Purely punitive measures, unaccompanied by efforts to build and
maintain U.S.-China cooperation through both government-to-government channels
and through private mechanisms, will be far less helpful to the United States.

One might note in passing that bilateral trade disputes, even in large numbers,
have become a hallmark of mature international trading relationships between
\CNTOdmembers; the largest number of U.S. bilateral trade disputes is actually with

anada.

IV. CONCLUSION

Ambassador Lilley, Commissioner Mulloy: As I conclude this written testimony,
let me reaffirm a few points.

1. This Commission’s mandate focuses on the relationship of U.S. trade and eco-
nomic engagement with China on the one hand, and U.S. national security on the
other. Since in our country trade and economic activity is conducted by private bod-
ies, mainly corporations, this Commission is legitimately interested in business, and
business is legitimately interested in the work of this Commission, including any
legislative or executive actions that the Commission proposes in the name of na-
tional security. Having appeared at the Commission’s invitation today, I trust the
Commission would agree with this view. If business is to be scrutinized with a view
toward the making of policies on U.S.-China trade and economic relations in the
name of national security, then, I am sure you would agree, business in the broadest
sense has standing to participate in the dialogue over those policies, even if the poli-
cies are deemed to lie within the realm of “national security policy.”

2. Our pluralistic society happily encompasses many social and economic inter-
ests, of which business is only one, and business itself is hardly a monolith. Our
political system is also an open one. Businesses have the right to observe the activi-
ties and recommendations of this Congressionally-established Commission as closely
as anyone else, and to express themselves if and when Commission recommenda-
tions become legislative proposals or administrative measures.

3. We are blessed with freedom of speech in the United States. Anyone can say,
as so many have already done, that expressions of opinion on these issues by the
American private sector are tantamount to “appeasement,” “kowtowing to Chinese
Communists,” or betrayal of elemental U.S. security interests, American values, or
both. American companies do not enjoy these assaults, and in general have tended
to avoid responding in kind. But we have learned in recent years that there are
times when trying to stay out of the line of fire provides no refuge. I believe I speak
for the broad business community engaged so fully with China in expressing the fer-
vent hope that this Commission will act to prevent its activities and the U.S. gov-
ernment secrets to which its twelve distinguished private citizen members will ap-
parently have unique access from igniting yet another round of finger-pointing,
name-calling, or demonization, of anyone, by anyone. Given the record of recent
years, this will be a very tough challenge for the Commissioners, and we wish you
every success in meeting it.

4. U.S.-PRC relations have never been static and have seldom been smooth. There
have been countless irritations. In neither country do we find a massive base of vo-
ciferous public support for cooperation and cordiality between the two nations. The
outward features of U.S.-China relations are pock-marked with irritations, disagree-
ments, and conflicts. Since Tiananmen and the collapse of the Soviet Union, there
have been almost no instances of durable, publicly celebrated cooperation between
China and the United States. If anything, public attitudes in each country have
hardened toward the other country with the passage of time.

5. That the PRC has changed and grown and in some ways become a stronger
economic and military presence in the past decade is beyond doubt. Its integration
into world systems, especially in trade, investment and technology, has proceeded
apace. China has become a factor to be reckoned with in world affairs in ways dif-
ferent from any other time in modern history. In my view, neither China, with its
fixation on past humiliations and victimization at the hands of the 19th-century
Western industrial powers, nor the great nations of the world, who until twenty
years ago had known only a China of collapsed institutions, foreign invasions, revo-
lutionary violence, cult-driven social uprisings, and epochal natural or man-made ca-
tastrophes, knows quite how to come to terms with the reality of China’s current
emergence on the global stage. No one has a monopoly on the truth in all of this.

6. This dilemma is perhaps reflected in today’s curious American paradox; the be-
lief on one hand that the U.S. has focused excessively on China and should place
a lower priority on dealing with the PRC (that can be called the “No more kow-
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towing to Beijing” view), and on the other hand the assertion that the United States
must rouse itself and mobilize its resources to deal with China as a fundamental
threat to the United States—strategic, economic, ideological, cultural,
“civilizational.” (a polite term for the less palatable “racial”). The dialogue over the
Chinese security threat lurches and wobbles between the present tense and the con-
ditional tense. Some policy advocates find that what China “is” has been vastly over-
estimated, and deserves far less American regard, but in dwelling on what China
“could become,” they argue that the United States is already locked in mortal com-
bat with China.

7. Given the long history of frictions and tensions, it would be easy—and in fact,
it seems to have gotten much easier over the past six months—to conclude that the
U.S.-China relationship is nothing more than the sum of accumulated irritations
and conflicts. Taking that conclusion, and combining it with the worst-case approach
to what China “could be,” will lead to a set of recommendations for U.S. policy,
much of it unilateralist in nature, designed to prepare the people of this nation for
a potentially boundless commitment of national treasure to an existential battle
against China—a “clash of civilizations,” a battle against evil itself, and not just
against the Chinese government of the moment.

8. There are, however, other ways to look at all of this. The extent to which the
People’s Republic of China has moved in directions that Americans would normally
welcome—toward the market economy, toward a vastly expanded realm of private
life, toward adherence to international economic and commercial norms, toward the
elaboration of a stable legal framework, away from the Stalinist command economy
or the Maoist mobilizational model, and away from the state-sponsored human trag-
edies of the Mao era, to name just a few—is often obscured in the effort to sum up
plusses and minuses and to view possibilities of China’s future. The extent to which
China and the United States have drawn together in positive ways—not only com-
mercially, but in the streams of education and scientific development and tourism
and cultural exchanges and others—too often drops from view. Meanwhile, the in-
ternal stresses and fault lines which increasingly manifest themselves in China,
whether acknowledged by the Chinese authorities or not, often go undiscussed in
the debate over the security implications of China’s “rise.” Others have pointed out,
with only small effect, that the challenges the United States and the world would
face if China were to experience widespread social, environmental, or political crisis
would themselves be very difficult to manage.

9. Broadly speaking, then, American businesses, who as a group have engaged
more intensively with the People’s Republic of China, over a longer period, and have
learned perhaps more about the ways of achieving one’s goals with China than any
other sector of American life, would argue that the national interests of the United
States are best served by the following:

—Energetic advancement, at the government to government level, of a positive
agenda with China characterized by thorough discussion of areas of broadened
cooperation and clear delineation of issues on which the two sides diverge;

—Maximization of U.S.-China interchanges outside of formal diplomacy, through
broader commercial and economic engagement, continued educational and cul-
tural cross-fertilization, and deeper people-to-people contacts in both directions;

—Establishment by the two governments of mechanisms for the orderly manage-
ment of acute U.S.-China tensions, especially in their earliest hours;

—Continued integration of China into global and multilateral regimes, whose re-
quirements China would agree to observe;

—Recognition that China is often better addressed multilaterally than unilater-
ally.

Thank you very much for the opportunity to meet with you today. Our Council
is happy to continue a dialogue with the Commission if it chooses to engage with
the U.S. business community in a spirit of cooperation and common interest in the
welfare of our nation and the advancement of world peace and understanding.

(Note: Dr. Kapp’s written testimony was accompanied by reprints of several ar-
ticles and essays by other observers. These materials were integral to the import
of Dr. Kapp’s remarks.)

These essays and observations may be found at various web sites, as follows:

Charles William Maynes, “Contending Schools”, The National Interest—Spring
2001,

“http:/www.nationalinterest.or/issues/63/Maynes.html” “American power—for
what?”;
“http:/www.commentarymagazine.com/0001/symposium.html” Living With China,

“http:/www.nationalinterest.org/issues/59/Brzezinskixtr.html” “Understanding the
U.S.-China Balance of Trade”,
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“http://www.uschina.org/public/wto/uscbc/balanceotrade.html” “The Scratch Reflex”,
“htt%:/éwww.chinabusinessreview.com/O105/1etter.html” “Dear U.S. Presidential Can-
idates”,
“http://www.chinabusinessreview.com/0009/letter.html” “China’s Dialogue on the
Coming of WTO”,
“http://www.chinabusinessreview.com/0101/letter.htm]” “The PRC at Fifty: Reflec-
tions on the United States and China”,
“http:/www.chinabusinessreview.com/9909/letter.html”
Dr. Kapp’s written testimony was also accompanied by a list of Suggested Read-
ings, as shown below:

SUGGESTED READINGS

Abrams, Elliott et al. “American Power—For What?” Commentary, Jan. 1, 2000
(A very provocative conservative symposium.)

Barnes, Joe. “Slaying the Dragon: The New China Threat School.” In China and
Long-range Asia Energy Security: An Analysis of the Political, Economic and Tech-
nological Factors Shaping Asian Energy Markets. James A. Baker Institute for Pub-
lic Policy, Rice University. Online at http://www.rice.edu/projects/baker/Pubs/
workingpapers [ claes[scd [ scd.html.

Brzezinski, Zbigniew. “Living with China.” The National Interest, Spring 2000.

Chao, Linda and Ramon Myers. The Divided China Problem: Conflict Avoidance
and Resolution. Hoover Institution on War, Revolution and Peace, 2000.

Hufbauer, Gary and Daniel H. Rosen. “American Access to China’s Market: The
Congressional Vote on PNTR.” Institute of International Economics Policy Briefs,
April 2000.

Lampton, David M. Same Bed, Different Dreams: Managing U.S.-China Relations,
1989-2000. University of California Press, 2001. Top Priority.

Lasater, Martin L. The Taiwan Conundrum in U.S. China Policy. Westview, 2000.

National Intelligence Council and Federal Research Division of the Library of
Congress. China’s Future: Implications for U.S. Interests. September, 1999.

Madsen, Richard. China and the American Dream. University of California Press,
1995.

Nathan, Andrew J. and Robert Ross. The Great Wall and the Empty Fortress: Chi-
na’s Search for Security. W.W. Norton, 1997.

Oksenberg, Michel and Elizabeth Economy. China Joins the World. Council on
Foreign Relations, 1999

Pollack, Jonathan D. “Chinese Military Power and American Security Interests.”
SAIS Policy Forum Series, Report Number 11. May, 2000

Quinlan, Joseph, and Marc Chandler. “The U.S. Trade Deficit: A Dangerous Ob-
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Co-Chairman MULLOY. Thank you, Mr. Kapp.

Commissioner Wessel has indicated that he has some questions
for the witness, so let me turn to him.

PANEL I DISCUSSION AND QUESTIONS AND ANSWERS

Commissioner WESSEL. Thank you, Mr. Chairman, and thank
you for all the witnesses coming today, spending your time. I know
how busy you all are and we appreciate your appearance here.

First, I appreciate, Mr. Kapp, your testimony and also the sug-
gested reading list, and would like to ask that the Commission
make available to whichever Commissioners so desire copies of the
readings that you've offered to us so that we can ensure that we
get a full array of information as we move forward on our charge
that Congress has put before us.

Your testimony also, Mr. Kapp, addresses as you call it, I think,
the givens and you mentioned that at the beginning of your oral
presentation today, that Congress has given us a fairly broad
charge, and the title of the Commission, which includes the term
security, is a somewhat undefined term because of the breadth of
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the charge and how we move forward in the putting together our
first report, the context through which we view all these issues is
very important.

Mr. Benanav, you talked about the question of how this is a win-
win situation and our job should be to convince the American pub-
lic of that. I don’t know that Congress’ job is to convince the Amer-
ican public, but rather it is to listen to them and to listen to their
concerns. When a number of members opposed PNTR last year
they did so because their definition of national security is viewed
through the prism of their public meetings, town hall discussions,
et cetera, where the public views national security at their kitchen
table. What’s happening to their economic security, is their retire-
ment security enhanced? If they’re in the manufacturing field is
their job security enhanced or undermined?

And as we address the givens, if you will, the questions that Mr.
Kapp posed to us, I'd like the other witnesses or all three witnesses
to talk about how we should integrate the way that the public
views security, again often through the economic frame, with the
traditional security issue which is national security in the military
sense.

Mr. BENANAV. If T could answer that, it’s clear that in my view
the national security starts with physical security. The first duty
of government is to protect its citizens from physical harm, but I
think in a complex world like today it goes well beyond that. We're
nl(; longer 3 million farmers and as long as land is left alone we’re
okay.

We're the world’s major economic power, and in addition to the
physical security aspect, our ability to remain a strong, growing,
solid economic power with a rising standard of living, I believe, is
part of the national security interest. To be physically safe and im-
poverished is not what I would consider a successful national secu-
rity policy. To be both safe and economically well off, with a rising
standard of living, is a goal that Congress, the Administration and
all of us have in common.

So I think you have to integrate economics and physical security
in reaching a conclusion of how to deal with China. It would be
much simpler if we cared only about physical security.

Commissioner WESSEL. Mr. Kapp?

Mr. Kapp. Well, Commissioner Wessel, I think that the national
security of our country, which I appreciate your even asking us
about—sometimes it is not appropriate to ask people associated
with it as a community about what the definition of national secu-
rity is, and I understand the impulse, but I thank you for at least
inquiring.

I think it is a complex amalgam. The rising of the oceans is bad
for national security too, you know. I mean, a lot of things environ-
mentally, to take another example, affect our national security.

I wouldn’t disagree for a minute with Gary Benanav that the de-
fense of the United States against military threats is core, core ele-
ments of our definitions, but I also think that the approach to de-
fining our national security has to—and I think most people who
specialize in national securities issues accept this—has to take ac-
count of the fact that the world is not static. And to take it down
to the China case, it has to take account of the fact that the China,
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as I said on my testimony, the China that used to pour the tea
when the great powers got together is, unless there’s some sort of
internal implosion, a China that we will not see again in our na-
tional lifetime, at least in our personal lifetimes.

Therefore, the national—the concept of what our national secu-
rity is with regard to China has got to be one which takes into ac-
count not only a threat, of whatever definition the Commission or
any individuals choose to adopt, but also the need to maximize the
benefits and the advantages of a different reality, a reality in
which the Chinese people in fact have disposable income in which
they’re becoming, although they’re not quite there yet, a middle in-
come country in which they in fact do have tremendous potential
and increasingly actualized productive capacity which may change
the equation of global resource uses and global economic distribu-
tion.

Somehow the definition of national security has got to grapple
not just with the concept that this China which seems, at least for
the most moment, more or less staggeringly to have gotten its act
together after 150 years of dissolution, is partly a challenge and
partly an opportunity for us.

Commissioner WESSEL. Mr. Trumka?

Mr. TRUMKA. Thank you, Commissioner.

First of all, when you consider national security I would urge
this Commission to look beyond just a relationship between the
U.S. and China, and I would urge you to consider this. Consider
what affect China’s unfair trade advantage, gained through viola-
tion of worker rights and human rights and forced labor and child
labor, threatens to destabilize other countries in the region. Coun-
tries like Korea, who immediately after PNTR was voted on voiced
the following concern: How do multinational corporations are only
turning China into a low wage production base. How can Korea,
with its high wage structure, compete with China?

So consider that advantage and how the affect it has on other
countries, countries like Cambodia and even Mexico, who are now
losing manufacturing facilities in the Mequilladera area to China
because of this unfair advantage.

I would agree that you should look at the physical security when
talking about security, as well as the economic security. Physically
if you look at our trade picture with China that’s the trade deficit
that we run. I wish it were this way, but it’s this way, and the
question is each year with this deficit you continue to put billions
of dollars into the hands of this government and what do they do
with it. I mean, that’s a decision that we have to make.

Now, do we suggest for those who would misconstrue what I'm
saying that we don’t have trade? No. Again, it’s how do we do it
and how do we manage it better so that we can protect ourselves
both physically and economically.

Now, economically my testimony goes through a number of
things. We assume frequently that just having businesses there,
American businesses will raise the wages and have this wonderful
treatment. There are three or four examples in my testimony about
workers making Kathy Lee handbags for Wal-Mart or people work
12 to 14 hours a day, seven days a week, one day off a month. Yet
after months of work 46 percent of the workers actually owed the
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company money, and then whenever the workers protested those
conditions about 800 were fired.

Nike workers who done the same thing, make 8 cents an hour—
the New Balance sneakers, they were fired. And I think the thing
that bothers me the most about the economic security is the Amer-
ican Chamber of Commerce in China actually advised the Chinese
government to cut labor costs because the high labor cost has al-
ready discouraged some potential investors.

So the notion of trade with China can be a good thing, but not
if it’s unfettered laissez faire, and American corporations, if not
pressed, if not bridled, and if not made to live by a code of conduct,
won’t and this is classic examples of how they sink to the lowest
common denominator and the Chinese government actually helps
them.

So when you think of security think about the destabilizing affect
of all the countries and the advantage they get from these type of
conduct whenever you come up with recommendations.

Co-Chairman MULLOY. Now, we’re going to turn to Ambassador
Lilley.

Co-Chairman LILLEY. I have one question for each of our speak-
ers. I think you contributed a great deal to our knowledge.

Mr. Trumka, you imply that you would like to see a linkage be-
tween trade and human rights in China. You are, of course, aware
we tried this in 1992 and ’93, '94 and it was a disaster. We had
to back off, put seven conditions on China, public conditions, and
it didn’t work. They say once bitten twice shy.

And I would say the other thing that we did, we were absolutely
isolated in the world. Nobody supported us. They felt we were out
of our minds.

I lay that before you because I think if we don’t understand his-
tory we’re going to make the same mistakes again. I think this was
a mistake.

Mr. TRUMKA. First of all, it is good to know history, but fre-
quently whenever something happens you don’t have to vacillate
180 degrees in the opposite direction and pretend like because
something wasn’t perfect that you totally abandon it and never go
back to revisiting it.

If you look at the European Union they are putting conditions on
trade that they’re doing with China. They’re managing their trade
with China a whole lot better than we are. They don’t have deficits,
they have surpluses. They don’t assume that things are going to
happen, and they would join us, I believe, in pressing for human
rights and pressing for worker rights protections, and actually
pressing their corporations. I advocate pressing U.S. corporations
that go there to help us change these conditions as well and to link
them together. Yes.

Co-Chairman LILLEY. My question for Mr. Benanav. You are
quoted as saying in November 1999 to WTO, that 1 percent of Chi-
na’s insurance market would double New York Life volume.

Mr. BENANAV. Correct.

Co-Chairman LILLEY. This sounds a little bit like an old state-
ment about Manchester Mills running forever by adding two inches
on each Chinese pair of pants.
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This is not reflected in Charlene Barshefsky’s testimony on the
insurance business. Would you indicate why you think this is going
to be such a boom? I'm not sure AIG has achieved that level of dou-
bling their volume on the basis of their sales in China.

Mr. BENANAV. Well, they certainly haven’t in the short time
they’ve been there. If you look at the proclivity of the Chinese pop-
ulation to save, the average Chinese family saves about Y5 of its
income. The average American family, if we’re lucky, saves 5 per-
cent of their income. Many of them actually don’t save anything;
they have negative savings.

So the Chinese population, while much, much less wealthy than
the American population, tucks away a lot of money in banks and
literally in mattresses. If the middle class in China grows, as we
believe it will grow, there’s a huge pool of savings. It’'s not going
to happen in five years. It’s going to happen over a period of 20
years, but the accumulated capital, accumulated personal savings
of the Chinese population can become quite enormous and life in-
surance, as we see through our sales in the U.S. to Chinese fami-
lies, life insurance is a very, very useful tool for them to save.

I'd like to also just give you a little answer to your first question.
We agree that the United States should continue to press China—
Chinese entities to move ahead with human rights and to move
ahead with worker rights. So there is no disagreement, I believe,
at this end of the table. The only question is how. The Chinese are
very proud people and you can get a lot more done sometimes on
sensitive issues by pressing in the back room than having them
lose face in the front room.

Time and time we’ve learned that you will get a lot more accom-
plished by pressing—and the Administration needs to do it, many
organizations of government and business should do that. The pres-
sure has to be brought in the right way.

I don’t think American businesses need to be pressed. I think
American—95 percent of businesses operating in China have the
kind of values that you’d like to see us have. Sometimes sub-
contractors and organizations that are not under the direct control
of U.S. businesses do engage in activities that none of us like, but
I think 99 percent of American businesses behave the way you’d
like to see them behave, and Chinese workers are aware of the be-
havior standards of American firms, and they flock to work for
American organizations for that reason. Their friends find out
what’s going on with American standards, and it will take time,
but they too will require those kinds of conditions.

Co-Chairman LiLLEY. Well, you're preaching to the choir on why
diplomacy is a more effective way of getting things done.

My old friend, Dr. Bob Kapp, is always stretching our minds with
these intellectual challenges, but don’t you think that in your read-
ing list that you could probably benefit by the works of Michael
Pillsbury on Chinese views of warfare or Mark Stokes on Chinese
technical acquisitions rather than relying on Owen Harries and
Bob Ross and Andy Nathan? I think you need some balance in
there.

Mr. Kapp. Well, Ambassador, as I said, one of the reasons that
I put in the ones I did was that I felt they represented that very
balance, and I have not a doubt in the world that this Commission
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will be made well aware of the writings of a great many people
that I didn’t put on this list, including those you mention.

I don’t myself have a complete take on the way in which you in-
terpret everything that needs to be properly interpreted. The ques-
tion of how one interprets what one reads is very much a part of
this whole issue. Certainly, if the Commission wants to read the
works that Mr. Pillsbury has published in the sense that he’s
translating writings of Chinese military figures as to their calculi
of the future possibilities of conflict with the United States and
other military conflicts in the world, it’s out there for all of us to
see.

Commissioner Mulloy, just let me say on the matter of the Euro-
peans, I'm not a European trade specialist. I simply tried to call
up a few items online. My understanding is that the Europeans are
running a significant and growing trade deficit with China. Senator
Sarbanes, I believe it was, said earlier that they’re not running a
surplus.

At the same time, if you read the rhetoric from the EU at least,
the rhetoric is all the rhetoric of engagement, assistance in train-
ing, and investment in bringing China more and more rapidly into
the full mainstream of economy, accepted commercial, and other
practices.

Co-Chairman MULLOY. Thank you, Dr. Kapp.

I remember Senator Sarbanes’ testimony was in the context of
overall trade between Europe and the Chinese, that they were—
Europe was running a deficit. It wasn’t nearly as large as the def-
icit of America and they actually have more exports to China than
we do, in the total context.

If T could call on Chairman D’Amato.

Chairman D’AMATO. Thank you, Chairman Mulloy.

First of all I want to commend the witnesses for their testimony.
I had the opportunity to read the testimony carefully. I was im-
pressed with the thought, the effort that went into all the testi-
mony.

Mr. Trumka, I thought you T°d up a lot of issues that are really
critical to this Commission’s mandate. It provides kind of a menu
of things that we need to be looking into.

And, Mr. Kapp, I thought your testimony was very thoughtful.
You’re obviously a real student of this relationship, and you talk
about the need to maintain a dialogue with us. We’d like to do that
with your group. We think that what you do is important. I was
afraid that by the time I got to the end of your readings that we
would end up with a very long pop quiz, and then we’d have to put
off this hearing until we got the answers to you. But in any case,
we want to thank you for that.

You know, we talked about history here. I can remember, Mr.
Trumka, that many years ago when I was working for a senator
who has since died, retired and died—Senator Abe Ribicoff. And we
worked together, closely together with other senators like Scoop
Jackson and the Administration in those days, and we put terrific
pressure regularly on the Soviet regime on human rights, and we
used our economic influence on that government all the time to try
and bring about the kinds of things that you mention, to bring le-
verage to try and change their behavior.
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We didn’t change the Russian regime, but I can remember going
to the Airport and picking up Mr. Sharanski and that guy came out
of there as a result of the pressure of this body, this government
on the Russian government, and he would have remained in prison
and died in prison had we not exercised that leverage.

So I read history a little bit differently. I think that we made
some differences. Maybe you call it out on the margin, but they
were important differences for the world. We held ourselves out to
use that leverage and we were successful in many respects. I can
remember when Solzhenitsyn came out. I was involved with help-
ing him relocate in Vermont. We worked with his wife to bring
Sharanski out and others, and this man had been in prison in Rus-
sia more than 40 times. We escorted him to Senator Ribicoff’s office
and we put him in a chair so that he could see all the doors from
that chair. Here’s a guy who had been beaten up, and the kind of
experiences he had was a reminder to us of what we stood for.

So I have a question in this respect, and that is who in the world
has been using any kind of leverage on the Chinese regime in this
area of human rights, which is every bit as egregious as what the
Russians did to their people? And if it’s not going to be us is it
going to be anybody else, and are we abandoning that? Do we want
to abandon that kind of pressure, to use economic pressure, as you
point out in your testimony, to try to build a model or move the
Chinese a little bit in the direction of the values that we care
about, at least make it clear to them that we really care about
those values?

I think that’s—it’s not meant as a criticism of anybody. It’s a
question I have. I'd actually like to ask Mr. Kapp, how do you feel
about that? You're a student of this stuff. Is it we can only bring
about limited change, but is it worth trying and is there a message
out there when we don’t try?

Mr. Kapp. Well, your last subclause is a very important one
about life in general. Sometimes the things you don’t talk about
turn out to be more important because you didn’t talk about them,
and we in the business community have been trying to say that to
our friends in the business community as they meet with people in
public service these days. This is a time when the U.S.-China rela-
tionship is in a very parlous condition; it’s gone through another
series of jolts. We've been saying it’s important that we remind our
public service friends that the stability of this relationship is im-
portant, because if we don’t say it out loud it’s possible that people
will say we don’t care. So I think on the matter of human rights
you've raised an important question at the very end there.

You know, one of the dangers in all of these superheated discus-
sions on China is that if one says something that coincides with
something the Chinese; one is labeled as their spokesperson and in
fact as their lackey. That leaves one with a certain degree of dif-
fidence. But let me just say that the economic and material well
being of the populace is not a small matter when it comes to defini-
tions of human rights for the Chinese people, and I don’t think you
have to be a spokesman for Beijing or a lackey of Beijing to point
out that these have improved significantly; few people would doubt
it. Admittedly, here are growing disparities of wealth and income
become the coastal areas and the poorer interior and so forth.
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Second of all, I go back to testimony I offered to the House as
the Ways and Means Subcommittee years ago. I'm not a fan on
“sending messages”. I even put that in my testimony here. I hope
that didn’t seem impolite or disrespectful to the Commission. I
think “sending messages”, to the extent that it proves that you've
sent a message, is not particularly productive and that, in fact,
with China, as perhaps with other countries, it is sometimes unpro-
ductive. Just to say, “We told them how the cow ate the cabbage,”
and report back to your colleagues that you’ve done your work, I
think, does not serve.

So then the question is what really makes a difference? I tried
to say years ago in testimony it is not a moral achievement to take
an action in the name of morality if you don’t take into account the
consequences of the action. The case in point was cutting off MFN
in the name of human rights, back in the days when NPR was
called MFN. If you cut off MFN in the name of human rights or
in the name of religion, which was the issue in 1997, and you then
discover that in fact the practitioners of their faith are labeled as
pawns of a hostile United States, because the United States cut off
China’s ability to reach U.S. markets in their name and suffer the
consequences, to me you have not taken a moral action.

I don’t mean to sound like I'm simply equivocating here, but I do
think you have to be sure that the actions you are going to take
really are going to make a difference.

Now, there are moments—there is room for symbolism some-
times. But I come back to comments that a Chinese dissident made
on the Web last year in the weeks before the May 2000 House vote
on PNTR. He pointed out there’s a sort of game that the Americans
and the Chinese play. He put his view very crudely. He argued
that the PRC regime is like a robber in the night. It seizes people
and throws them in jail. The Americans get all upset. There’s a big
negotiation, the public is furious. They let a few people out. The
Americans claim victory. And the system doesn’t change.

These were the views of a man who spent years and years in
China’s “Laogai”, or labor camps. He’s testified before Congress
about his experiences.

His point was that the real answer to these egregious human
rights conditions that I think few of us would for a minute deny,
lies in long-term systemic change, which is in fact best served by
the raising of economic standards and the full integration of China
into systems designed by the world to which China must submit.

Now, he was talking in the context of PNTR. But what I'm trying
to say is that I'm not sure that punitive actions by the United
States, especially if they’re unilateral and the Europeans and the
Japanese and others do not join in the punitive sanctions are the
most effective way of trying to achieve these goals that I suspect
everybody in this room would share.

Co-Chairman MULLOY. Now we turn to Commissioner Robinson.

Commissioner ROBINSON. Yes. Thank you, Mr. Chairman. I have
just a couple of quick questions for Mr. Trumka.

First, Mr. Trumka, the AFL-CIO and I think you personally,
were actively involved in opposing the initial public offering of
stock of Petrochina last year, which as you know was ultimately
downsized from an originally targeted amount of some $10 billion
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to $2.89 billion. I was wondering if you could share the view and
position of the AFL—CIO to the likely prospect that in the next few
years scores, if not hundreds, of Chinese state-owned enterprises
will be seeking to come to the U.S. stock and bond markets to raise
billions of dollars. Do you have a view on that likelihood?

Mr. TRUMKA. Yes, I do. First of all, I'd also like to note for the
record the assistance and the working relationship that we had,
yourself included, in the IPO.

I would start off by saying that the IPO in the United States was
represented by Goldman Sachs, and Goldman Sachs’ initial advice
to the Chinese government was that people will invest in your oil
not in your people. So they separated into two corporations, their
assets and their people. Had that IPO been totally successful it
would have resulted in the layoff of approximately 1 million Chi-
nese workers. We obviously thought that was wrong from many,
many different levels.

Then we did a straight economic analysis of the deal itself, and
when you read the very, very fine print in the back of it you were—
investors were being asked to buy a 5 percent share in the govern-
ment owned oil company, and you had virtually no rights because
shareholders’ rights in China are nonexistent. And in fact, there
was a little paragraph that was tucked in page whatever, whatever
that said we will probably never achieve our business plan because
political politics in this country will forbid us from letting that hap-
pen.

We thought it was a bad deal for investors. We thought it was
a very bad deal for people, and we organized roughly a little over
2 trillion dollars in money to say no to that IPO. They had planned
124 other IPOs, I believe it was, at that time that were scheduled
to come down the pike. Their lack of success or overall lack of suc-
cess with the Petrochina deal dissuaded them. I don’t think it
eliminated the threat, it just slowed it down. I think they’re re-
grouping and I think you’ll see them come back in a year or so with
another IPO and try to come at it with a different point of view.

Commissioner ROBINSON. Was it the first time that the AFL-CIO
had ever sought to leverage the U.S. capital markets to advance
your organization’s objectives? I mean, it’s my recollection that that
was the first time that AFL-CIO had ever engaged in that area.

Mr. TRUMKA. The only thing that I would correct is that it wasn’t
the AFL-CIO’s objectives; it was shareholder objectives. It was the
first time that we took the lead in speaking out on behalf of share-
holders saying this is a bad deal from any point of view.

This company invests in Tibet. There were Tibetan monks that
came and talked about how they were tortured with electrical de-
vices. This monk pulled out an electric shocking device that he was
tortured with. The money would have been used for that, and so
it was our thought that we should not be using workers pension
money in that type of an investment, an investment that ulti-
mately, as I said earlier, would have resulted in the layoff of 1 mil-
lion Chinese workers.

Commissioner ROBINSON. And one final question.

Are you familiar with the new SEC disclosure requirements that
were made public in a correspondence of May 8th of this year from
Acting SEC Chairman Laura Unger to Representative Frank Wolf?
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Mr. TRUMKA. Yes.

Commissioner ROBINSON. Does AFL—CIO support those new dis-
closure requirements that pertain to foreign registrants in our mar-
kets doing business with U.S. sanctioned countries?

Mr. TRUMKA. Yes. We think it’s a step in the right direction, al-
though I point out one think that’s just come to surface, one way
those rules can be circumvented. One of the public funds, trust
funds wrote to a company by the name of Armana-Hess, who has
a subsidiary—well, I should say they’re a 25 percent owner in an
oil company called Premier. Premier does significant business in
Burma. They were pressed on the issue and Armana-Hess’ re-
sponse was, one, we have instructed Premier that none of our
money that we invest in them can be used in Burma; and two, the
two directors that we have are instructed never to speak of or par-
ticipate in any issues of the company dealing with Burma.

Now, that will be their response to avoid the disclosure because
the rules, I don’t think, address that, and if anybody believes those
are true I have ocean front property in southwestern Pennsylvania
I'll sell you at an easy price.

Commissioner ROBINSON. Thank you, sir.

Co-Chairman MULLOY. Thank you. Commissioner Becker.

Commissioner BECKER. Thank you, Mr. Chairman.

I have a couple of questions that would perhaps follow-up ques-
tions on what’s already been covered to Mr. Trumka, although I
would certainly welcome comments from Mr. Kapp and from Mr.
Benanav on the same subject.

In your written testimony you make reference to the fact of the
almost inevitability of China’s accession to the WTO and PNTR
and comment about how our options here in the United States deal
with some of the problems that you've raised, some of the questions
that we've talked about here concerning human rights and re-
pressed labor rights, to deal with those subjects.

Would you have any suggestions that you could offer yourself as
to how we could strengthen things in the United States in order
to deal with issues like human rights and the repressed labor as
a comparative advantage against workers here in the United
States? And I have a follow-up question if time permits.

Mr. TRUMKA. Many of the rules that the Chairman talked about
or many of the tools that we had back then have been eliminated.
WTO prevents—doesn’t cover forced labor. WT'O doesn’t go after
child labor, but what we can do, I think, and what we should be
doing as I said earlier, is one, pressing the Chinese government;
and two, pressing American corporations.

Now, we don’t know exactly what percentage of their world mar-
ket we are. It’s between 25 and 50 percent. I refuse to believe that
with that kind of economic power that there aren’t leverage points
that we can’t find that force them to move. And forcing corpora-
tions, pressing corporations because as I told you, the American
Chamber of Commerce in China asked the Chinese government,
told them to lower wages because it’s dissuading investment there.
That’s not the direction to go.

Now, in addition to those things we can pressure both of them
through public hearings like this one, like consumer educational
campaigns, and even some trade actions. And things that I think
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we should consider is we can bring a Section 301 Trade Act of '74,
301, a case against China for their unfair trade practices, including
the egregious violation of workers’ rights.

Now, I don’t know whether this will withstand a WTO challenge
or not, but it’s worth trying because it at least brings attention to
the area that we’re in. And even under WTO rules we have the
right to restrict the import of goods produced by prison labor. Now,
they’re refusing to let us monitor those goods. We should be push-
ing them to absolutely open up and say we have a right under
these rules that we’ve already negotiated to monitor them. Let us
monitor them. Let us find out.

Just last year it was found out that a U.S. company was import-
ing—you know those little black paper clips with the silver thing
that they get wider and everything? Well, those were being con-
tracted out to a prison facility.

We have to aggressively monitor the situation and then use all
the trade remedies at our disposal to address it effectively.

And, Mr. Chairman, in response to both your questions, a point
that you raised. If not the U.S. government who? If not the U.S.
government nobody, because there’s an inherent contradiction with
American corporations. When they’re on the ground in China and
they have a chance to lower wages what will they do? They’ll ask
people to raise wages? They've never done that in the United
States. I mean, there is an inherent contradiction and we confuse
the difference between the freedom of multinationals to do business
with the freedom of people in China to get democracy and do busi-
ness. And we have to press them and press the Chinese govern-
ment to continue to make those changes. Unions are still illegal in
China.

Mr. BENANAV. Can I give you a reply? I think the question was
if not the U.S. government who. I think there’s a very good answer
for that. If not the U.S. government, the Chinese people. I do be-
lieve that the government has a role to play here, as I said before,
in quiet diplomacy, but I think that broad-based human right ad-
vancement, labor right advancement will come because the Chinese
people ultimately demand it.

I’'ve been going to China since 1983, and I'm not sitting here tell-
ing you things are wonderful in every respect. But if you look at
China in a historical context, the progress that has been made from
the time that I've been going there to today is really quite dra-
matic. Is it where we’d like it to be? No. Will it go further? I think
it will. And as the Chinese people, as the middle class rises, as the
education level rises, as they're exposed to American values and
Western values the Chinese people will start to demand the kind
of rights that we want.

If we look at our own history in the United States we didn’t
achieve this level of human rights and labor rights in a five-year
or a ten-year period. It took us 200 years to get to this point, and
for us to expect the Chinese to reach the same level when we snap
our fingers is unrealistic. Greater pressure will come from the Chi-
nese people. Not to say that we don’t have a role to play in it, but
our biggest contribution can be the assistance to the Chinese peo-
ple to raise their middle class and their education levels.
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Commissioner BECKER. It would appear, that the only defense
that we would have in the United States then, would be our trade
laws, and either enforcement of trade laws or improving the trade
laws in order to deal with what is obviously a comparative advan-
tage waiting for this 20 or 30 years for the Chinese to evolve up
to a level. Is that not correct?

Mr. BENANAV. We, the business industry, will be very aggressive
in making sure that whatever laws and commitments are made are
followed by the Chinese, that they live up to their commitments
and we will want to see that. But our greatest weapon—and I
think this was true in the Soviet Union and Eastern Europe. Our
greatest weapon is education. When a population becomes educated
and understands our values that’s a much more effective weapon
than an occasional action in front of the WTO.

If you really want broad gauged advancement in human rights
and labor rights, we have to capture their hearts, the hearts and
minds of the middle class. We did that very successfully, I think,
in Eastern Europe and even the Soviet Union, and the walls came
down not because we forced them down, because the people did,
and that’s what we need to do here.

Co-Chairman MULLOY. Commissioner Becker, if we can move to
the next questioner. Let me point out that if any witness feels that
there are additional points that he wishes to make and you don’t
have time to do it now, please at the end of the panel, if we have
additional time to do that, or you can send them in writing. But
we've got to give each Commissioner his opportunity.

Commissioner Bryen.

Commissioner BRYEN. Thank you, Mr. Chairman.

My questions are for Mr. Benanav and Mr. Kapp. They’re easy
questions, I think.

In your presentation this morning, which was very interesting,
neither of you talked about the trade deficit. This morning when
we had the senators present, they talked a lot about the trade def-
icit, and it seems there’s growing concern about it, that it’s getting
worse and worse.

My first question is about the trade deficit. If this relationship
with China is such a great thing how come we’re taking it on the
chin in terms of the overall trade relationship?

Mr. BENANAV. Well, one of the reasons why I think PNTR makes
great sense and having China come into the WTO makes great
sense is that the other half of the trade deficit, our ability to export
is significantly enhanced. China’s had NTR status for over 20
years. We have been foreclosed from many of the Chinese markets
while NTR was available for them to import. By getting them into
the WTO and by getting them to sign the agreement the ability of
American firms to export to China will be significantly enhanced.
Agriculture, financial services, even many manufactured goods that
could not be imported into China will now be available for imports
into China.

So I see PNTR and WTO accession as a help to the trade deficit.
Certainly not a harm because the Chinese a year ago had the same
rights to import that they will have a year from now. They don’t
get any additional rights to bring their goods into the U.S. after
WTO than they had before WTO.



65

The only tool we really had, if you wanted to fix the trade deficit
with China quickly, was to not renew their trade status, their NTR
status. That is such an—that’s like dropping an atomic bomb in
economic terms, and we didn’t do that even in the year of
Tiananmen Square. So I consider that a totally unrealistic weapon
to use against the trade deficit.

Commissioner BRYEN. Mr. Kapp?

Mr. Kapp. Well, in my written testimony I spoke to it and I in-
cluded some materials both by me and by our counsel and also by
a gentleman who wrote an article in the Foreign Affairs on the sub-
ject.

Commissioner BRYEN. In your spoken testimony you didn’t.

Mr. Kapp. We have a big merchandise trade deficit with China.
It’s growing. It’s not as big as it’s said to be for important reasons
that are not trivial with regard to how you count the deficit.

There are issues of substitution of production. Taiwanese invest-
ment—Taiwanese exports to the mainland since 1992 have risen
401,000 percent, according to Taiwan statistics. It is, I think, a
small reflection of the fact that Taiwan, Korea, Hong Kong, and
other nations that used to send experts straight to the United
States are investing in production on the mainland for that pur-
pose.

Commissioner BRYEN. Oh, I understand that. I'm trying to get to
a different bullet.

Mr. KaPp. I'm sorry.

Commissioner BRYEN. Which is

Mr. KaPpP. And you know that China’s merchandise trade world-
wide is nearly balanced. You know that the United States has a $5
billion surplus on the services account. None of these eliminates
the fact that there’s a big deficit, and we also know that even with
the market break throughs that we’'ve worked so hard to achieve
through negotiation and look forward to realizing, U.S. exports to
China would have to grow five times as fast as U.S. imports from
China in order to even start reducing the trade deficit. So there’s
a structural issue there which is very serious.

Commissioner BRYEN. That works against us.

Mr. Kapp. Well, it certainly means that the trade deficit is—the
merchandise trade deficit is not going to come down overnight.

But on the question of why we are “taking it on the chin”, to use
your words, some people would argue that taking it on the chin is
not a complete description of the reality here. This will not be ac-
cepted by everybody on the panel, but some people would argue
that the presence of low-cost Chinese manufacturing and the ex-
porting of low-cost goods to American markets helps keep consumer
prices and cost of living increases down in the U.S.

Commissioner BRYEN. Some people would argue that if we don’t
export, our economy suffers a great deal.

Mr. KApPP. Absolutely right. That’s why we fought so hard in the
WTO.

Commissioner BRYEN. Exactly. Countries like Japan—and that
was my second question—do considerably better than we do with
a profile that’s not terribly different than ours. They do consider-
ably better than we do in terms of exports to China. Why?
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Mr. KAPP. I'm surprised it’s taken us so long in this hearing to
get me to the point of saying I'm not sure, because I certainly have
felt that from the minute I walked in the door. I really don’t have
a full answer to whether or not it is a function of government domi-
nated decisions, which are getting fewer and fewer by the day I
might say, to prefer imports from one country over those from an-
other; whether it’s a function of particular kinds of Japanese prod-
ucts that compete successfully against American products; or
whether the Japanese are in some cases selling into China prod-
ucts, for example, for TB tube manufacture or other things that
they’ve invested in which we no longer sell at all.
hI can certainly do my best to come up with a better answer than
that.

Commissioner BRYEN. I would like you to do that, because it
seems to me that there’s such a big disparity, so significant, and
we seem to be getting a greater trade deficit. We’re not making any
improvement. So I'd like to see what you come up with.

Mr. Kapp. Mr. Chairman, if I can take just one more second with
Commissioner Bryen.

Many people would argue instantly on the question of the dis-
parity between Japanese imports and exports; imports from, ex-
ports to China. Many people just snap their fingers and say oh of
course, the reason is that the Japanese let fewer Chinese goods
into Japan. It’s not necessarily a question only of the Japanese
having greater success in Chinese markets than Americans, but
also that they may be having a better success in keeping Chinese
products out.

Mr. BENANAV. I think part of the answer is the Japanese firms
have been at this a lot longer. They work much harder at export
businesses than American firms. American firms have the luxury
of having a huge domestic market and many of them just don’t—
have not seen China as a place where they can make a lot of
money, and I think as American firms become better at exporting
and learning how to do business in a very difficult place you’ll see
our exports rise. The Japanese have invested 50 years in this.

Commissioner BRYEN. But right now we’re not. I mean, right
now we’re seeing the reverse so that where we’re at now the trend
is negative. Japan has $34 billion worth of exports to China com-
pared to our, 16.1. That’s a big difference and the base here is
quite different, so it’s very worrisome that all the celebration of the
trade relationship that we hear, on the other hand the performance
isn’t there, and that’s the point I wanted to get at.
hCo-‘glhairman MuLLOY. Mr. Trumka, you wanted to add some-
thing?

Mr. TRUMKA. I really do, because I think some of the answer to
your question, Commissioner, was contained in the Wall Street
Journal the day after the PNTR vote, and some of what I believe
is a difference in philosophy and approach. The Wall Street Journal
said the day after PNTR this deal is about investment, not exports.

U.S. foreign investment is about to overtake U.S. exports as the
primary means by which U.S. companies deliver goods to China,
and here’s a list of companies that have closed down production fa-
cilities and have gone to China. Zebco, Innovative Home Products,
New Coat, LaCrosse Footwear, it goes on.
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The difference is China is that they’re going to produce at home
and send a product. Our philosophy is to shut down at home and
send a factory, and the more factories we send the worse the deficit
is going to get.

Two experts haven’t told you, haven’t given you a glimmer of
hope about that deficit reducing in the foreseeable future, and it’s
going to grow. It’s a difference in philosophy; move a factory, not
a product.

Co-Chairman MULLOY. Okay. Let me just—Mr. Kapp, you offered
to help us in terms of analyzing that. And part of our statute is
to analyze that point, so if you could help us with relation to Chi-
na’s trade surplus with Europe and Japan that would be enor-
mously useful to us.

Commissioner Reinsch.

Commissioner REINSCH. Thank you very much.

This is an interesting panel. You've just laid out the dilemma
that the policy makers have. Everybody wants to get to the same
place but you have very different ways to get there. I think it’s
helpful for you to lay that out.

I just have a couple questions that I think will help me just ag-
gregate some things and understand some of the points you're
making better, and my first question is for Mr. Trumka.

If the Chinese did all the things we want them to do in the
human rights, worker rights area, the various things you identi-
fied—and I think it was clear on the panel that everybody is in
favor of correcting those things—how much difference would it
make in the bilateral trade deficit?

Mr. TRUMKA. A significant difference because while there would
be less of an incentive you wouldn’t be able to pay 8 cents an hour
to produce Nike bags and backpacks. Youd produce them at a
higher rate, there would be less incentive to go there. We’d send
the product over there rather than the factory.

Commissioner REINSCH. Can you—not necessarily now, but can
you later on quantify for us what you think the net effect on the
deficit would be and submit some data?

Mr. TRUMKA. With assumptions, sure.

Commissioner REINSCH. Yes.

Mr. TRUMKA. Absolutely.

Commissioner REINSCH. Mr. Kapp, do you agree with Mr.
Trumka’s position?

Mr. Kapp. Well, I would say first of all that I tried to suggest
in my testimony that American companies invest in China for
many reasons; one of which is the emergence of a very large and
rapidly growing Chinese market. In many, many other countries
around the world, American and Japanese and European firms in-
vest in the country where the market is for reasons of better effec-
tiveness in addressing that market.

So I think it is important for the panel to keep in mind the fact
that corporate decisions on where to invest and what to make when
you do invest, and whether to do a joint venture or a wholly owned
and so forth are not unidimensional decisions.

On the matter of the 8 cent labor, I understand that the min-
imum wage in China is now 200 RNB a month by national law,
and if you calculate that out at some reasonable level or hours or
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even more if it’s an unreasonable level of hours, the number gets
down to a very low per hour unit of compensation.

It would be worth the panel’s asking, however as it looks at the
endeavors in which U.S. companies do commit investment in
China, whether those endeavors are the 8 cent an hour endeavors.
The nearest you will come, I believe, is probably going to be textiles
and apparel or possibly textiles, apparel and shoes.

But American companies are not investing, in shoe factories and
textile plants. Some U.S. firms arrange for such production
through, as you know, doing it through sub-contractors and so on.
But if you look at where American companies are themselves in-
vesting in China I think you’re going to discover that they’re not
investing in the kinds of production that utilizes that lowest of the
low end of Chinese labor.

Are they going to China only for the labor costs? Some may, but
a lot do not. I think everybody understands, again, that there is a
mix of reasons that international investors and put money into
other countries, whether it be China or India.

That leads me to the last point on this, and that is I do think
it’s important for this panel, as it asks itself these China questions,
to ask whether they are China-focused questions or generic ques-
tions. If you're talking here about broad issues of capital flows in
the world, or broad issues that involve developing countries, or
broad issues of countries that pay workers less than they might re-
ceive in the developed industrial states of Western Europe and the
United States, then it’s important not to come up with conclusions
speaking only of China that are misdirected simply because China
is the mandate of the Commission even though the real issue is ac-
tually a much broader subject.

Commissioner REINSCH. Actually I'm glad you made that point,
because it seems to me that the Chinese are pursuing a set of eco-
nomic strategies that are not unique to them, either historically or
right now, and which in some respects are wise for them. They are
not necessarily wise for us, which I think a lot of you have made
clear. But it would be nice to sort out what is unique about China
as opposed to what is the same about China and what a lot of other
countries are doing. As someone who was a veteran, as were Mr.
Trumka’s predecessors and Mr. Becker’s predecessors of the trade
wars with Japan in the ’80s when an awful lot of things were said,
some of them the same that are being said today, although that’s
not a problem that we seem to be worried about as much today as
we were then despite the size of the deficit. It seems to me the Chi-
nese are doing a number of things. As far as their economic devel-
opment is concerned it’s pretty much the same as what the Japa-
nesg did, albeit not with respect to the points that Mr. Trumka
made.

And that’s why I asked my first question, to try to sort out the
differences here and figure out what we need to do to attack the
question that the senators raised, which was the deficit. Mr.
Trumka feels if we attack some of these moral issues, for lack of
a better term, that that will get us there, and I was trying to get
a sense of what you feel.

Not unrelated to that, Mr. Benanav, you made a comment, which
I agree with about the extent to which Americans present in China
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uphold higher standards of behavior, if you will, and I accept that
comment. I haven’t heard other people refute it, although I think
Mr. Kapp’s comments about the contractors are well taken and
bear separate investigation. But in that case, with respect to direct
involvement, would you object to a code of conduct, the Sullivan
Principles, if you will, for corporations operating in China?

Mr. BENANAV. For American firms doing business there?

Commissioner REINSCH. American firms with respect to their be-
havior.

Mr. BENANAV. I honestly don’t feel one is necessary, because I
think that American firms by and large—as I said, 99 percent of
them adhere to those principles anyway. I think the more we add
bureaucratic requirements, reporting requirements for a purpose
that’s not really going to be very valuable because it’s already
being done, it’s not a very good idea. I just don’t see that American
businesses go into China the way Mr. Trumka sees just to take ad-
vantage of the 8-cent an hour labor. I think they treat their work-
ers pretty well, and I don’t think the Sullivan Principle will add
anything.

Commissioner REINSCH. I assume, Mr. Trumka, that while you
would say that such a code would probably be a good thing, you
would also say it’s not enough; is that right?

Mr. TRUMKA. I would say that because it would have no teeth,
although the reporting—if there were significant reporting require-
ments that could be an interesting thing to allow us to know. And
I point out to my colleague to my right that if he thinks everything
is hunky-dory with American corporations going over there I'll give
him the White Paper that the American Chamber of Commerce
gave to China and they advised the Chinese government to cut
labor costs because high labor costs had already discouraged some
potential investors.

Now, that wasn’t some Mickey Mouse contractor. That was the
American Chamber of Commerce advocating cutting a woefully in-
adequate pay grade in that country, and if that’s the American
value that the Chinese worker’s going to learn, I submit to you that
it will have an adverse affect on the best interest of this country.

Commissioner REINSCH. Mr. Trumka, one more thing quickly.

You said in your testimony that the United States has lost
675,000 manufacturing jobs since last July, I believe it was. I as-
sume you’re not blaming all that on China?

Mr. TRUMKA. No, I'm not, although the significant number of jobs
were in electronics and one other market, and those are both areas
that Chinese investment in China has been the highest in. We're
doing circuit boards over there. We're doing computers over there.
We're doing refrigerators, things of that sort from the big corpora-
tions. No, I don’t suggest that all 675,000 manufacturing jobs were
lost there. I suggest a number and a growing number has been lost
there.

Commissioner REINSCH. Thank you. My time is up. I invite the
panel to submit for the record any comments you might want to
make on one other subject, who is the extent exchange rates, affect
the bilateral deficit.

Co-Chairman MULLOY. Mr. Trumka, there is one additional thing
before we turn to Commissioner Dreyer.
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That list that you gave of companies that moved?

Mr. TRUMKA. Yes.

Co-Chairman MULLOY. It would be very helpful to have that sub-
mitted to the Commission for the record just in case there was a
desire to follow-up and get the thinking of what went on there.

Mr. TRUMKA. Very good.

Co-Chairman MULLOY. Thank you. Commissioner Dreyer?

Mr. TRUMKA. Mr. Chairman, excuse me. Would you like a more
expansive list?

Co-Chairman MULLOY. Yes. That would be great. Thank you, Mr.
Trumka.

Commissioner DREYER. I have a question for each of the panel-
ists. For Mr. Benanav, to lead off, you mentioned that China has
not yet developed the range of institutions that will enable it to
meet its WTO obligations, and I wonder if you are not concerned
that allowing China into WTO before it has developed these insti-
tutions is going to remove a key incentive for China to actually de-
velop these institutions. You quote Commissioner Waldron as say-
ing that these institutions are getting more shaky rather than
more stable, and that’s certainly a concern I have, that if you let
the Chinese into the WTO too soon they feel they’re home free and
they don’t need to conform to certain things because they’ve al-
ready got the membership.

And finally, as a follow-on for that, are you not concerned that
if your insurance company goes in there, and you mentioned the
demonstration effect that you hope will take place, that the dem-
onstration effect in fact is that you are training your Chinese com-
petition and you're going to lose out on market share?

Mr. BENANAV. The first question, yes, we are concerned that the
institutions are not as solid as they ought to be. We have a classic
chicken and egg problem here. The advantage of getting them into
the WTO is once they’re in there is an enforcement mechanism.
Today there is no enforcement mechanism. If they arbitrarily apply
some kind of rule and do things in a non-transparent way all you
can do is ask the Ambassador to intercede on your behalf. There
is no way to enforce a set of rules.

Once they’re in the WTO, as imperfect as it will be, as painful
as it will be, as long as it will be, there is an enforcement mecha-
nism and when that enforcement mechanism starts to take affect,
as the learning starts to take affect, we believe that the institu-
tions will be built up.

I've personally offered to send 250,000 American lawyers if
they’ll take them to help them with the institutions.

Commissioner DREYER. We can spare them.

Mr. BENANAV. That was my point. But it is not going to be easy.
We're not kidding ourselves, but we believe this is the best way to
get those institutions up and running.

In terms of your second question, are we training our competi-
tion, the answer is absolutely, definitely yes, we are. We believe
that the Chinese local institutions will learn, and they already
have learned an awful lot about how to compete in our businesses.
We would certainly love to dominate the market but we know we
can’t. The reality is the more the competition exists and the more
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that competition succeeds the more we’re going to see the insur-
ance market opened up.

As 1 said earlier, the potential for the market is huge, but it’s
going to take competition to open that market up. The state-owned
monopoly that had that ability for years and years and couldn’t
really take advantage of it was because they didn’t know how to
compete. Today that state-owned monopoly has got a lot of competi-
tion, it’s learning new tricks, the whole industry is going to open
up.
This is not a question of a limited pie where we’re fighting for
a piece of that sized pie. That pie has great potential to grow and
competition is what’s going to make that pie grow.

Commissioner DREYER. So you feel that a sufficient number of
Chinese are going to decide that New York Life is the company
they keep?

Mr. BENANAV. That’s right. Thank you for the advertisement.

Commissioner DREYER. I watch TV.

Question for Mr. Trumka, and actually this is in two parts too.
I ask this as the daughter of two blue collar workers. Are you not
concerned that there is no real growth potential for the American
working class? In other words, the inexorability of jobs being ex-
ported means that we are going to find that U.S. workers have to
be retrained to do something else, which may not be what they
wanted to do, and that this is kind of King Canute trying to hold
back the tide to try to institute measures to prevent this.

And second, you mention the need to press China on certain
issues, and I wonder listening to that how you would respond to
Dr. Kapp’s observation that in pressing China we are often just
making a statement to make a statement and it ends up being
counterproductive. In other words, let us say that a Lech Walesa
arises in China, and of course what the Chinese government’s first
reaction is going to be is to put him in jail for something or other.

Mr. TRUMKA. They already have.

Commissioner DREYER. They already have, yes. Good point. And
although nobody quite as famous as Lech Walesa——

Mr. TRUMKA. Because they gave him——

Commissioner DREYER. They nip it in the bud.

Mr. TRUMKA. It’s tough to get famous overnight.

Commissioner DREYER. Yes. And it kind of limits one’s ability to
get famous. We protest and then the Chinese government says this
is interference in their sovereign affairs, and then what have we
really gained?

Mr. TRUMKA. Well, he may be right. If we continue to give away,
continue to give away every single tool other than lip service to
that, and the more we give away through trade agreements the
less power you have, the less tools you have available to you.

Now, look, they can’t have it both ways. You heard my colleague
to my right say that we really favor quiet diplomacy when it comes
to workers’ rights and human rights, but boy, we want them in the
WTO so we can pillar and post them publicly through the WTO
mechanisms whenever it deals with investor rights or intellectual
property rights. Those two things are sort of inconsistent. If it’s
quiet diplomacy for workers’ rights and human rights why not
quiet diplomacy for business rights?
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If it’s public adversarial proceeding for business and intellectual
property rights, why not for worker and human rights? That incon-
sistency needs to be pointed out.

Your second thing—your first question, actually. I answered
them in reverse order. Does it concern me that all of our manufac-
turing jobs, that many of them are getting sent overseas or away
from us? Yes, it does. It concerns me dramatically because those
jobs have really built the middle class. Those jobs have really been
good in supporting families. Those manufacturing jobs have made
America great, and the loss of those jobs has had a devastating af-
fect on places where I came from, places in Appalachia, places
throughout the United States where manufacturing was a tremen-
dous opportunity, and it need not be that way. There isn’t an either
or.

Commissioner DREYER. So it’s not an inevitability?

Mr. TRUMKA. No, it isn’t. I mean, if you look at—look at Japan.
Look at the European nation, what they've been doing. They have
not said in order to compete in the world we have to jettison manu-
facturing. They figure out a way to either specialize that manufac-
turing, modernize that manufacturing, make it more efficient or
provide workers facilities with greater training and uplifting.
That’s what we should be doing. That’s our strength.

Now, if we continue to give away tool after tool after tool, all you
will have left is cajoling. I understand one thing, and I don’t claim
to be an expert about China, but I understand one thing. They un-
derstand strength and they understand weakness, and their cul-
ture causes them to interpret things as weakness and interpret
things as strengths. We are better off dealing with them through
strength than through weakness.

Co-Chairman MuLLoYy. We have to move on. Commissioner
Lewis, please.

Commissioner LEWIS. Thank you very much for the three of your
presentations. They were really very instructive and informative.

I'd like to ask each of you, particularly Mr. Kapp and Mr.
Benanav, would you be willing to make a critique of Mr. Trumka’s
presentation today. He gave us a five-page presentation in which
he said things in his presentation like—and I guess these facts are
not disputable, but maybe you would dispute them.

Our own State Department reports that human rights have dete-
riorated. He said that independent trade unions are illegal. He said
that export jobs generate—exports generate new jobs, imports often
displace jobs. He said that the deal is about investment, not ex-
ports. He said that the investment overseas is a race to the bottom,
and he said that the denial of workers’ rights in China is a stand-
ard that is deteriorating in the working conditions, and he quotes
the Korean Times article.

Would you be willing to critique what he wrote to us?

Mr. Kapp. I would.

Commissioner LEWIS. I would appreciate it if you would do that.

I would also appreciate it if you would give us a critique of their
presentations.

Mr. BENANAV. You're not talking about right now, though. You're
talking about submitting.

Commissioner LEWIS. Oh, no. Yes.
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Mr. BENANAV. Sure.

Commissioner LEWIS. I'm going to ask each of you some ques-
tions, and I want some really short answers because I have a
bunch of questions and I only have seven minutes.

Mr. Trumka, you quoted the Chamber of Commerce. Could you
give us a copy of that, the source of that?

Mr. TRUMKA. Yes.

Commissioner LEWIS. Okay. Number two, I don’t know that this
is a fact, but if in fact we knew that there’s a struggle going on
in the Chinese leadership and that the moderates in China want
us to joint—want China to join the WTO for the purposes of lead-
ing China into the world and the hard liners there don’t want them
to join the WTO and the moderates seem to be winning out, and
if in fact we reject their joining the WTO it would really give much
more credence to the hardliners and to the military, would that
change your view about China joining the WTO?

Mr. TRUMKA. I think that’s an inevitability. They're going to joint
the WTO.

Commissioner LEWIS. But would that change your view about
whether they should be allowed in?

Mr. TRUMKA. It would depend on the cost for us, I guess. The
short-term and the long-term cost for us. If we are to give the
moderates

Commissioner LEWIS. If we knew that the joining

Mr. TRUMKA. —short term but put us at a long-term disadvan-
tage I would say look long term rather than short term.

Commissioner LEWIS. But if we knew. Talking about Mr. Kapp’s
definition of national interest. If we knew that their joining the
WTO would strengthen the moderates, would that change your
view?

Mr. TRUMKA. It may.

Commissioner LEWIS. Okay. Thank you.

I'd like to ask Mr. Kapp a question. You’ve mentioned national
security, and I think it was really very instructive how do you de-
fine national security, and the question became—the facts came out
that our manufacturing base is deteriorating. Many thousands of
companies are moving, and that wages in America, until the last
two or three years of the Clinton Administration, actually deterio-
rated for 80 percent of Americans. Is that in the national security—
does that help our national security?

Mr. Kapp. I would say that the long-term deterioration of real
wages does not help the national security.

Commissioner LEWIS. Okay. Thank you.

Mr. Benanav, you mentioned in page 4 an open economic sys-
tem—and I think your presentations were really excellent, all three
presentations.

“Open economic systems do not in and of themselves overtly lead
to open political systems, but I do believe that without an open eco-
nomic system there can be no hope of developing an open political
system.”

Mr. BENANAV. That’s right.

Commissioner LEWIS. That may very well be. I wonder, switch
and say do you believe that a non-democratic regime can have a
labor union movement? In other words, isn’t that equally true of




74

labor union movements, that there can’t be a labor union move-
ment in an autocratic regime, that you need a democracy to have
it?

Mr. BENANAV. No. I don’t agree with that.

Commissioner LEWIS. Can you give me an example of where
there’s been a free labor movement in a non-democratic system?

Mr. BENANAV. I guess I have to do a little research on that.

Commissioner LEWIS. Would you please?

Mr. BENANAV. Yes.

Commissioner LEWIS. Because I think the labor movements are
like the canary in the mine shaft, and where you have a free labor
movement I think you have a democratic system.

Mr. BENANAV. I'm not an expert in European history, but my
recollection is that under the regime that prevailed in the 1930s in
Germany there were labor unions.

Commissioner LEWIS. Was it a free labor movement? You see,
what I'm getting at is Korea as an example. I was first in Korea
in 1963. I was first in China in 1979. The Korean labor movement
is a strong labor movement, and therefore there’s a strong middle
class in Korea, so they’re buying our goods. If you don’t have a
strong middle class the country can’t buy our goods.

Mr. BENANAV. I agree with that.

Commissioner LEWIS. Okay. So that’s why I think labor move-
ments help build middle classes, but I'd like an example from you
if you can give me one.

Yes, Mr. Kapp?

Mr. KapPp. Commissioner Lewis, on the matter of whether declin-
ing real wages are in the interest of national security, the only
thing to add to that this is connected to productivity too. Real
wages are not just a function of how much the person takes home
and puts in the bank every week.

Commissioner LEWIS. I understand that. It has to do with the
standard of living. I understand that, yes.

I want to ask one last question. On the military build up that
the Chinese are now undergoing, with the $85 billion surplus that
they’re running with us and tapping into our capital markets, do
you believe, as has come out in some of the prior facts, that we are
helping with their military build up with this great surplus they're
running with us?

Mr. BENANAV. I think the Chinese military build up is completely
independent. If they want to build up their military they can do so
whether or not we have this huge deficit with them. I think it’s
more a matter of their national interest rather than how much
money they have. They have the complete ability to channel money
into private sector, military sector, and they will do as they please
regardless of the size of the deficit.

Mr. TRUMKA. I think that the money that we give them abso-
lutely gives them the opportunity to do more in that build up than
they would without it. If they were running a deficit to us that
would be $85 billion that wasn’t available for military build up that
was coming to us.

The other thing that I might ask the Commission to look at is
the Chinese government—the Chinese military has its own compa-
nies that do business right here in the United States under the
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name of Narenco. They make a profit everyday off of Americans
and they send that directly back to the military.

Mr. KapPp. Let me just urge the Commission to not to enter into
this subject without some very well-informed thinking. The as-
sumption that every dollar in hard currency that is earned by Chi-
nese companies goes into some sort of a pot which is managed by
the seven men on the Standing Committee of the Politbureau and
thenceforth doled, out to the PLA or the Ministry of National De-
fense of the Central Military Commission, is misguided and hope-
lessly polemical; simply won’t stand up.

Do not, without doing your own serious research yourselves, ac-
cept the casual claim that if there’s a $50 billion deficit, or what-
ever the number is, between the United States and China, that’s
50 billion that goes right up to Jiang Zemin and his six colleagues,
and straight over to the Central Military Commission. And that
once it gets over to the Central Military Commission, it’s all used
for things other than barracks and food and uniforms and so forth
and so on.

There are many, many, many nuances in here, about which a
Commission like this has got to inform itself albeit not in this ses-
sion, if it is to speak with authority. Once again: the research is
available; I urge you to read it.

Commissioner LEWIS. I want to thank the three of you again for
your very thoughtful presentations and if, in critiquing Mr.
Trumka’s presentation, if you want to also take a look at Kevin
Kearns and critique that also, I welcome that also.

Co-Chairman MuLLOY. Well, thank you, Fellow Commissioners,
for being so cooperative in the time frame we've stayed within and
I want to thank this panel very much. I'm going to refrain—you
know, I’'m the only one who didn’t ask questions. I'll refrain from
doing that because both of our next witnesses are here and we
don’t want to delay them. If it would be feasible, I would submit
those questions to you for the record, and if you could give us re-
sponses.

And finally, I want to offer again the opportunity, if there are ad-
ditional things that you want to do to add to the comments you've
made, please feel free to do so and they will be included in the
record of the Commission. But thank each of you for being here
today and for your help.

We have on our second panel the Honorable Charlene
Barshefsky, the former U.S. Trade Representative who negotiated
the November 1999 Bilateral Market Access Agreement with China
that prepared the way for China’s entry into the World Trade Or-
ganization which my understanding this could happen as late as
later this year. I'm going to assume it’s later this year. I think that
would be the hope of the Chinese to get in before the next WTO
meeting, general meeting, which could be in November.

In addition to Ambassador Barshefsky, we are very fortunate to
have with us Admiral Joseph W. Prueher, who was our Ambas-
sador to China from December 1999 to May of this year and he did
a great job during that difficult period with the plane. Previously,
the Admiral served as Commander and Chief of the U.S. Pacific
Command, so he brings in expertise on China and on national secu-
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rity matters that we very much welcome. If I could first call on
Ambassador Barshefsky.

PANEL II: CHINA PNTR AND WTO ISSUES

STATEMENT OF AMBASSADOR CHARLENE BARSHEFSKY, VISITING
PUBLIC POLICY SCHOLAR, THE WOODROW WILSON CENTER,
AND FORMER U.S. TRADE REPRESENTATIVE

Ambassador BARSHEFSKY. Thank you very much. It’s a great
pleasure to be here and it’s particularly a pleasure to be here with
Joe Prueher, who did a brilliant job as our Ambassador, not only
with respect to national security issues, but with respect to the
issues with which I was most familiar and that is trade.

Let me begin by saying that as you know, in November of 1999
after years of negotiation, the U.S. and China reached a bilateral
agreement on China’s WTO accession. The agreement secures
broad range and comprehensive one-way trade concessions on Chi-
na’s part, granting the U.S. substantially greater market access
across the spectrum of industrial goods, services and agriculture.
This agreement strengthens our guarantees of fair trade and it
gives the U.S. far greater ability to enforce China’s trade commit-
ments.

By contrast, the U.S. agreed only to maintain the market access
policies we already apply to China and have for over 20 years, by
making China’s normal trade relations status permanent. China’s
WTO accession is a clear economic win for the United States. To-
gether with permanent NTR, it will help to open the world’s largest
market to our goods, farm products and services in a way we have
not seen in the modern era. But China’s accession also has deeper
implications. Our relationship with China, given her size and eco-
nomic weight, affects all of America’s foreign policy and security
goals in Asia from broad strategic interests to regional issues in
Korea, Southeast Asia and elsewhere; human rights and religious
freedom; weapons proliferation, environmental issues; labor rights;
crime; narcotics trafficking and many others.

We have serious differences with China on a number of these
issues and we have found areas of common ground as well. We
have a fundamental responsibility, I believe, to help develop a sta-
ble, mutually beneficial relationship in which we act upon areas of
shared benefit and mutual interest while we also make clear our
areas of disagreement and aggressively assert our rights and posi-
tions.

WTO accession will form a key foundation of our relationship
with China and will help promote longstanding American goals in
China. First, by helping to open and liberalize China’s economy, ac-
cession will, over time, help to create new economic freedoms for
Chinese citizens and promote the rule of law in many fields now
dominated by state power and control. A number of leading Chi-
nese and Hong Kong advocates of democracy have endorsed WTO
membership not only for its economic value but as a foundation for
broader future reform. And second, by integrating China more
firmly into the Pacific and world economies, WTO accession will
give China a greater stake in regional stability and prosperity. It
will, thus, together with our military presence in the Asia Pacific
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and our regional alliances, be a factor in favor of long term regional
peace.

Let me take a moment, if I could, and put China’s accession in
its historic context. The WTO that China now seeks to join had its
roots in the GATT, the General Agreement on Tariffs and Trade.
Its creation in 1948 reflected the personal experience of President
Truman and his European counterparts in economic depression and
war. They had seen the Smoot-Haley Act in America and similar
protectionist policies overseas, deeper in the depression and con-
tribute to the political upheavals of the 1930’s.

Post-war, they believed that by reopening world markets, they
could promote growth and raise living standards and that, in tan-
dem with a strong and confident security policy as open markets
gave nations greater stakes in peace and stability and prosperity
beyond their borders, a fragile peace would strengthen. The work
they began has continued for over 50 years and the faith they've
placed in open markets and the rule of law has been abundantly
vindicated.

Through eight rounds of global negotiations and as 112 new
members joined the 23 founders of the GATT, we abandoned the
closed markets of the depression era and helped to foster a 50-year
economic boom. China was a founding member of the GATT, one
of the original 23 countries, but with the Communist revolution in
1949, China embarked on a different course. Among its new lead-
er’s first steps were to expel foreign businesses from China and bar
direct economic contact between Chinese citizens and the outside
world.

Inside China were similar policies, including the destruction of
private internal trading networks, abolition of private property,
abolition of land ownership and of course, the suppression of the
right to object to any of these policy changes. One cannot separate
post-war China’s deepening isolation from the outside world from
its steadily increasing internal repression and diminishing space
for individual life and freedom.

Likewise, China’s economic isolation had severe consequences for
regional peace and stability. Asia’s largest nation had little stake
and prosperity and stability—indeed, saw advantage in warfare
and revolution—beyond its borders. Every Pacific nation felt the
consequences not only in economics and trade but in peace and se-
curity. China’s domestic reforms since 1978 have helped to undo
this isolation integrating China into the Pacific regional economy
as they opened opportunities for Chinese at home. The results have
been profoundly positive.

As China’s people regained the right to farm their own land,
open businesses, choose their own places of employment, they have
found new opportunities, both to raise living standards and deter-
mine their own futures. At the same time, China has moved gradu-
ally from a revolutionary role in the Asia Pacific region to a will-
ingness to play a positive and stabilizing role on issues as varied
as maintaining the peace on the Korean peninsula and the Asian
financial crisis.

A bipartisan American trade policy over the past 30 years has
contributed to these positive trends. Broadly speaking, U.S. goals
have been to support Chinese domestic economic reform and inte-
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grate China into the Pacific regional economy through a variety of
means including commercial trade agreements. This has extended
from a lifting of the trade embargo in 1972 by President Nixon to
our Bilateral Commercial Agreement in 1980 under President
Jimmy Carter, to agreements in the 80’s and to a series of agree-
ments in the Clinton years on intellectual property rights protec-
tion, textiles and agriculture.

Taken as a whole, this work has helped to open the Chinese
economy, created a new series of opportunities for Americans, and
given the Chinese public a broader array of contacts with the out-
side world than at any time since the late 1940’s. But this work
is only partly done. China’s trade barriers remain very high. A
number of policies dating from the 1950’s are still unchanged and
China’s integration with the world economy remains insecure. Like
Japan, China’s neighbors remain blocked from an economy which
could be an engine of growth for the region.

WTO accession represents a potentially profound and historic op-
portunity building upon but going much farther than China’s do-
mestic reforms to date. As it joins the WTO, China will do much
more than simply reduce trade barriers at the border. In much
broader terms, for the first time since the 1940’s China will permit
foreigners and Chinese businesses to import and export freely into
and out of China. China will reduce and in some cases remove en-
tirely state control over internal distribution of goods and the pro-
vision of services. For the first time since the 1940s, China will en-
able foreign businesses to participate in information industries
such as telecom, including the Internet. And China will subject its
decisions in all areas covered by the WTO to enforcement, includ-
ing informal dispute settlement and trade sanctions, if necessary.

These commitments are a remarkable victory for economic re-
formers in China: moving China away from a number of policies
dating from the Cultural Revolution and Great Leap Forward. Its
WTO accession will go further, helping to reform policies dating to
the earliest years of the Communist era, including absolute govern-
ment control over economic contacts with foreigners, nationaliza-
tion of major industries and destruction of private local commerce
within China.

All together this will, over time, give China’s people more access
to information. It will help to weaken the ability of hardliners in
China to isolate China’s public from outside influences and ideas.
More deeply, WTO accession reflects a judgment, though one not
universally shared among China’s leadership, that prosperity, secu-
rity and international respect will not come from the static nation-
alism, state power and state control over the economy that China
adopted after the war. Rather, China is more likely to gain these
from greater integration with the world, rising economic freedom at
home and ultimately, development of a rule of law. These are con-
cepts inherent in the initiative President Truman began in 1948
with the founding of the GATT.

Accession, because it has a potential beyond economics toward
the development of the rule of law, is supported by many Hong
Kong and Chinese activists for democracy and human rights.
Whether Martin Lee, the leader of Hong Kong’s democratic party,
or Ren Wanding, the founder of China’s modern human rights
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movement—all have viewed WTO accession as China’s most impor-
tant step toward internal reform in 20 years It is why the Clinton
Administration’s support for China, and why I believe the Bush
Administration’s support for China’s WTO accession, rests on a
broader, long-term commitment to human rights and freedoms as
well as new opportunities and strengthened guarantees of fairness
for Americans.

And with that, I’ll be pleased to stop.

[The statement follows:]

PREPARED STATEMENT OF AMBASSADOR CHARLENE BARSHEFSKY

Thank you for this opportunity to testify on one of the most important American
trade and foreign policy goals in many years, and that is China’s integration into
the global rules-based trading system.

China’s Trade Concessions and Broader Strategic Goals

In November of 1999, after years of negotiation, the U.S. and China reached a
bilateral agreement in China’s WTO accession. It secures broad-ranging, comprehen-
sive, one-way trade concessions on China’s part, granting the United States substan-
tially greater market access across the spectrum of industrial goods, services, and
agriculture. This agreement strengthens our guarantees of fair trade, and it gives
the U.S. far greater ability to enforce Chinese trade commitments. By contrast, the
U.S. agreed only to maintain the market access policies we already apply to China,
and have for over twenty years, by making China’s Normal Trade Relations status
permanent.

China’s WTO accession is a clear economic win for the United States. Together
with permanent NTR, it will open the world’s largest nation to our goods, farm
products and services in a way we have not seen in the modern era.

But China’s WTO accession also has deeper implications. Our relationship with
China, given China’s size and economic weight, affects all of American’s foreign pol-
icy and security goals in Asia: from broad strategic interests to regional issues in
Korea, Southeast Asia and elsewhere; human rights and religious freedom; weapons
proliferation; environmental issues; labor rights; crime and narcotics trafficking; and
many others. We have serious differences with China in a number of these issues,
and have found areas of common ground as well. And we have a fundamental re-
sponsibility to develop a stable, mutually beneficial relationship in which we act
upon areas of shared benefit and mutual interest. WT'O accession will allow us to
do so, as it complements and supports long-standing American goals in China policy:

—By helping to open and liberalize China’s economy, WTO accession will help to

create new economic freedoms for Chinese citizens and promote the rule of law
in many fields now dominated by state power and control. A number of leading
Chinese and Hone Kong advocates of democracy endorse WT'O membership not
only for its economic value, but as a foundation for broader future reforms.

—By integrating China more firmly into the Pacific and world economies, WTO

accession will give China a greater stake in regional stability and prosperity.
It will thus, together with our military presence in the Asia-Pacific and out re-
gional alliances, be a factor in favor of long-term regional peace.

America and the Trading Sustem

Let me begin my detailed review by putting the WTO accession in its historic con-
text.

The World Trade Organization China now seeks to join has its roots in the Gen-
eral Agreement on Trade and Tariffs, or GATT. Its creation in 1948 reflected the
personal experience of President Truman and his European counterparts in Depres-
sion and War. They had seen the Smoot-Hawley Act in America and similar protec-
tionist policies overseas deepen the Depression and contribute to the political up-
heavals of the 1930s. Fifteen years later, they believed that by reopening world mar-
kets they could promote growth and raise living standards; and that, in tandem
with a strong and confident security policy, as open markets gave nations greater
stakes in stability and prosperity beyond their borders, a fragile peace would
strengthen.

The work they began has now continued for over fifty years, and the faith they
placed in open markets and the rule of law has been abundantly vindicated.
Through eight Rounds of negotiations, and as 112 new members joined the 23
founders of the GATT, we abandoned the closed markets of the Depression era and
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helped to foster a fifty-year economic boom. America, as the world’s largest exporter,
benefits perhaps most of all: the efficiency of our industries and the high living
standards of our families reflect both the gains we receive from open markets
abroad, and the benefits of our own open-market policies at home.

But the development of the trading system has had equally important effects
worldwide. As it has developed over the past fifty years, the world economy has
grown six-fold; per capita income nearly tripled; and hundreds of millions of families
escaped from poverty. And perhaps the best testimony to this success is that many
of the new applicants to join the WTO are nations which are abandoning the post-
war experiment in communist central planning.

China’s Road: From Revolution to Reform

And that brings me to China.

With the Communist revolution, China set out upon a very different road than
the one President Truman and his colleagues had charted. After 1949, it shut doors
it had once opened to the world. Among it new leaders’ first steps were to expel for-
eign businesses from China and bar direct economic contact between Chinese citi-
zens and the outside world. Inside China were similar policies: destruction of pri-
vate internal trading networks linking Chinese cities and villages, abolition of pri-
vate property and land ownership, and of course suppression of the right to object
to these policies.

In essence, one cannot separate postwar China’s deepening isolation from the out-
side world from its steadily increasing internal repression and diminishing space
from individual life and freedom. Likewise, China’s economic isolation had severe
consequences for regional peace and stability: Asia’s largest nation had little stake
in prosperity and stability—in fact, saw advantage in warfare and revolution—be-
yond its borders. Every Pacific nation felt the consequences not only in economics
and trade but in peace and security.

China’s domestic reforms since 1978 have helped to undo this isolation, inte-
grating China into the Pacific regional economy as they opened opportunities for
Chinese at home. The results have been profoundly positive: as China’s people re-
gained the right to farm their own land, open businesses and choose their own
places of employment, they have found new opportunities both to raise their living
standards and determine their own futures. At the same time, China has moved
gradually from a revolutionary role in the region to a willingness to play a positive
and stabilizing role on issues as various as the maintenance of peace on the Korean
peninsula an the Asian financial crisis.

A bipartisan American trade policy over the past thirty years has contributed to
these positive trends. Broadly speaking, U.S. goals have been to support Chinese do-
mestic economic reform, integrate China into the Pacific regional economy, through
a variety of means including commercially meaningful agreements that open oppor-
tunities for Americans. This has extended from the lifting of the trade embargo in
1972, to our Bilateral Commercial Agreement in 1980, trade agreements in the
1980s; and to a series of more recent agreements including:

—Intellectual Property.—In the early 1990’s, China failure to protect intellectual
property rights was one of the most problematic aspects in the trading relation-
ship. Piracy of films, software, CDs, and other intellectual property works cost
U.S. industry hundreds of millions of dollars and led to trade confrontations
with China, including invocation of sanctions on two occasions. The Unites
States ultimately negotiated agreements in 1992 and 1995, and then won fur-
ther commitments in 1996 that led China to pass world-class copyright, patent
and trademark laws; close the vast majority of pirate production facilities, cease
the export of pirated products and significantly improve enforcement—the prin-
cipal focus of the agreements.

—Textiles.—Likewise, textile transshipment and market access barriers have his-
torically been a problem in our textile trade relationship with China. While
problems remain, two separate agreements, in 1994 and 1997, combined with
sustained enforcement efforts by the U.S. Customs Service and the Administra-
tion, as well as imposition of triple charge penalties, have helped to mitigate
these problems. The 1997 agreement, in fact, committed China for the first time
to significantly reduce its textile restrictions.

—Agriculture.—Mot recently, the Agreement on Agricultural Cooperation in April
of 1999 lifted long-standing bans on exports of American citrus, meats and Pa-
cific Northwest wheat, imposed due to unscientific sanitary and phytosanitary
measures. As in the cases of intellectual property and textiles, frequent con-
sultations with implementing the agreement is key.

Taken as a whole, this work has helped to open Chinese economy; created a series

of new opportunities for Americans; and given the Chinese public a much broader



81

array of contact with the outside world than at any time since the late 1940s. But
the work is only partly done. China’s trade barriers remain very high; a number
of polices dating from the 1950s are still unchanged; and China’s integration with
the world economy remains insecure. Likewise, China’s neighbors remain blocked
from an economy which—like Japan’s—could be an engine of growth. One index of
this is our substantial trade deficit with China. Another is that since we extended
Normal Trade Relations (formerly MFN status) to China in 1980, our exports to
China have grown by only $10 billion, a figure significantly less than our total
Iggowth to most other major trading partners in Europe, North American and East
sia.

WTO accession thus represents a potentially profound and historic shift, building
upon but going much further than China’s domestic reforms to date. As it joins the
WTO, China will do much more than reduce trade barriers at the border. For the
first time since the 1940s it will:

—Permit foreigners and Chinese businesses to import and freely into China;

—Reduce, and in some cases remove entirely, state control over internal distribu-

tion of goods and the provision of services

—able foreign businesses to participate in information industries such as tele-

communications including the Internet; and

—Subject its decisions in all areas covered by the WTO to enforcement, including

through formal dispute settlement when necessary.

These commitments are a remarkable victory for economic reformers in China.
China’s domestic reforms have moved away from a number of policies from the era
of the Cultural Revolution and Great Leap Forward. Its WTO accession will go fur-
ther, helping to reform policies dating to the earliest years of the communist era:
absolute government control over economic contact with foreigners, nationalization
of major industries, and destruction of private local commerce with China.

Altogether, this will give China’s people more access to information and weaken
the ability of hardliners in government to isolate China’s public from outside influ-
ences and ideas. More deeply, it reflects a judgment—although one still not univer-
sally shared within China or its leadership—that prosperity, security, and inter-
national respect will not come from the static nationalism state power and state
control over the economy China adopted after the war. Rather, China is more likely
to gain these from the greater integration with the world, rising economic freedom
at home, and ultimately development of the rule of law inherent in the initiative
President Truman began in 1948 with the founding of the GATT.

WTO accession, therefore, has potential beyond economics and trade: as a means
to advance the rule of law in China, and a precedent for willingness to accept inter-
national standards of behavior in other fields. That is why many Hong Kong and
Chinese activists for democracy and human rights—Martin Lee, the leader of Hong
Kong’s Democracy Party; Ren Wanding, a dissent who spent years of his life in pris-
on—have viewed WTO accession as China’s most important step toward reform in
twenty years. And it is why U.S. support for WTO accession rests on a broader long-
term commitment to human rights and freedoms, as well as new opportunities and
strengthened guarantees of fairness for Americans.

WTO Accession and American Trade Interests

It also, of course, represents the achievement of specific American economic inter-
ests. While China’s principle concern is the potential of WTO accession to create jobs
and foster sustainable growth through economic reform, the Clinton Administration
sought commercially meaningful and enforceable commitments that help Americans
on the farm and on the job export to China, by addressing the many layers of trade
barriers and policies which limit access.

The bilateral WTO agreement builds upon and consolidates reforms obtained in
all our previous negotiations, and reflects our experience with the enforcement of
those agreements. Clearly, to win its full benefits, the U.S. must be vigilant in moni-
toring and enforcing compliance. And the bilateral agreement gives the U.S. all the
tools necessary to do so. Thus, in all respects, this bilateral agreement meets the
high standards that President Clinton set.

1. Overview

First, the bilateral agreement is comprehensive. It will reduce Chinese trade bar-
riers across the range of goods, services and agricultural products; eliminate or
sharply reduce restrictions on freedom to import and distribute goods within China;
address industrial polices intended to draw jobs and technology to China; and
strengthen our guarantees of fair trade practices.

Second, it is fully enforceable. China’s commitments in all areas are specific and
include timetables and final dates for full implementation. These commitments are
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enforceable through our trade laws, WTO dispute settlement and other special
mechanisms including periodic multilateral review of China—implementation and
compliance. These will, of course, require vigilance and constant commitment to en-
forcement by the United States as well as by China’s other trading partners in the
WTO. The U.S. must be committed to vigorous monitoring and enforcement.

And third, its results will be rapid. On accession to the WTO, China will begin
opening its market from day one in virtually every sector, The phase-in of further
concessions is limited to five years in almost all cases, and in many cases one to
three years.

Let me now offer some of the details in each major sector.

2. Industry

In industrial goods, China will cut tariffs from an average of 24.6% in 1997 to
9.4% by 2005 and bind them at these new, lower levels. It will eliminate quotas and
other numerical restrictions. And it will allow American firms to import and dis-
tribute their products freely in China. This is essential, as American companies,
farmers and workers need the ability to import, export and distribute goods in
China to compete effectively—rights currently denied but which will be permitted
under the agreement, allowing our businesses to export to China from here at home,
and to have their own distribution networks in China, rather than being forced to
set up factories there to sell products through Chinese partners. Some highlights in-
clude:

Trading Rights.—China will grant American companies, over a three-year phase-
in period, rights to import and export most products without Chinese middlemen.
Currently, the right to engage in trade (importing and exporting) is strictly limited;
only companies that receive specific authorization or who import goods to be used
in production have such rights. This limits not only the ability of U.S. companies
to do business in China, but in particular has limited U.S. exports.

Distribution.—As in the case of trading rights, the right to distribute products is
critical to our ability to export successfully to China. After accession, China will
allow American firms to market, wholesale, retail, repair and transport their prod-
ucts—whether produced in China or imported. At present, China generally prohibits
companies from distributing imported products or providing related distribution
services such as repair and maintenance services. China will permit enterprises to
engage in the full range of distribution services over a three-year period for almost
all products.

Tariffs.—China will make substantial tariff cuts on accession with further cuts
phased in, two thirds of which will be completed in three years and almost all of
which will be completed within five years. On U.S. priority industrial items, tariffs
will drop on average to 7.1%—a figure comparable to those of most major U.S. trad-
ing partners. As in agriculture, China will bind tariffs at these low levels. Some spe-
cific examples include:

Information Technology Agreement.—China will participate in the Information
Technology Agreement (ITA), eliminating all tariffs on such information products as
semiconductors, telecommunications equipment, computer and computer equipment
and other items by 2003 in most cases and 2005 in a few others.

Autos.—China will reduce tariffs on autos from rates of 80%-100% today to 25%
in 2006, and on auto parts to an average of 10% from an average of over 23%.

Wood and Paper Products.—China will reduce high tariffs on wood and paper to
levels generally between 5% and 7.5%. As noted below, China will also implement
any sectoral APEC Accelerated Tariff Liberalization initiative adopted by the WTO
in this sector.

Chemicals.—China will commit to the cast bulk of chemical harmonizations, re-
ducing tariffs from present rates between 10%-35% to an average rate of 6.9%.
These reductions include reductions on all priority U.S. Chemical exports.

Furniture—China will reduce its current average tariff rate of 22% to 0% on all
furniture items covered by the Uruguary Round sectoral initiative, by 2005.

Accelerated Tariff Liberalization.—China has agreed to implement the Accelerated
Tariff Liberalization initiative of APEC when WTO consensus is achieved in the con-
text of a new global Round of trade negotiations. This would eliminate tariffs on for-
est products, environmental goods and services, energy and energy equipment, fish,
toys, gems and jewelry, medical equipment and scientific instruments, and also in-
cludes chemical harmonization.

Non-Tariff Barriers.—China will eliminate all quotas and other quantitative
measures upon accession for top U.S. priorities including certain fertilizers and
fiber-optic cable by 2002, and by 2005 in all cases.
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3. Agriculture

In agriculture, China will make substantial reductions in tariffs both on accession
to the WTO and over time. It will adopt tariff-rate quotas that provide significant
market access for bulk commodities of special importance to American farmers. It
will agree to apply science-based sanitary and phytosanitary standards including in
grains, meats and fruits. And it will eliminate export subsidies. Notable achieve-
ments here include:

Tariffs.—China’s agricultural tariffs will fall from 31% to 14% for our priority
items. All cuts occur over a maximum of four years, and will be bound at the applied
levels, To cite a few examples:

[In percent]

Current Level Rgrgzrmtehnet
Beef 45 12
Citrus 40 12
Apples 30 10
Cheese 50 12
Wine 65 20
Beer 70 0

TRQs.—China will liberalize its purchase of bulk agriculture commodities like
wheat, corn, rice, cotton, and so on, through tariff-rate quotas—that is, very low tar-
iffs (1% for bulk commodities) on a set volume of commodities. This portion of the
agreement includes provisions to maximize the likelihood that these TRQs are filled.
In particular, a portion of each TRQ is reserved for importation through private
traders, and TRQs which have not been filled will be redistributed to other end-
users with an interest in importing on a first-come, first-served basis. Some salient
examples include:

1998 Total Imports Initial TRQ 2004 TRQ Private Share

Cotton 200,000 mt 743,000 mt 894,000 mt 67%

Wheat 2,000,000 mt 7,300,000 mt 9,636,000 mt 10%

Corn 250,000 mt 4,500,000 mt 7,200,000 mt  25% grows to

40%

Rice 250,000 mt 2,660,000 mt 5,320,000 mt oo,
Short/med grain 1,330,000 mt 2,660,000 mt 50%
Long grain 1,330,000 mt 2,660,000 mt 10%

Export Subsidies.—China will eliminate agricultural export subsidies. This is an
important achievement in its own right, and a step toward the U.S. goal of totally
eliminating export subsidies worldwide.

Domestic Support.—China has committed to cap and reduce trade-distorting do-
mestic subsidies. China also committed to provide greater transparency to make its
domestic support measures more predictable.

Sanitary and Phytosanitary Standards.—China will agree to apply sanitary and
phytosanitary standards based on science. Among other things, this will give the
U.S. additional means of enforcing the Agreement on Agricultural Cooperation and
its commitment to lift longstanding bans on American meats, citrus fruit and Pacific
Northwest wheat.

4. Services

In services, China will open markers across the spectrum of distribution services,
financial services, telecommunications, professional, business and computer services,
motion pictures, environmental services, and other industries.

Grandfathering.—China will protect the existing activities and market access of
all service providers operating in China at the time of accession.

Distribution.—As noted above, China now generally prohibits firms from distrib-
uting products other than those they make in China, or from controlling their own
distribution networks. Under the Agreement, China will liberalize wholesaling and
retailing services for most products, including imported goods, throughout China
within three years. This will remove all restrictions on wholesaling, retailing, main-
tenance and repair, marketing, customer service and transportation, along with re-
strictions on auxiliary services including trucking and air express delivery, air cou-
rier, rental and leasing, storage and warehousing, advertising and others. This is
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of immense importance in its own right and as a step that will enable U.S. exporters
to do business more easily in China.

Insurance.—Currently only two U.S. insurers are operating in China’s market.
With WTO accession, China agrees to award licenses solely on the basis of pruden-
tial criteria, with no economic-needs test or quantitative limits on the number of li-
censes issued; progressively eliminate geographic limitations within three years, and
permit internal branching consistent with the elimination of these restrictions; over
five years expand the scope of activities for foreign insures to include group, health
and pension lines of insurance. For non-life insurance, branch and joint ventures at
51 percent equity share are permitted on accession, and wholly-owned subsidiary
permitted within two years from date of accession. For life insurance, joint ventures
are permitted with the partner of choice at 50 percent equity share upon accession.

Banking —Currently foreign banks are not permitted to do local currency busi-
ness with Chinese clients, and only a few can engage in local currency business with
their foreign clients. China also imposes severe geographic restrictions on the estab-
lishment of foreign banks. With this agreement, China commits to full market ac-
cess in five years for U.S. banks. China will allow internal branching and provide
national treatment for all newly permitted activities. It will also allow auto financ-
ing on accession, and allow local currency business with Chinese enterprises start-
ing two years after accession and allow local currency business with Chinese indi-
viduals from five years after accession. Both geographic and customer restrictions
will be removed in five years.

Securities.—China will permit minority foreign owned joint ventures to engage in
fund management on the same terms as Chinese firms. Minority joint ventures will
be allowed to underwrite domestic equity issues and underwrite and trade other se-
curities (debt and equity). As the scope of business expands for Chinese firms, for-
eign joint venture securities companies will enjoy the same expansion in scope of
business. China has also agreed to hold regular consultations with the U.S. Treas-
ury Department under the auspices of the Joint Economic Commission with China.
The purpose of this is to exchange information and assist the development of Chi-
na’s financial and capital markets.

Telecommunications.—China now prohibits foreign investment in telecommuni-
cations. With WTO accession, it will join the Basic Telecommunications Agreement,
implementing regulatory principles including interconnection rights and regulatory
rules. It will end geographic restrictions for paging and value-added services within
two years, mobile and cellular within five years, and domestic wireline and closed
user groups in six. It will also end its ban on foreign direct investment in tele-
communications services, allowing 49% foreign investment in all services and 50%
foreign ownership for value added and paging services in two years.

Audiovisual.—China does not allow foreign participation in distribution of sound
recordings. Under the agreement, China will allow 49% foreign equity for the dis-
tribution of video and sound recordings, majority ownership in three years for con-
struction and ownership and operation of cinemas. China has also agreed to allow
the importation of 20 films per year on a revenue-sharing basis.

Other.—Also covered is a broad range of other services—architecture, engineering,
accounting, legal, travel and tourism, computer and business services, environ-
mental services, franchising, express delivery and many more.In each, China has
made specific, enforceable commitments that open markets and offer competitive
American industries important new opportunities.

5. Protocol Issues

Finally, the bilateral agreement deals, appropriately, with the special and un-
usual characteristics of the Chinese economy. These include the high degree of state
participation in the Chinese economy; a series of industrial policy measures in-
tended to draw jobs and technology from the U.S. and other trading partners to
China, such as local content, offset and export performance requirement as well as
forced technology transfer; and special measures to address import surges from
China and unfair export practices like dumping.

Altogether, no agreement on WTO accession has ever contained stronger meas-
ures to strengthen guarantees of fair trade and to address practices that distort
trade and investment. China’s major commitments in this regard include:

Import Surge Protection.—China agreed to a twelve-year product-specific safe-
guard provision, which ensures that the U.S. can take effective action in case of in-
creased imports from China which cause market disruption in the United States.
This applies to all industries, permits the U.S. to act based on the lowest showing
of injury, and act specifically against imports from China.
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Non-Market Economy Dumping Methodology.—China’s WTO entry will guarantee
U.S. rights to continue using the current “non-market economy” methodology in
anti-dumping cases for fifteen years after China’s accession to the WTO.

Subsidies.—Likewise, when the U.S. applies its countervailing duty law to China,
we will be able to take the special characteristics of China’s economy into account.
Specifically, where government benefits are provided to an industry sector and
state-owned enterprises are the predominant recipients or receive a disproportionate
share of those benefits, the United States can take action under our unfair trade
laws. The agreement also establishes that the U.S. can determine whether govern-
ment benefits, such as equity infusions or soft loans have been provided to an indus-
try using market-based criteria rather than Chinese government benchmarks.

Investment Reforms.—China will reform a large number of policies intended to
draw jobs and technology away from China’s trading partners. It will for example,
implement the WTO’s Agreement on Trade-Related Investment Measures agreement
on accession; eliminate mandated offsets, local content and export performance re-
quirements and refuse to enforce contracts containing these requirements; and not
condition investment licenses on performance requirements of any kind. All of this
will make it significantly easier for Americans to export to China from home, Rather
than seeing companies forced to set up in China in order to sell products there.

Technology Transfer—China will abolish requirements for technology transfer for
U.S. companies to export or invest in China. This will better protect our competi-
tiveness and the results of U.S. research and development.

State-Owned and State-Invested Companies.—China commits that state trading
companies and state-invested enterprises will make purchases and sales solely on
commercial terms, specify that purchases by these companies are not government
procurements and thus are not subject to any special or different rules that could
undercut the basic commitment, and provide U.S. firms the opportunity to complete
for sales and purchases on non-discriminatory terms and conditions.

Textiles.—Under the agreement, quotas will remain in effect for Chinese textiles
as for those of other WTO members until 2005. From then until January of 2009,
the U.S. will have a special safeguard enabling us to address market-disrupting im-
port surges from China in the textile sector. This is in addition to the broader prod-
uct-specific safeguard noted above.

Case Study: The Auto Industry

To illustrate more clearly the cumulative effect of these commitments, let me offer
a case study of the present situation and the changes WTO accession will make for
the automobile industry.

At present, a combination of trade barriers and industrial policies adopted to draw
auto investment to China makes it virtually impossible to export cars to China.
Typically, the U.S. exports about 600 cars a year to China, many of then used; in
recent years, the figure was likely below 400. The bilateral agreement addresses the
policies which have limited U.S. export capability as follows:

—1It reduces barriers at the border: cutting tariffs from 80-100% today to 25% in
2006; forbidding discriminatory value-added taxes; and raising the current vir-
tually prohibitive quota to $6 billion worth of autos and then eliminating it en-
tirely within five years.

—China must commit to open its distribution markets and grant trading rights,
ensuring that firms and dealerships in China can import autos directly from the
United States, and that Americans can move their products freely within China
to the areas of greatest demand.

—The agreement opens up services essential to auto sales: China will let auto
firms provide financing, set up dealerships, advertise their products, provide re-
pair and maintenance, and import parts.

—It abolishes certain industrial policies intended to draw auto jobs, investment
and technology to China: China will abandon requirements that require firms
to set up factories in China in order to sell in China, and abolish local purchase
requirements and forced technology transfer.

—The U.S. strengthens guarantees that auto production and jobs in the United
States will be secure. On the import side, the agreement includes a “product-
specific safeguard” available to all industries for 12 years—in this case, a guar-
antee that if auto imports from China should rise so as to cause market disrup-
tion, the U.S. can impose emergency limits; and a guarantee we will be able
to employ special “non-market economy” methods of calculating and counter-
acting dumping for fifteen years.

—The agreement contains enforcement mechanism for all of these separate and
overlapping commitments. This includes American trade laws and the WTO’s
dispute settlement mechanism.
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The comprehensive nature of the provisions reached on automobile trade in the
agreement is matched, although specific features differ, in every industry of signifi-
cant concern to the U.S. economy.

Enforcement

Of course, trade commitments require full implementation and enforcement to be
meaningful in practice. Previous successes in improving intellectual property rights
and enforcing textile commitments demonstrate how crucial constant oversight,
monitoring, and strict enforcement are in the case of China, and our trading part-
ners in general. And with China’s WTO membership, the U.S. will gain a number
of advantages in enforcement we do not now enjoy.

First is the WTO dispute mechanism itself. In no previous agreement has China
agreed to subject its decision to impartial review, judgment and ultimately imposi-
tion of sanctions if necessary.

Second, of course, is the continued right of the U.S. to use the full range of Amer-
ican trade laws, including Section 301, Special 301, and countervailing duty and
anti-dumping laws.

Third, the U.S. gains substantial new leverage by creating the product-specific
safeguard, as well as guaranteeing our right to use non-market economy anti-
dumping methodologies. These features of the accession will significantly strengthen
U.S. ability to ensure fair trading practices.

Fourth, and very significant, are strengthened enforcement capabilities through
the multilateral nature of the WTO. The accession, to begin with, will create a mul-
tilateral review mechanism to monitor all of China’s implementation closely. And as
these commitments come into effect, China will be subject to enforcement by all 135
WTO members, significantly diminishing China’s ability to play its trading partners
off against one another. In all previous disputes over Chinese compliance with
agreements, notably those over intellectual property, the United States had to act
alone. With China in the WTO, the U.S. will be able to work with 134 other mem-
bers, many of whom will be concerned about the same issues we raise and all of
whom will have the legal right to enforce China’s commitments.

Fifth, the specificity of China’s commitments in the bilateral agreement will help
ensure that China complies. Experience shows that agreements with China are en-
forced most satisfactorily when obligations are concrete, specific, and open to moni-
toring. The bilateral agreement therefore includes highly specific commitments in
all areas, clear time-tables for implementation and firm end-dates for full compli-
ance and present clear evidence of failure to comply.

Finally, however, enforcement as in any agreement depends on U.S. commitment.
Last year, President Clinton secured new enforcement and compliance resources at
the Office of the Trade Representative, the Commerce Department, USDA and other
branches of government with enforcement responsibilities. These resources will help
to build the largest monitoring and enforcement effort for any agreement, covering
China’s obligations in the WTO and also Import Administration issues such as
dumping and countervailing duties.

WTO Accession and American Strategic Interests

From the perspective of trade policy, China’s accession to the WTO is a clear win.
China’s trade concessions are of one-way and enforceable. In return, the U.S. made
permanent the normal trade status we already grant to China. Permanent NTR will
become effective once China formally accedes to the WTO.

From the perspective of reform and liberalization in China, the importance of this
agreement is equally clear. As it implements these commitments, China will become
a country which is more open to the world, whose people enjoy more choices in daily
life and more contact with the outside world, and whose government in a number
of imp:)irtant fields, will become, over time, more responsive to the rule of law than
it is today.

But we must also look to a still deeper issue. China is the world’s largest country,
and over the past decade the world’s fastest-growing major economy. The future
course of our relationship will have great bearing on American security and strategy
in the 21st century, and in this regard WTO accession offers us a great deal.

Our relationship with China today is free neither of deep-seated policy disagree-
ments nor moments of tension. These are perhaps natural: we are great Pacific pow-
ers, and our governments reflect vastly different political systems and values. Such
a relationship, however, poses profound questions for future peace and stability
across much of the earth.

We should not, of course, imagine that a trade agreement will cure all our dis-
agreements. Rather, when we disagree with China we must act with candor and a
firm assertion of our interests and values. But as we do so, we must also recognize
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how important a stable and peaceful relationship with China is—for the world, the
Chinese, and ourselves. And thus we have a fundamental responsibility to find and
act upon areas of shared interest and benefit.

We saw this responsibility clearly, and acted upon it, in the Asian financial crisis
two years ago. We see it in the maintenance of peace on the Korean peninsula; the
search for stability in the Taiwan Strait; the environmental problems of the Asia-
Pacific. And we have seen it in trade for over a quarter century.

American trade initiatives in China stretch from the end of the trade embargo in
1972 through our Commercial Agreement; the renewal of NTR for the past 20 years;
more specific trade agreements in the 1980s; our support for China’s participation
in APEC; and the market access, textile and intellectual property rights agreements
of the 1990s. Each step had a foundation in concrete American interests; but each
also helped to promote reform and the rule of law within China, integrate China
in the Pacific economy, and strengthen China’s stake in prosperity and stability
throughout Asia.

As such, together with our network of alliances and military commitments, trade
policy has helped to strengthen guarantees of peace and security for us and for the
world. And China’s WTO accession will be the most significant step in this process
for many years.

Thank you, Mr. Chairman, and Member of the Commission.

Co-Chairman MULLOY. Thank you, Ambassador Barshefsky.
Admiral Prueher?

STATEMENT OF ADMIRAL JOSEPH W. PRUEHER, FORMER AMBAS-
SADOR TO CHINA

Admiral PRUEHER. Thanks a lot, Commissioner Mulloy. For the
members of the Commission, it’s a pleasure for me to be here today
and to be with you. I beg your indulgence in that I have not sub-
mitted a written statement. My household goods are not yet un-
packed and I don’t have a typewriter, so I will buff up my tran-
script a little bit to give you a written statement.

Also, it’s a pleasure for me to be here with Ambassador
Barshefsky. We are accustomed to seeing each other when we are
weary, so this is a treat. I also would like to give one demurral.
I am not an old China hand. There are some here whose works I
read, who understand China better. Art Waldron is not here today,
but he also does a great job with that, but I have been heavily im-
mersed for the last five years in China issues with both some
skinned knuckles to show for it, as well as a deep respect for a lot
of the things the Chinese are doing.

One of the things that is evident from listening to the speakers
today and also from listening to the questions is the difficulty of
trying to get a balanced discussion about China. Ambassador Lilley
cautions against anecdotes. One of the points that many make that
know anything about China is that you can find numerous exam-
ples of things that are wonderful about China and you can find an
equally number of outrageous things to typify the things that we
don’t like about China. It’s important to get those in balance; the
Commission has a big challenge to do just that.

Let me start by trying to get what I think is the right perspective
about China. First—and these are points that I've heard made be-
fore—but I'd like to summarize them. The U.S./China relationship
is very important to us. It’s important to the East Asia Pacific Re-
gion and it’s important to global security (I'll talk about the secu-
rity issue a little bit more later). One of the most enlightening ex-
amples straying into the anecdotal realm, was shortly after I got
to China a young doctoral candidate came up to me in the airport
while we were waiting for the airplane and said, “I've been study-
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ing Manifest Destiny in the United States I wondered if you'd like
to discuss that with respect to our version of the Middle Kingdom”.
It’s a very interesting discussion to have and you can go on and on
with it, but what it means is the people of the United States feel
correctly that our country is special in the world and we have a
special influence in the world.

The Chinese feel the same way. It brings us into confrontation
a lot of times because we both believe we have some things right.
However, it shapes a little bit of our national outlook and it shapes
our view toward each other and it shapes the competition that we
have over many issues. Another thing that has occurred in the last
few years of working with the Congress, working with groups in
the United States, is that I think a lot of Americans, (not nec-
essarily ones that are really into the topic, but many) tend to
equate monolithic world Communism and the views represented by
Khruschev’'s “We will bury you”, with Chinese Communism and
think that they are somewhat one and the same.

My own opinion is that this view misses the mark. Chinese char-
acteristics transcend the Communist characteristics. Many of the
things we like about China are Chinese, not Communist; and many
of the things we don’t like are also Chinese, not Communist. So
there’s a hazard in getting too much of the Communist ideology in
this discussion. Though it has some merit, I didn’t meet very many
Communist ideologues in China in the last few years. There are
some, but there are not too many around. Let’s be careful of not
overdoing that bias.

Another point that has been made a couple of times is we need
to think in two ways. We need to think in the long haul, strategi-
cally about our relationship with China. How do we want all this
to turn out in the end game? We need to think in those terms. The
other part—some people dwell on the economic and trade part—is
the shorter haul, the tactical haul, how do we want to get there.
And those are two sort of separate topics. But we need to not lose
sight of what we want the picture to look like at the end of 25 or
30 years and then how do we get to that level.

Another point that I think is very important as we look at U.S.
foreign policy, our U.S. foreign policy; toward China is driven by
our domestic policy. Our articulations are done that way, out
thoughts about it are done that way and our foreign policy and our
economic policy toward China is sub-optimized to our domestic pol-
icy and our domestic audience. That’s as it should be.

Likewise, when we look at what China says about the United
States, the same thing is true there. They are speaking to domestic
constituencies in China. Their articulations, some of the utterances
that you see out of the leadership is meant not for us. It’s meant
for the Chinese domestic constituency as they try to maintain sta-
bility in China and trying to change. That’s an important facet to
understand and an important part to think about.

I mentioned the good and the bad. When one goes to China and
spends some time, you're captured by the people, the ordinary Chi-
nese. The point that was brought up earlier was the sense of entre-
preneurship, certainly a prominent point. Also there’s a sense of ir-
reverence for authority. There’s a sense of humor amongst the Chi-
nese, the ordinary Chinese. There’s a sense of dignity. You also,
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when you talk to some of the leadership, get a large sense of real
purpose that they are trying to solve Chinese problems. They’ll
solve them at someone else’s expense, if they can, but they’re really
trying to solve Chinese problems and not just trying to be counter
anything that the United States might like.

You’re also captured, of course, with the things you can admire,
the work ethic, which goes into cheap labor, but also there’s a tre-
mendous work ethic, an intellectual capacity and the dignity that
I mentioned as well as the sense of culture. I think it’s important
to be wary of being too cynical about the motives of the Chinese.
However, a heavy dose of non-naivety and skepticism is very much
warranted. In the negotiating piece of our interaction (or how they
are dealing in the tactical part) it’s hardball all the way, but when
you look at their motives, you need to think a little bit and under-
stand their point of view.

Now, on the other hand, there are things that are just anathema
to us and they’ve been brought up today; human rights issues, reli-
gion freedom issues, lack of rule of law. I think if our Chinese com-
patriots could get along fine and organize and structure their mod-
ernization without rule of law, they’d probably be happy to do so.
But I think they see they need this structure to move ahead and
modernize and improve their economy. Let me shift now to what
I think the U.S. interests are and what we are trying to do.

Many people say (I'm one of them) that the common interest that
China has with the United States outweigh our differences. That’s
a nice statement to make. It’s a good platitude. Okay, and then
you've got to get into it, what are some of those things? The U.S.
objectives in East Asia are a stable, not rigid status quo, but stable,
a secure East Asia Pacific Region in which the people of the neigh-
borhood, us included, can pursue prosperity in a peaceful way.

China has that same objective. Those are our long term objec-
tives. Now, subsets of this are regional stability in the military
sense that we talked about—traditional security thoughts. Jamu
and Kashmir is an issue for us. The Korean Peninsula is an issue
for us and it’s looking better, not finished but better. And then the
other one is, of course, the Taiwan Straits where there exists both
a conflict for us and also a common interest. If a stable situation,
suitable to both sides of the straits can be achieved, that would be
in the U.S. interest as well.

We can talk more about Taiwan in the Q and A if you'd like to.
I don’t want to derail now because that’s a separate subject. There
are other issues we have in common which are transnational
issues. Terrorism, China is not an exporter. Environmental issues,
non-proliferation issues, water, AIDS, food, those things are things
that our nations need to work well on together in order to have
them come out right for the globe.

World organizational issues, the foremost one today, of course, is
the WTO, but also UN, the World Health Organization, World Food
Organization, all of those others and then finally we have a com-
mon interest in economics and trade. As was pointed out, I think,
by all others, either pro or con on leverage for WTO, we’re going
to trade with China. It’s going on now. It’s going to go on in the
future. One of the dilemmas on WTO entry is most nations that
enter are just entering onto the world trade scene in a big way.
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China’s been on it for a long time. So they are both developed and
undeveloped.

There is a particular dilemma, but it behooves both of our na-
tions to get a standard set of ground rules with which we can work.
WTO accession offers that. I, again, tip my hat to Charlene. She’s
a tough negotiator and she drove a very good bargain for the
United States in getting a negotiation and in getting an agreement
for WTO. It may be so good that the Chinese have a hard time
complying with it. That’s true.

I'd also like to tip my hat to Bob Zoellick on his recent trip to
Shanghai. They worked some of the really tough issues from a little
different perspective. Now, it looks like we have a situation where
we can move forward. And this leads to implementation of PNTR
and WTO and the question: Will it work? I think that’s one of your
fundamental issues. Will it work over time? The fact is, it will and
soon China can comply with many parts of WTO—several issues
and a lot of the stipulations of the WTO agreement. Other stipula-
tions will need phase-in which come in various levels. My opinion
is some compliance will take longer than are in the agreement. It’s
going to be very difficult.

And analogue for me (I'm a simpleminded sailor here). Say
you've got a teenager that you want to teach to bench press or
train to bench press 400 pounds. You can’t just say, “Bench press
400 pounds, start doing it. I'm going to monitor you every day and
beat you if you don’t”. You know, there has to be a balance of train-
ing. There has to be some time to comply and be able to do it and
there has to be some help in coaching. So I think this is important
to the Levin-Bereuter addition. I didn’t hear Senator Thompson’s
testimony this morning but we’ve had quite a few discussions over
the last couple years and I know and agree with his point of view
on non-proliferation.

So another issue is let’s not give up leverage on these important
issues. That’s a very good point, but we need to balance our moni-
toring and compliance efforts with coordinating with the EU and
Japan with training and education efforts in order to hasten the
compliance of China into WTO. This will be important: education,
training combined with monitoring compliance thoroughly.

The objective is that U.S. firms don’t necessarily get an advan-
tage, but they get a fair chance to compete in China, a fair chance
to compete not only with Chinese, but also with the EU and also
with the Japanese there, who are tough competitors indeed.

Finally, I'd like to get at the issue of security that we talked
about earlier because it’s very important to me and important to
all of us. Security is traditionally talked about in military terms,
but that is not quite sufficient for what we’re encountering in the
world today. In my mind and with many others that ponder this
subject, security really encompasses three elements; political, tradi-
tional military security, and economic (or economic and trade). I
think of these as three overlapping Venn diagrams and at one
point or another in various relationships one Venn diagram will be
pre-eminent but you’re working in the middle where those Venn
diagrams overlap. You cannot ignore the economic or the political
things when you’re working the physical military security part nor
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can you ignore the military part when you're trying to work politics
or when you're trying to work the economics.

Now, if you think about security in that whole context, vis-a-vis
our relationship with China, and we need to watch each aspect
very carefully. PNTR or WTO accession is not an end in itself for
China. It’s part of a continuum of the security issue and it’s some-
thing—but it’s an essential part as we move forward in our rela-
tionship. And this relationship as we work with China, is some-
thing that is doable. But it is not easy and it’s not something that
the Commission is going to be able to solve by recommending a sin-
gle bold stroke—the way we would like to do it.

If it grows, and it can, this relationship will be something that
grow over time. Time and patience are not two of our foremost vir-
tues. It’s going to need comprehensive dialogue at the highest lev-
els to work at this inner section of the Venn’s. It needs to be
worked again comprehensively in the military, political and eco-
nomic piece. We cannot work them independently.

My real last point is that China is in a stage of immense transi-
tion right now. They are also faced with immense challenges. Now,
you read some articles where authors talk about how strong China
is getting: we must fear it. We are told to feel that China is on the
ascendancy. There’s no doubt about that. We cannot control, as
someone pointed out before, how this occurs but we can really skew
how this change occurs in China.

We must remember China has huge challenges as well; the non-
performing loans in their banks and the conversion of their state
owned enterprises are two tremendous challenges for them. The
split between what we read about of the ascending China, which
is only 300 million, and the other 900 or billion Chinese in the agri-
culture sector who are not enjoying all these advantages. We have
this dichotomy where a discussion comes up regarding influence of
the Internet and you go to Shanghai or Beijing and you go to Inter-
net Cafe and you think the Internet will have a big influence. You
can go 60 miles from there and go to a town where there’s not elec-
tricity or running water. Internet has zero impact in that town and
on that sector of the Chinese which is the majority of the popu-
lation.

The central dilemma in China right now is a Communist leader-
ship which is based on control of the politics, whose legitimacy de-
pends on delivering the economic goods to the people of China, in
competition with an opening, modernizing economy. They have to
be opening up in order to play in the global economy. And so these
things are in competition right now and the leadership is trying to
figure out how to come to grips with this.

This closed grip is coupled with the succession issue that is going
on in China. We should know in August and September, a little
more how that’s going to play. Then in 2002 there will be a leader-
ship change in China. So we can expect this and the WTO acces-
sion will create more churn in the system in China. It is difficult
for their leaders to grapple with this conflict they’re trying to figure
out how to do it—but they know they have to. And it’s in our long
term interest, I think, that China have a stable and the least tur-
bulent transition possible to a modernizing economy and that we
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should avoid unnecessary—and I want to emphasize unnecessary,
confrontation with China on small issues.

There are plenty of issues. I'm not really very starry eyed about
China these days, but there are some things where we need to con-
front them directly and openly and at a high level, but there are
others where we need not confront them on every single topic. The
best outcome in my view that could come out of the committee will
be a setup for productive communications with China that open the
gates where we can have dialogue back and forth, dialogue that
has some teeth in it.

The other thing that I think it important to know is that the big
drivers in China are the government, the party and the Central
Military Committee. The agent—most of the things that we deal
with are with the government because that’s what we traditionally
deal with. The agent of change in China, however, is that party.
It’s not the government. And so we have an antipathy for dealing—
consorting with the Communists, you know, dealing with the party,
but I can tell you quite frankly, if you want to influence change,
the working and having a dialogue with the party apparatus in
China is very important.

It is interesting that one of the leaders, Hu Jintao—perhaps to
be Jiang Zemin’s successor, is the head of the Communist Party
school. That’s his base there. So it’s something that, maybe we
don’t like dealing with the Communists, but that’s where you're
going to have to push and pull in order to influence this change in
the way that we want to. Thank you very much.

Co-Chairman MULLOY. Thank you, Admiral. Now, Ambassador
and Admiral, here’s the way we're going to go. We're going to go
back and forth between the Commissioners appointed by the Re-
publicans and the Democrats but since we have a limited time,
we're going to have the lights go on. Each Commissioner is going
to get six minutes and then when that red light goes on, try and
finish up your answer so that the next person can have their
chance. And the first Commissioner who has asked for time to ask
questions of this panel is Commissioner Reinsch.

PANEL II DISCUSSION AND QUESTIONS AND ANSWERS

Commissioner REINSCH. Thanks, Pat. I just have a couple of
questions that are on the implementation topic. And feel free to re-
spond within the parameters of your experience, but I'm not con-
fining the question just to the WTO agreement. One of the Sen-
ators, who will remain nameless, alluded earlier to the frequency
with which the Chinese have violated their agreements. And my
experience, which is less extensive than yours, is that they’ve been
scrupulous in adhering to the letter of their agreements, are adept
in creating and then exploiting loopholes in them at the same time,
which is a challenge for our negotiators to try to prevent.

What has been your experience? Do you find that generally they
{mngr the agreements that they make or is this an ongoing prob-
em?

Ambassador BARSHEFSKY. Certainly compliance with agreements
presents challenges but on the whole China’s compliance is no less
rigorous than most of our other large trading partners such as Eu-
rope, Australia, New Zealand, Brazil, Japan. There is a tendency
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among all of these countries, and by the United States, to skirt
around a bit if one feels politically one has to. And China is cer-
tainly no exception.

What we have found is that China’s degree of compliance in-
creases by the extent to which the obligations are very precise and
in the nature of quantifiable. So for example, China’s compliance
with tariff changes has always been excellent because that’s a
known, concrete obligation and compliance can be objectively
judged. When we negotiated the WTO accession agreement, it was
with that example in mind, leading to an agreement, which as you
know, doesn’t read like an agreement. It reads more like a 150
pages of grid. We did this that China in every year, at every point,
knows exactly what the obligation is and we know exactly what our
rights are.

Commissioner REINSCH. Admiral, is your experience the same?

Admiral PRUEHER. I can add just a little bit that, yes, the experi-
ence is the same. When one gets back to the Chinese approach it
is not a rule of law approach—so if there are a rigid set of agree-
ments, they will look for ways around it like some others do. The
other experience that I've had, even with where we had very con-
tentious issues, if there was good agreement on the objective, what
you're trying to achieve and then a meeting of the minds, you could
proceed toward the objective without very much framework.

And there are examples of businesses who have had large con-
tracts on a handshake who have been very happy with the relation-
ship, made a profit, done all right. Then there are others that have
had very complex negotiations and everything written down and
just a hopeless quagmire of trying to get ahead because everyone,
they’re looking for loopholes without spending the time on the ob-
jectives in advance.

Commissioner REINSCH. I'm glad you brought up the rule of law
question. To what extent do you think that especially with the
WTO agreement we’re in a situation where the will to implement
may be there but the institutional mechanisms are either non-ex-
istent or too weak to permit implementation?

Ambassador BARSHEFSKY. Certainly, institutionally China is
going to have to build the kind of mechanisms we would expect to
see in order to insure compliance. I think there’s no question that
in some areas those mechanisms do not exist; for example, in serv-
ices trade or telecom, areas that for China are relatively new. I
think U.S., European and Japanese technical and expert assistance
will be necessary. The WTO itself will also have to provide tech-
nical assistance. This coupled with the kinds of transition periods
that we negotiated, should help to ensure that implementation will
proceed on a rational basis.

In addition, as you know, China is the only country that will be
subject to an independent monitoring mechanism in the WTO
itself—a multi-lateral monitoring mechanism. The theory behind
this is that to the extent problems can be uncovered early, one has
a much greater chance of full implementation down the road.

Commissioner REINSCH. Thank you.

Admiral PRUEHER. The only part that I would add to that is [I
agree with your basic point—that there is a will at high levels to
comply.] That there are three levels at the central level, the provin-
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cial level and the local level where compliance will be required and
it’s not well-regimented. Zhu Rhongji brings out the statistic usu-
ally that to run their legal system as it’s currently set up, needs
180,000 judges. They have nine percent that have any legal train-
ing at all and a lot of them, no offense, but they're retired Army
sergeants and stuff like that. And so

Commissioner REINSCH. There’s an opportunity for a joke here
but I think I'll

Admiral PRUEHER. Well, no, but implementation will be tough
and it will take some time.

Commissioner REINSCH. Final question, if I may, primarily for
Ambassador Barshefsky, but feel free to comment, Admiral, I was
struck in your testimony by a topic close to my heart which is the
agreement you got on tech transfer, and their commitment not to
require it. How realistic is that, and looking back, what has our ex-
perience been so far with at least the spirit of that recognizing, you
know, they’re not fully into WTO yet?

Ambassador BARSHEFSKY. I don’t think we have any practical ex-
perience with that yet because they’re not in the WTO and it is dif-
ficult to argue that they have to change commitments in current
contracts on tech transfer in advance of WTO accession. I do think
that this is a very, very important commitment and I think the
United States is going to have to be vigilant with respect to it, as
well as with respect to the entire agreement vis-a-vis implementa-
tion.

Tech transfer, as you know, is a continuing problem. It’s not just
a Chinese problem. We have tech transfer requirements in many
developed countries as well and that is of great concern. The prin-
cipal source of information on tech transfer requirements will be
businesses, who are subject to those requirements, either de facto
or de jure. And certainly the U.S. Government is itself going to
have to insure that it has a range of information available to it
through embassies, commercial counselors and so on, so that that
obligation can be fully enforced.

Co-Chairman MULLOY. If I could now turn to Ambassador Lilley.

Co-Chairman LILLEY. Yes. Charlene, I was very interested in
your comment on the sixth page of your testimony to the effect
that, “Weaken the ability of hardliners in government to isolate
China’s public from outside influences and ideas”. Hardliners in
China, it’s used all the time that there’s resistance inside China to
the WTO and to a lot of other things. And after the April 1999 pe-
riod when Zhu Rhongji went back to China he was absolutely sav-
aged by people in the system.

And Joe Fewsmith wrote a piece on this, an interesting piece,
analyzing forces in China. And I hear that even in the delegation
in Shanghai with Zoellick and company there was some dissention
in the Chinese delegation. The comment was also made that do-
mestic considerations can drive foreign policy. One of the lessons
that I suppose the old China hands wallow in is in China there are
things going on that are going to drive their foreign policy that are
totally domestic. Recently we've gotten these reports of the party
document, the dissent and violence and demonstrations in China
that’s gone on from 60,000 to 100,000 a year. There seems to be
real dissent in China. We've talked about disparities, rural, urban,
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this sort of thing, and what I'm concerned about, who are these
hardliners?

I mean, of course, we have a sense of who they are but you just
look at the picture of May 19, 1989 of Zhao Ziyaug going down to
the bus in Tiananman Square, and he’s with Wen Jiabao and who’s
standing over there behind him is Li Peng with Luo Gan next to
him. There’s a very sort of pictorial dramatization of these two
lines in China but I think it’s very important that we try to figure
out who these so-called hard-line leaders are, what their power
base is, how they are dealing with these people that we consider
to be more anxious for China to join the international community.

There’s kind of a caricature of the hardliner which you get from
anybody that doesn’t think it through very carefully I would insist
that you've got to get this one right and you’ve got to know who
these people are, what their agenda is, how much power they have,
how they’re going to go after the United States relationship, how
they’re going to try to isolate the U.S. I open it up to you. I'd like
your view on what is this creature; is it a creation of the American
imagination? I don’t think so. There’s something there.

Ambassador BARSHEFSKY. Joe is probably better equipped to an-
swer this but let me take a stab——

Admiral PRUEHER. And I'm ill equipped.

Ambassador BARSHEFSKY. Let me just take a stab on one very
narrow area, which is not a “who” answer but a “what” answer.
The single hardest area to negotiate with China was telecom. Why
is that? Because telecom is access to information. The Internet and
telecom presents to the Chinese public something actually quite
radical. That is to say, substantial information outside the bounds
of the Communist Party. This was by far and away the most dif-
ficult area of negotiation.

I could probably throw out names as to the “who’s” are but I
think that’s actually——

Co-Chairman LILLEY. I think we know who the guy is.

Ambassador BARSHEFSKY. —less relevant. The point here is that
information is a commodity of concern among some in the Chinese
leadership. Add to this general concern the fact that “information”
to the Chinese leadership also encompasses what we think of as
“entertainment”. Movies, for example, are not entertainment to
many in the Chinese leadership. They are sources of information.

So this fear of information and the broad dissemination of infor-
mation led to a negotiation on telecom that was very difficult. It
would have been the deal breaker for the U.S., but ultimately
China moved on the issue. “Information” is one example of a what
is feared in China, putting aside the specifics of “who” fears it.

Admiral PRUEHER. Commissioner Lilley, 'm not sure exactly
what your question was because the statement is certainly correct
and I think the essence is to try to figure out who makes the deci-
sions and how they are made. How those factions play is something
to which I quite frankly do not know the complete answer. I know
some of it, I think or have a feel for some of it, but I don’t think
we understand it and I think your point in trying to understand
that as we move forward over this range of issues, WTO aside. The
security and the political issues as well, are critical and I think it’s
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something we need to follow to understand how the small advisory
groups and the party work and who has that range.

Co-Chairman LILLEY. Well, you know, if you go back in history,
you go back to let’s say the 1976 period, where it was easy to
cartoonize the bad guys, the gang of four.

Admiral PRUEHER. Right.

Co-Chairman LILLEY. The radicals, Mao’s wife, this sort of thing
against the better guys, Deng Xiaoping and the reversal of verdicts
in 1977-1978

Admiral PRUEHER. Right.

Co-Chairman LILLEY. —that was out on the table, we talked
about it. We argued about it and we took a position, we backed a
faction in China, namely Deng and he prevailed and that made a
big difference in Chinese American policy. Is there any relevance
to what we’re trying to do today? Is there any area where you could
engage in this?

Ambassador BARSHEFSKY. Well, let me repeat something that
former President Clinton said, which I think is very true. We can’t
dictate to China what China will do, how it will develop, how it will
modernize, how its political system will or won’t change. All we can
do is try and create the conditions under which change may be pos-
sible to create options that didn’t exist before that might be effec-
tive in bringing about change in China in a positive direction.
That’s probably about the best we can do.

The notion that we can dictate to China the way in which it
ought to change is, I think, a foolish notion, disproved by our at-
tempts to dictate on occasion to other countries that they should
change, countries much, much smaller and which we’ve had rel-
atively little effect. I think what we can do however is to help cre-
ate the conditions in which change can occur. WTO accession is one
such opportunity. It doesn’t mean China will make the right
choices down the road, but I think we have an obligation to provide
it with ample options and ample opportunity, and I think we’ve
done that.

Co-Chairman MULLOY. Admiral, if you want to make a quick
comment and then we’ll move on.

Admiral PRUEHER. One quick one here. The example you brought
up of Zhu coming in April of 99, where I think most would agree
at this point that we set back a bit what we were trying to do. We
made his position much more difficult in China. We can avoid mak-
ing large mistakes, I think. But, again, our own domestic situation
will drive that. Then second, in my view, is the best we’d ever get
is to get it roughly right and not absolutely wrong as we move for-
ward because I don’t think we’re going—to know exactly how to nu-
ance every little piece of this.

Co-Chairman LILLEY. Since were quoting Clinton, I think he
made one of the more poignant statements I've heard when we
went down to the White House and he got us all down there, the
people that supported PNTR. And all the other speeches were rath-
er dull, but he gets up and he hits it right on the head. I'm sorry,
Mr. Trumka is not here, but Clinton says, “Those who are against
PNTR in the United States”, he didn’t specify whom, “are linking
themselves with the most reactionary hard-line elements in China
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who are also against WT'O”, and I asked him afterwards, “That was
a terrific statement you made”.

Well, Sandy Berger wrote it up in the Wall Street Journal, but
I asked Ken Lieberthal whether Ken had written that for him. He
said, “Hell, no, he winged it. It was his idea”.

Ambassador BARSHEFSKY. Exactly right.

Co-Chairman LILLEY. And anyway, I'm sorry.

Co-Chairman MULLOY. Thank you. Commissioner Wessel?

Commissioner WESSEL. Well, rather than responding to questions
from other commissioners, I'll ask some myself because there cer-
tainly are some debates that could go on about President Clinton’s
statements. We've seen this morning a tremendous amount of ques-
tioning and concern about China’s ability to comply with the acces-
sion agreement, understanding that it appears to be inevitable,
number one, and number two developing the infrastructure—judi-
;:jal and otherwise—for them to do so is going to take time and ef-
ort.

Yet, later this year we're expecting another ministerial meeting
to potentially begin a new round of trade negotiations at the WTO
which will bring with it potentially new commitments and we'’re
not even sure that China has the infrastructure or the ability to
meet the current commitments. I'd like your views, number one, on
the advisability of doing that, number two, as well as the question
since it’s hot in the news, of whether, in fact, we need fast track
to do that, and if so, do we need the fast track that was announced
by the Republican leadership yesterday? Is that the right ap-
proach? That’s a softball.

Ambassador BARSHEFSKY. I don’t think the question of a new
Round ought to be in any way linked to China’s forthcoming acces-
sion to the WTO. I think these are independent events. There is
ample reason to think that a new Round would be a good thing—
if not this year, next yea. But I think that it is an event inde-
pendent from China’s accession. To be sure, China as a player in
any new Round, will be the recipient of requests for further market
opening. There are any one of a number of areas one could posit.
On the other hand, I think it is fair to say that China has bitten
off quite a bit, and countries would be well advised not to over-
promise to their publics substantial additional market opening at
any time soon by China beyond this accession agreement.

With respect to fast track, I think my views are very well known.
I think fast track is desirable but not necessary, as evidenced in
part by the China vote in the House of Representatives. And I'll
ask simply one question of you, that is, if the Clinton Administra-
tion had wanted fast track to do the China deal, would it have got-
ten it? Answer, no, never in a million years. But the China deal
passed by a 40 vote margin in the House. So I think just talk is
a desirable tool, in the sense, for example, that foreign countries
are used to it. It also provides some disciple with respect to Con-
gressional debate and so on. But is it absolutely necessary? No.

Commissioner WESSEL. I'll leave the last part of the question.
We'll move beyond that. My understanding in the last several days
is that there has been a question of whether China has sold weap-
ons to Cuba or transferred weapons to Cuba, Admiral. And I guess
there’s a law, 1996 law, that precludes transfer of weapons, lethal
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weapons, to terrorist states or states that participate in terrorism.
If the allegations are true, what actions do you think we should be
taking? Is this, after we’ve seen the fiber optics earlier this year,
which may not be a lethal weapon, but was enhancing the deliver-
ability or the infrastructure, should we be taking action under that
law?

Admiral PRUEHER. Well, I have not been following the details of
this. If, in fact, there is a transfer than we should take come sanc-
tion able action but my understanding of it is such that I don’t
know the magnitude of the issue.

And so this issue with Cuba, I'd have to get into the details of
it and then get back to you with an opinion on it because I really
don’t know enough to answer it.

Commissioner WESSEL. Okay, no further questions.

Co-Chairman MULLOY. Thank you. Commissioner Robinson.

Commissioner ROBINSON. Yes, Ambassador Barshefsky, you
touched on the Internet earlier and the fear of information flows
and I strongly take your point on that. I was wondering if you
could in the short time allowed, list some of the constraints, the
key constraints that exist on unfettered access by the Chinese peo-
ple to the Internet today and similarly, access of U.S. and foreign
firms to engaging in unbridled Internet commerce because it is
such an important area? What do you see as the largest obstacles
right now?

Ambassador BARSHEFSKY. I don’t think I want to get too detailed
because there are many, many rules and regulations here and as
you know, the Chinese Government has had a penchant for chang-
ing them from time to time. But certainly problems that we ran
into when I was at USTR included for example, requirements for
licensing for Internet service providers with licenses not forth-
coming. Requirements that the underlying technology used by the
Internet service provider be given to the Chinese Government for
review, including underlying codes. Requirements that certain
types of information not be provided on the Internet, or if provided,
the notion that the service provider would be held liable and poten-
tially subject to criminal sanction if so-called “state security” was
compromised.

On the other hand, we have seen Internet usage in China pro-
liferate. The numbers are still small certainly, relative to the size
of the population, but two years ago you were looking at probably
9 million users and now you’re looking somewhere around 30 mil-
lion users. It’s a huge change in two years and as the technology
becomes more diffuse, as foreign enterprises are allowed to invest
more freely in China in the provision of Internet services, I think
we’ll see those numbers rise even faster. We will also see the Chi-
nese Government faced with a relative inability to control content
because at some point the technology will simply the leadership. As
Internet usage proliferates, controls on content in any foolproof sys-
tematic way, are going to be very, very difficult to impose.

Commissioner ROBINSON. Well, we want to definitely keep up
with you on that because I think that

Ambassador BARSHEFSKY. It’s a fascinating area.

Commissioner ROBINSON. —my fellow Commissioners are seized
with
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Ambassador BARSHEFSKY. It’s a fascinating—if I might relate one
antidote, not China related but Vietnam related. I was with former
President Clinton in Vietnam. We had negotiated a large bilateral
agreement with Vietnam—the legislation is now up on Capitol Hill
for normalizing trade relations with Vietnam. I did a lecture in
Vietnam at a prestigious institution and a fellow, youngish fellow,
raised his hand and asked a series of very sophisticated questions.
It really took me aback because this was someone not of an aca-
demic background but a “worker” background.

I commented before answering, “How do you come to know the
information that underlies your questions”, to which he said, “Oh,
the Internet”, and I thought that was all I needed to know.

Commissioner ROBINSON. Ambassador Prueher, do you believe
that Russian military and—military—I mean, weapon, I should say
and military technology transfers to China are genuinely worri-
some to our security interest or do you think that they've been
somewhat exaggerated by observers say in the non-governmental
national security community, the think tanks around town and
elsewhere?

Admiral PRUEHER. It’s a good question and one that doesn’t have
a definitive answer but my opinion is, is that the Russian tech-
nology transfers like SU-30’s and some of the missiles, some of the
submarines are of interest, the Sovremenny cruisers are of interest.
We need to keep an eye on it because it can grow, and even per-
haps grow to a level where it is problematic. Right now the num-
bers are quite small.

The SU-30’s for example, are in the range of 200. The Echo class
submarines are six, the Sovremenny’s are two with perhaps going
up to four. The numbers aren’t too big but they perhaps are the
start of a trend, but we don’t know that. The other aspect is the—
what I think is sort of a sophist’s view of looking at military readi-
ness is to count equipment, when really one needs to look at num-
bers of items, plus training, plus support, plus tactics, plus ability
to use those things. Those don’t come with that equipment.

The Chinese are quite good in their submarine world. They're
quite good in their infantry world. They’re quite good in their artil-
lery world and rocketry, but with respect to Russian commodities,
they don’t fly and steam a lot. People who have bought Russian
equipment are not generally pleased with it over the long haul. So
the net answer to all that is that it doesn’t bother me a lot but it’s
something we need to watch very carefully for the trend.

Commissioner ROBINSON. Thank you.

Co-Chairman MULLOY. Thank you. Commissioner D’Amato,
Chairman D’Amato.

Chairman D’AMATO. Thank you, Mr. Chairman. Madam Ambas-
sador, I remember meeting with you one time in my office after you
got back from I guess the first intellectual property negotiation.
Little did you know you had to do that several times. My question
has to do with compliance and monitoring on trade agreements and
the question of whether or not we need to be tougher in a sense
in making compliance and performance of previous agreements
upon future agreements and negotiations.

You know, we met with the Customs folks who say that their
compliance with this Customs agreement we have with China is
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dismal. Do we have enough tools in our toolbox to insure compli-
ance with this country? Some people say to this Commission, “Well,
you've got to figure out other tools for our toolbox here”. That
maybe we need to have—how do you grade them on compliance
and is there—having thought about your experience, are there
things that you would do to try and improve that, make our ability
to get compliance more effective?

Ambassador BARSHEFSKY. Compliance was always in our think-
ing when we negotiated the agreement. And there are more compli-
ance-related mechanisms in China’s WTO agreement than in any
other WTO agreement for any country. Apart from WTO dispute
settlement which, by and large, has been quite effective (European
agricultural policy aside) we, as you know, retained the right for
many years to come to use our special non-market economy anti-
dﬁlmpirslg methodology as well as special anti-surge protection in
the U.S.

Those are defensive weapons, but they can also be used as offen-
sive weapons. Many times disaffected industries that can’t get ac-
cess abroad bring protective actions at home to force market open-
ing abroad, and these two tools are certainly available in that of-
fensive spirit, in addition to their defensive aspect. There will also
be, as I said, a multilateral review of China’s compliance with its
obligations. That is, I think, going to be a very important catalyst
for Chinese implementation, as well as an early warning system for
countries concerned about implementation.

And in addition, of course, there will be much greater U.S. re-
sources devoted to Chinese compliance, to monitoring and imple-
mentation. President Clinton came forward with a large budget re-
quest on this which was granted. I suspect President Bush, over
the course of his term, will supplement those funds. That will also
be very, very important.

Chairman D’AMATO. So you do think additional monitoring re-
sources, we should be looking at that.

Ambassador BARSHEFSKY. I think it’s worth looking at. I would
first assess what we have, which may be adequate for right now.
But a couple years down the road, that level of funding may not
be adequate any longer.

Chairman D’AMATO. May I make a—yes, go ahead.

Admiral PRUEHER. In talking to Secretary of Commerce Evans
about this, the monitoring and compliance part was important; the
foreign commercial service part of this is important. From speaking
as a field hand embassy point of view, I think a lot of the effort
needs to be on site in China, not just here in Washington. So that
balance needs to be beefed up here and also be on site.

Chairman D’AMATO. Thank you. I have another question. We
make the assumption, two assumptions that you talk about a tre-
mendous change going on in China, and secondly, no matter how
you measure it, the Chinese are very dependent on the American
economic connections here. Clearly the dependency on our economy
is greater than any other economy by orders of magnitude. The
question is whether we really are exercising our influence effec-
tively given those two assumptions.

I mean, there are people who have made the presentation that
it’s impossible to stand up for our values, vis-a-vis, the Chinese.
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They just won’t go along with this, so forget about it as to the eco-
nomic pressure. Forget about human rights, forget about these
kinds of things. It’s kind of intuitive to me to link and say all those
things together, that these beg assumptions of (1) dependency and
(2) beg the question: of volatility, how flexible is the Chinese re-
gime to the kind of influence that we could bring to bear—not nec-
essarily with a sledge hammer but with sophisticated tools of per-
suasion? To what extent are we really being effective in influencing
the Chinese regime along the standards that we think are proper
for a civilized government?

Admiral PRUEHER. Let me get at this in the human rights area
a little bit. We have gone for quite a few years in the human rights
arena where the United States has—with respect to some other na-
tions, has led the way on human rights issues with Geneva, with
confrontation over particular issues with the Chinese on particular
events, but in my view, the confrontation has become—had become
so critical that it was not achieving systemic change. It was—we’d
get a fillip every now and then—get a release of an important per-
son that we cared about at a time when an important visit was
coming up, but it was not engendering systemic change in the sys-
tem.

The EU countries were not confronting at Geneva. They weren’t
necessarily confronting except on rare occasions in China. They
were having dialogue. They were criticized by the human rights
communities for just having dialogue in lieu of progress. I think
some combination of the two is required and that’s where we are
right now. The Chinese have agreed to recommence a human rights
dialogue in spite of the Geneva resolution of this past year.

So I think we need to move along, confronting because this is a
core issue for the United States. It’'s a seminal value—the Declara-
tion of Independence, the Constitution—it is a core value for the
United States. We cannot abandon it. And so, we need to go for-
ward and continue to confront but realize that the Chinese don’t
start with our premise but we need to work away at it.

I don’t think that can be the only issue. And so I think the dis-
cussion, the dialogue, as well as the confrontation need to occur to-
gether. Then we need to get labor issues into our contracts and into
our negotiations (and we’re talking about doing it) to gradually ef-
fect change. Change will not, cannot be instantaneous. Systems
don’t change in a step input, they change gradually but it will not
change at all if we don’t push.

Ambassador BARSHEFSKY. Well, the only thing I would say is
that we know, in terms of modern China—our version of “modern”,
not their version of “modern”—that the most repressive periods in
China have been in times of isolation, that is, when China has
been most isolated from the world. The Cultural Revolution is the
perfect example. The level of repression was simply breathtaking
and country-wide. I think it’s very important that when we dis-
agree with China, or when we have fundamental concerns, those be
asserted very aggressively, unapologetically and with the full force
that our arguments can muster. But I agree with Joe that change
when change occurs, is slow. It is not cataclysmic, and we need to
be prepared for that slower pace of change.
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But should we hope for change? Yes. Should we do everything we
can to push? Absolutely, absolutely.

Chairman D’AMATO. Persistence then in the long run?

Ambassador BARSHEFSKY. There is no substitute for persistence.
That is ultimately the key to successful negotiation. There is sim-
ply no substitute for persistence.

Co-Chairman MULLOY. And I'm going to be persistent and move
along on that to Commissioner Bryen.

Commissioner BRYEN. Thank you, Mr. Chairman. Today we’re
graced with two great negotiators and if I had my hat on I would
take it off. You both have done a wonderful job. Earlier today I was
talking about the trade balance with other witnesses. Last year
China sold to the United States about $100 billion worth of goods
and we sold about 16 to them, not very good. And if you look at
this Department of Commerce chart—that’s our sales to China.
That’s their imports to the United States over the years and that’s
the going trade situation, the imbalance, which is not a very nice
curve.

My question is, isn’t it in our national interest to go down this—
if this doesn’t change, is this in our national interest to have this
kind of imbalance?

Ambassador BARSHEFSKY. I think there are a couple of parts to
this. First off, why is there an imbalance of that size? We know
that trade imbalances, current account imbalances, tend to be a
function of macro-economic factors rather than micro-economic fac-
tors. And I think it’s important to recognize that in the context of
WTO accession or trade agreements in general, notions that a good
agreement will wipe out a deficit is preposterous. It is simply not
going to happen. The aggregate imbalances are too large to be
moved by single agreements.

On the other hand, what we find with trade agreements, and
we’ll find this with the WTO accession, is that with respect to in-
dustries for which concessions were gained, those industries often
find substantial increases in market access, even if the aggregate
imbalances don’t change all that much.

Second of all, let’s bear in mind that China also runs a substan-
tial surplus with Japan, unlike most other countries with Japan,
as you know, and a substantial surplus with the European Union—
neither as large as ours but nonetheless, quite substantial. So this
is something of a systemic issue, not an issue that is necessarily
directed, if you will, toward the United States.

And T think last, you know, there is always this question of who
benefits from an open market. I believe firmly the United States
is the greatest beneficiary in the world of a market that is rel-
atively open and I certainly can’t imagine how we would benefit
economically by closing our market to any degree. In addition, Chi-
na’s products tend to be at the lower end. I don’t think that the
China imbalance is necessarily problematic.

The overall trade imbalance as Alan Greenspan has said, is prob-
ably not indefinitely sustainable. But what will change those aggre-
gate balances in toto, I'm not entirely sure, other than macro-eco-
nomic factors rather than trade agreements.

Commissioner BRYEN. Since 1996 the overall trade there was
about $51 billion with China in terms of their imports to the
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United States and now it’s about $100 billion and the improvement
in our exports has been marginal in reality.

Ambassador BARSHEFSKY. Yes, I think

Commissioner BRYEN. And I'm wondering whether Greenspan
may have a point here. I mean, if this curve continues, then this
could be not in our national interest. That’s the point I was trying
to raise. And it seems to me a challenge to figure out how to fix
that. If you look at Japan, it’s true they have a surplus but it’s—
they had a—let’s see, they sent to—they received from China $55.3
million of materials and they exported—billion, I'm sorry, 55.3 bil-
lion and they exported to China 30.4 billion, almost double what
we exported.

Ambassador BARSHEFSKY. There’s no question that our exports to
China are anemic. We export almost half as much to Chile, which
is a country of 14 million people, than to China which is a country
of a billion three. So there’s no question that our export perform-
ance needs to improve, and I think under the WTO agreement op-
portunity will be provided for it to improve. But I distinguish that
from changes in the aggregate imbalances.

Co-Chairman MULLOY. I'm going to have to move it because we
have four commissioners who have questions and we don’t have a
lot of time. Commissioner Becker.

Commissioner BECKER. I have to be very careful in picking out
this question. Well, we’ve heard the argument about PNTR. A lot
of the proponents of PNTR were suggesting and sort of promising
that if PNTR were granted and China came into the WTO, that
their human rights record and their application of the rule of law
would improve dramatically coming into the WTO. Yet when we
were under the years of Most Favored Nations, the State Depart-
ment compiled a report and they would submit it to Congress each
year, over the last half a dozen years that I've followed it, their
human rights record was considerably worse.

And now that we would grant them permanent PNTR doesn’t
have to go before Congress. What makes you believe that there’s
any chance for that human rights record to improve?

Ambassador BARSHEFSKY. I think systemic human rights im-
provement in China has had virtually no relationship to annual
NTR. Indeed, the argument of opponents of PNTR suggested ulti-
mately that annual NTR had been ineffective in stopping increases
in human rights abuses in China. I mean, you had an odd kind of
argument. I think there are two basic points. First of all, I think
progress with respect to human rights and religious freedom is not
going to be linear. It isn’t linear in any country. It hasn’t been lin-
ear in Russia. I think you will see progress that moves forward by
two steps and back by one and three-quarters or moves forward by
two and back by three and then up by one and a half again. And
I think we should be prepared for those kinds of variations.

But the second point I would make is this. If you look at China
today, and you look at the China of 20 years ago, this is not the
same country. If you look at standards of living, if you look at pri-
vate property ownership, if you look at the ability to choose one’s
job, to move within, different regions of the country—all elements
that are critical ultimately to a broader notion of human rights—
20 years ago these rights were not available in China, but they are
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today. So I think we have to take a long-term view of these issues
and I think we have to remember that progress here is not going
to be linear.

Commissioner BECKER. Consistent with the approval of PNTR,
China almost immediately announced that they felt our trade laws
in the United States, particularly the anti-dumping and counter-
vailing duty laws were inconsistent with the WTO and that upon
them becoming a member of the WTO, they were going to challenge
these laws or have them modified or repealed. How do you feel
about that?

Ambassador BARSHEFSKY. Certainly, any country can challenge
anything they want but China would certainly lose.

Commissioner BECKER. How do you—maybe that’s the answer I
want. How do you feel about our trade laws in both countervailing
and anti-dumping?

Ambassador BARSHEFSKY. I feel quite secure.

Commissioner BECKER. Quite secure.

Ambassador BARSHEFSKY. Yes.

Commissioner BECKER. One last little point; Commissioner
Wessel had asked the question as to how you felt about the Repub-
lican’s proposal on fast track. How do you feel about that?

Ambassador BARSHEFSKY. I will confess to you, having been out
of town and having just came back about 35 minutes before I was
called here to testify, I don’t know what the Republican proposal
is or the specifics of it.

Commissioner BECKER. Well, it’s something—I’ve heard you com-
ment on it before with me about the exclusion of trade and environ-
mental provisions and going forward with fast track.

Ambassador BARSHEFSKY. That’s disappointing because I would
have thought in trade policy terms we’d made quite a bit of
progress on those issues. You know, fast track is the kind of issue
where this ideological—I'm losing my words, too—this kind of ideo-
logical purist view of trade, is not destined to be successful on Cap-
itol Hill. The world has moved and should move beyond these kinds
of sterile philosophical debates to talk about the ways in which
trade can also be a catalyst for broader change.

I agree with the notion that with trade comes prosperity, with
prosperity tends to come improvements in the rights of workers,
tends to come improvements in the environment. But are these
things fore-ordained? No. Can trade agreements make an impor-
tant contribution in these area? Absolutely, of course. And it just
seems to me disappointing to hear this. It seems to me that mem-
bers up here ought to be able to get together on these very funda-
mental and important questions.

Commissioner BECKER. Thank you.

Co-Chairman MULLOY. Thank you. Commissioner Dreyer?

Commissioner DREYER. A question, I was interested in your
statement that the common interest between China and the United
States is a stable and secure East Asian system. And we certainly
hear you say stability enough of the time but I wonder if that’s
really true because it seems to me from the United States point of
view, that China is currently anti-status quo in the current situa-
tion in East Asia; for example, Taiwan. For another example,
China claims the islands that the Japanese administer which the
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Japanese call Senkaku and the Chinese called the Diaoyutai and
a number of disputed claims in the South China Sea and so on and
so forth.

There are also against something we regard as contributing to
stability in Asia which is our right in international waters off their
coast. At the same time when China looks at the United States,
they see a power that’s profoundingly status quo that’s trying to in-
duce peaceful evolution of their government and other governments
toward democracy that is constantly hammering at them about
human rights and religious freedom and offending their sovereignty
and so on.

So I wonder if when you get beyond the mantra that yes, both
sides favor a stable situation in East Asia if there really is a com-
mon interest there.

Admiral PRUEHER. Well, Dr. Dreyer, I tried to make a distinction
between a rigid status quo and stability. And the—I would not try
to argue China’s view of what they would like to be more impor-
tant. That was my Middle Kingdom point, Manifest Destiny point.
They would like to be more important so that people asked, “What
was China’s opinion about things?” when they did things in their
region or in proximity to them.

Also, if you look at the map that is the Guangzhou military re-
gion, they have a large tongue that sticks down into the South
China Sea that they think is China’s territory, their traditional ter-
ritory such that people ought to come seek their permission to
enter. That’s anathema to us and to freedom of the seas—though
we have not ever ratified the UNCLOS convention. What China
wants to do is economically to deliver some better living to their
people. They would like to be more important in the region. They
will take advantage if they can, not unlike other nations.

They make the argument, which you can argue, that they are not
expansionists in their view, though if one looks at the South China
Sea you see they seek expanded borderlines. China has not con-
tested troops in Korea. They have not contested troops in Japan.
They’ve not contested U.S. presence in the region. In fact, they
have looked at that over the last few years as providing stability
but against the Soviet Union in the past. This tone could change
and one can hear that in some quarters.

So I think this is a work in progress. My statement about a se-
cure and a stable East Asia Pacific is one where both of us can pur-
sue political stability, economic stability and in fact, military sta-
bility in the region that’s a common interest. I would expect you
to take me to task on the idea that stability in the Taiwan straits
is a common interest. I think that’s actually a little more perverse
point than the one you’re making.

Commissioner DREYER. I was trying not to link it specifically to
Taiwan because I think there are broader considerations. Again, if
you read the Chinese newspapers, although maybe the Chinese
have not formally contested the issue with you, there’s the issue of
the American troops in Japan, the Chinese have certainly reprinted
a lot of the anti-troop protests in Okinawa and——

Admiral PRUEHER. They reprint a lot. It’s hard to sort the wheat
from the chaff.

Commissioner DREYER. Indeed.
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Admiral PRUEHER. Yes.

Co-Chairman MuLLOY. Thank you, Commissioner Dreyer. Com-
missioner Lewis.

Commissioner LEWIS. Thank you very much for your presen-
tations. They are very informative. A couple years ago, the Chinese
leadership banned the PLA from participating in business enter-
prises. What’s the present status of that?

Admiral PRUEHER. This is very—an interesting point because the
leadership did that in ’97. And two months, after in talking to the
PLA leadership they told me, “Well, PLA business has been banned
so we are out of it.” Right. The PLA has gotten out of some busi-
ness enterprises. The PLA grew up as a guerilla type army. They're
supported from the Provinces.

They have their own businesses.

Commissioner LEWIS. They're still doing it.

Admiral PRUEHER. They're still doing it.

Commissioner LEWIS. Do you have anything to add to that?

Ambassador BARSHEFSKY. No, the only point I'd make, though, is
that I thought the announcement was in part, convenient at the
time.

Commissioner LEWIS. That was right.

Ambassador BARSHEFSKY. And it may or may not have related to
this but it was an announcement coincident with the announce-
ments on the reform of state enterprises, which raised the question
in my mind, were they basically telling the PLA, “As to non-eco-
nomic state enterprises, we don’t care if you're in them, you’ve got
to get out because we want those enterprises to close.”

Commissioner LEWIS. Right.

Ambassador BARSHEFSKY. So I always wondered whether there
was a connection there, but the notion that the PLA is out of busi-
ness in China——

Commissioner LEWIS. Is not true.

Ambassador BARSHEFSKY. —Is not true.

Commissioner LEwWIS. Okay.

Admiral PRUEHER. May I add one point? In addition to the eco-
nomic part, there is the part about trying to diminish the influence
of the PLA. It came concurrent with a business reduction, there’s
no PLA on the Politburo, so that’s an attempt of diminution of the
influence of the PLA in China.

Commissioner LEWIS. Thank you, that’s really interesting. In
terms of the trade imbalance between the United States and China
compared to China and Europe, there’s a theory proposed that the
Chinese are trying to amass large amounts of our treasuries be-
cause five years ago or six years ago, the Japanese Prime Minister
hinted they were going to stop buying treasuries, and in the next
couple of days, the stock market went down.

Ambassador BARSHEFSKY. Right.

Commissioner LEWIS. And he had to say, “I really didn’t mean
that”. Well, there’s a theory now that the Chinese want to amass
large amounts of treasuries to have leverage over our financial sys-
tem. What’s your reaction to that? That nothing happens in China
by accident and that they’re buying from us much less than from
Europe not just by accident but as a national policy.
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Ambassador BARSHEFSKY. I don’t think I'm equipped to respond
one way or another except to say that on balance, I don’t assume
all relations with China are based on fundamental mistrust, which
is a little bit what you were getting at, but I feel not.

Commissioner LEWIS. I'm sorry, a Chinese writer has written
that, that there’s many ways to wage war, one of which is financial.
This in the public realm.

Admiral PRUEHER. Yes, I agree with that point, there are many
ways to wage war and Premier Zhu says with a smile sometimes
that he is the largest holder of U.S. Treasury bills.

Commissioner LEWIS. There you go.

Admiral PRUEHER. Yes.

Commissioner LEWIS. Do you have any references of that being
in writing?

Admiral PRUEHER. Not in writing.

Commissioner LEWIS. But he said that to you.

Admiral PRUEHER. But he’s said it a couple of times, yes.

Commissioner LEWIS. That’s really very interesting. I'd like to
ask you, if the WTO fails, if they don’t join the WTO, will that help
the hardliners?

Ambassador BARSHEFSKY. I think if they don’t join the WTO be-
cause they’ve decided they're not going to, that decision would have
been made by the hardliners.

Commissioner LEWIS. If they dont join the WTO because we
don’t let them in, would that help the hardliners?

Ambassador BARSHEFSKY. It would be—yes, it would do every-
thing possible, just as in April 99, to strengthen the hands of the
hardliners against the reformers. There’s no question about it.

Commissioner LEWIS. Okay, and then finally, China is repres-
sive. They’re better off than they were 20 years ago, there’s no
question. But suppose it turned, they joined the WTO and they be-
come more repressive and things occur there that are more antago-
nistic to our values; how bad does it have to get before you finally
say, “We're not going to trade with you”, or do you never say that?

Ambassador BARSHEFSKY. I think that’s ultimately, frankly, a
call for the Congress. I think it’s hard to imagine getting to that
point if only because it is, at least at this juncture, hard to imagine
things getting that bad. One needs to remember:

Commissioner LEWIS. Well, we traded with Nazi Germany right
up to the war and with Japan right up to the war.

Ambassador BARSHEFSKY. I think we would just have to see but
I think you're positing a situation that is so extreme, so extreme,
like Japan immediately pre-war or Germany immediately pre-war,
that one would like to assume one would not have to cross that
bridge.

Commissioner LEWIS. Well, Milton Friedman told us in the other
Commission that if Nazi Germany were alive today, we should be
trading with it. I mean, so that can occur.

And then finally, why do you think China wants to join the WTO
since they now have access to our markets and you mentioned in
your statement prosperity, security and international respect. I
mean, those wouldn’t be the reasons why they want to join the
WTO. Do you think it’s to lock in access to our markets on perma-
nent basis?
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Ambassador BARSHEFSKY. I think it has to do with a variety of
factors. One is international respect, the notion that it is an inter-
national player. One is

Commissioner LEWIS. Those are factors you think are important.

Ambassador BARSHEFSKY. They are among the factors. One is its
ability to help formulate the rules of the road. Right now, China
doesn’t formulate the global rules of the road. It’s the Western gov-
ernments that do. This would give China an opportunity to help
formulate the rules. That is significant.

A third is better to ensure that its trade is governed by the same
kinds of protective rules as our and Europe’s trade is.

Commissioner LEWIS. Do you think the non-hardliners are trying
to lock it in because it’s a way to open them up more to the world?

Ambassador BARSHEFSKY. And I think for the reformers, WTO
accession is the perfect compliment to economic reform internally
generated. In other words, we see a very interesting pattern. If you
look at the former Soviet Republics, or even take Laos or Cam-
bodia, you see these governments wanting to effect internal reform.
They can’t because the traditional monied interests are so powerful
and entrenched. So what do they do? They join the WTO. They are
then subject to a set of international obligations. This is then be-
yond domestic politics. They take those new international obliga-
tions back home and say to their public, “We have to do it. We have
an international treaty that compels us to do it”.

We see this pattern quite frequently with many, many countries
and with respect to China, we see something quite similar. That is,
Zhu Rhongji in particular sees WTO accession as a way to cement
internal reform in China long after he’s gone.

Commissioner LEWIS. Thank you very much. Thank you.

Co-Chairman MULLOY. Before you go, I haven’t asked any ques-
tions. I want to ask one. The WTO, we would overwhelm the WTO
it seems to me by bringing a lot of disputes into the WTO. It would
be better to try and work them out before you get there. The sec-
ond premise is Professor Cohen points out that they really don’t
have the adequate legal structure to resolve many of the disputes
which are going to arise.

So the question is that with the EU now, it looks like we’re try-
ing to work out some mechanism outside the WTO to resolve mat-
ters. The interlocutory with the Commerce Department and the
Joint Committee on Commerce and Trade was MOFTEC. I thought
the feeling within the U.S. Government when I was there was that
we didn’t get enough leverage inside the Chinese bureaucracy deal-
ing with MOFTEC to try and resolve these disputes, that we need-
ed to get it up higher into some other mechanism.

Do you think that should be something that this Administration
and we should really look into and press for, to try and find some
way to do that?

Ambassador BARSHEFSKY. There is no question that for resolving
certain disputes with China there is no substitute for direct contact
with a political level sometimes considerably in excess of MOFTEC,
their trade ministry. On the other hand, I wouldn’t discount the
use of things like WTO dispute settlement. Certainly I wouldn’t
discount it before we use that approach but I think basically a dia-
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logue between China and the U.S. Government at a higher political
level, on a routine basis would be advisable.

Co-Chairman MULLOY. Do you agree with that, Admiral?

Admiral PRUEHER. Very much.

Co-Chairman MULLOY. Would you both think about where that—
we were trying to figure where that ought to be and if you could
both think about that and give us something, that would be enor-
mously helpful.

Ambassador BARSHEFSKY. Well, I'll give you just one suggestion
off the top. We have annual summits, semi-annual summits with
Europe, for example and with many, many countries, at which
their top ranking political people and our top ranking political peo-
ple get together. In the U.S. Government the top ranking political
people are Cabinet Secretaries. In many foreign governments it’s
actually not the case.

In China, the equivalent to the cabinet secretary is not the min-
ister of X ministry; it’s the State Council and so, at a minimum,
one would want an established dialogue between the Cabinet in the
United States and the appropriate State Counselors as well as the
direct analogue which would be the Trade Minister, Finance Min-
ister, Foreign Minister and so on. But you want the State Council
level. That’s the ultimate political level, and a critical locus of deci-
sion-making.

It was for WTO. It was for textiles, it was for intellectual prop-
erty rights to be sure.

Co-Chairman MULLOY. Thank you.

Admiral PRUEHER. That will be true and also in the regulatory
world the State Development and Planning Commission, Zung
Peiyan, is——

Ambassador BARSHEFSKY. Key.

Admiral PRUEHER. —carries a lot of water.

Ambassador BARSHEFSKY. Key.

Co-Chairman MULLOY. I can’t tell you how much the Commission
appreciates both of you coming with us today and spending time
working through these issues. I hope we can, you know, count on
you in the future if we have additional materials.

Arﬁbassador BARSHEFSKY. It would be my pleasure. Thank you so
much.

Co-Chairman MULLOY. Thank you very much.

Admiral PRUEHER. Thank you.

[Off the record at 1:51 p.m.]
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PANEL III: TRADE RELATIONS BETWEEN U.S.-CHINA AND U.S.-
TAIWAN: IMPLICATIONS FOR THE U.S. EcCONOMY

Co-Chairman MULLOY. This is the third panel of witnesses that
the Commission will hear from today and we’re going to hear from
Mr. William Wolman, the Chief Economist of Business Week maga-
zine, who is accompanied by his wife and New York financial jour-
nalist, Ann Colamosca, and co-author of the book The Judas Econ-
omy.

In addition, other testimony will be presented by Jerome Cohen,
a Professor of Chinese law at New York University Law School and
one of the Deans of American Study of Chinese Law and Institu-
tions. Kevin Kearns, the President of the U.S. Business and Indus-
try Council and Rupert Hammond-Chambers, President of the U.S./
Taiwan Business Council.

Again, I want to thank each of the witnesses. There was a lot
of thought that went into the preparation of your prepared testi-
mony and Commissioners have all had a chance to look at it and
we’ll be asking questions, but in your formal presentation now, if
you could limit yourself to 10 minutes and it will be timed. And
when you see the red light, if you could wrap it up so that we could
have time for the Commissioners to ask questions, I would really
appreciate it.

So with that, let me call on, in this order, if I could, Mr. Wolman
and Ms. Colamosca can go first. We'd appreciate that.

STATEMENT OF WILLIAM WOLMAN, CHIEF ECONOMIST, BUSINESS
WEEK MAGAZINE

ACCOMPANIED BY ANNE COLAMOSCA, NEW YORK FINANCIAL JOUR-
NALIST

Mr. WoLMAN. Thank you very much. Neither Anne nor I are
deeply prejudiced by knowledge of what’s going on in China, but we
did write a book on the impact of globalization jointly which inter-
ested some of the Commissioners and so—and you invited us and
thank you very much. And it’s basically on the impact of
globalization that we will talk. It’s fairly clear that at the end of
the Cold War was a transformative thing in the world economy. It
is a summing almost on the base—on the level of discoveries which
opened America to the thrust of a world economy in which
globalization was already beginning to occur.

I don’t want to belabor this point but America’s victory in the
Cold War and the simultaneous sort of disintegration of the Social-
ist model of development opened the entire world to the free mar-
ket economy in varying degrees. I'm over-generalizing here but in
varying degrees, but that certainly happened. The net effect of that
will, in the end, be extremely important. The best way I can sum-
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marize this is that before the Communist world and the world rely-
ing on Socialist models sort abandoned those views each American
Worﬁer competed with four workers, roughly speaking, in the
world.

At this moment of time, this is in our book, each American work-
er competes with 20 workers around the world at least potentially.
The potential competitors to American workers has increased by a
very large factor. At the same time, of course, as the American
workers faced more competition, there was an explosion in the de-
mand for capital around the world.

Capital suddenly became free to move around the world. It is in
the nature of the world, so to speak, that capital is more mobile
than labor and the net effect of this, of course, was that capital
began to find places where it could economize on labor in ways it
could never economize on labor before because of the way things
worked.

Now, this is in stark contrast to the entire history of the United
States, the Frederick Jackson—the world of Frederick Jackson
Turner and before that the world of Adam Smith. The wonder of
this country in its early stages was, of course, that the average
working man, that’s a generalization, did far better than the aver-
age working man in Europe. When Adam Smith wrote The Wealth
of Nations or published it in 1776, he spoke in that of why the
American worker was doing so well as compared to the average Eu-
ropean worker.

And the answer roughly speaking is that he had more resources
to work with. The ratio of men to resources, especially land and the
capital use of the land is relatively low in this country so workers
could prosper.

Now, flip this situation around, which is what’s happened since
the end of the Cold War, has really changed the Frederick Jackson
Turner world and basically what you have now is a world in which
American labor is abundant relative to American capital because
the opening of the world has obviously been a magnet for capital
around the world.

What is the evidence of this? Profits have really grown fast as
compared to wages and the real GTP since the end of the Cold War
and even before that when the country—when the old Soviet em-
pire tended to disintegrate. So under those circumstances we had
a relative decline in the position of the American working man.

The first effects, of course, was in goods production which was in
manufacturing. There will, however, be important secondary effects
which already are starting which will really become intense in
white collar work and then finally in the work of the elites of the
American work force.

The kind of guys that I went to Stanford with was not smart
enough to do the same thing they did, the guys who invented the
computer and became electrical engineers and stuff like that.

And to speak of that, Anne.

Ms. CoLAMOSCA. Just very briefly, I have a long term interest in
covering work issues and I started out in the ’70’s as a staff writer
for Business Week and I ended up, the major story that I covered
actually in my hometown was the de-industrialization of Philadel-
phia, the loss of blue collar jobs. And you know having come from
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a blue collar family, I knew a lot of the people involved. It’s still
going on and it was a very painful story. So I have covered that
story on and off over the last 25 years.

In the mid-"90’s we were in the middle of a book and after doing,
you know, a fair amount of interviewing, people told us in Ban-
galore and we spent quite a bit of time with—his name is
Narayana Murthi and he is really the father of the software busi-
ness in Bangalore and at that time, it was about a $1.5 billion
business and by 2008 McKenzie and Company says that it will be
somewhere around an $18 billion business. The environment
around Bangalore is just in some ways—I wasn’t working then but
it reminds me of the environment in Philadelphia in the ’50’s and
’60’s before it started loosing all of its blue collar jobs and, you
know, there’s—first of all, there’s a paternalism among the busi-
nessmen, really are, you know, helping the workers and there’s a
real feeling of excitement.

And I think that Bangalore will really end up being a model, you
know for all of Asia. They started out in the mid-’90’s doing—really
doing back office jobs for people like CitiBank and Mruthi himself
is really aware of the fact that he has to—that he has to supply
more high income jobs for the people in Bangalore because work
like transcription is already starting to disappear because of the
technology of voice recognition. So they are really working now—
actuarialy work is now being done through software applications,
accounting work, graphic design, and those kinds of jobs are just
in their early stages.

And T just think that it’s something that we all have to be very,
very aware of. There are all kinds of partnerships, you know, that
can and will be done among all kinds of international business
groups and this thing is already spreading. It’s being done in the
Philippines and there are some software companies in China. So
this is just the very, very beginning of what we see, you know, as
the erosion of white collar work.

And if you read Ruy Teixeira and Joel Rogers’ book, America’s
Forgotten Majority, Why the White Working Class Still Matters,
the numbers involved show an erosion of wages in this group from
1973 to 1998 and there was, you know, a blip in 99 and 2000. But
I think because of the combination of technology and software,
well, software technology in India and China, the combination will
see a continuation of erosion of wages in middle class jobs and
there’s just much, much more to report and we have to I think
start looking at this thing very closely and really start monitoring
it.

Mr. WoOLMAN. I think the last point I want to make is we should
have no illusions about anything. One illusion we should not have
it that our elite workers, what I call our elite workers, are going
to continue to be elite workers. You know, I went to school at Stan-
ford, and to repeat, I was dumb enough to be interested in eco-
nomic history and stuff like that, you know, and not in the stuff
that would have made me a programmer, actually a guy who could
do computer languages.

That was a hot spot in world—and still is a hot spot in world
technological development and a lot of what happened in the
United States had to do with the development of very specialized
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hot spot type things, like that industry. It is an illusion to think
that that kind of development will be confined to the United States
at this point. The interest in this kind of work is enormous around
the world. The excitement generated by the net and the computer
is very great.

When I was in India at the same time as Anne, you could just—
in incredibly difficult circumstances, you could just sense the ex-
citement that was involved in this kind of a world. And I've never
been to China but I'm sure there are places in China where this
has got to be true as well. So we can’t even assume that, you know,
our vaunted leadership in—you know, in the highest aspect of tech
will continue unchallenged because the same forces that were un-
leashed here will be unleashed abroad as well and under those cir-
cumstances, it seems to me we have to pay attention to this kind
of thing.

We should be aware above all, I'm going to stop at this point,
that the world facing the American worker is a fundamentally
changed world, that the United States at this time does not live in
the world of Frederick Jackson Turner, okay, in which the frontier
is there and American workers automatically have a lot to work
with. The facts of the matter are that capital in some sense is
being spread around the world and becoming relatively scarce for
Americans.

In case you guys don’t know it and I'm sure you do, okay, up to
about 1998 the amount of capital per worker in the American econ-
omy actually had declined for about 20 years. It just picked up a
little bit in the last few years. We should not—and fundamentally,
and Anne and I argued this in the book, that the reason we have
high employment and low unemployment in this country was be-
cause labor was cheap.

That was the basic reason we had it and it may well be, okay,
that given what’s going on, okay, in the world right now, that it
will be a continuing problem to have the standard of living of the
average American rise, because labor has got to be cheap for cap-
ital to be willing to employ it.

Thank you.

[The statement follows:]

PREPARED STATEMENT OF WILLIAM WOLMAN AND ANNE COLAMOSCA

It is an honor to be asked to appear before this distinguished Commission. We
do not come before you as experts on the Chinese economy or on the specific issues
raised by China’s application for membership in the World Trade Organization.
Rather, we appear as students of economic history and economic journalists who
have written about the evolution of the world economy in the wake of the fall of
the Berlin Wall. We regard the end of the Cold War as a critical event in world
economic history, of equal scope, for example, to the events that followed the begin-
ning of the age of discoveries in the late 15th and 16th centuries. Indeed, the speed
with which relatively free markets spread around the world in the past two decades
is perhaps unprecedented. And an analysis of the consequences of the emergence of
a new style global market economy has been one of our major interests in recent
years and led to the publication of our 1997 book, the Judas Economy: The Triumph
of Capital and the Betrayal of Work. Indeed, it is our understanding that the inter-
est of some of the Commissioners in the analysis presented in that book is the main
reason that we have been asked to come before you.

That is not to say that we are bereft of views about the impact of the emergence
of China on the world stage. As citizens we deplore that country’s violations of
human rights, its repression of free political activity and its intolerance of religious
freedom. We deplore the absence of a genuine union movement. And we share the
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deep concerns over forced labor, prison labor, and restrictions on the free movement
of workers within the borders of China.

As economic journalists, moreover, we are well aware of the growing importance
of China in world trade. Indeed, because of the size and vigor of its population, the
emergence of China on the world economic scene means that the trends set in mo-
tion by the end of the Cold War are so far merely in the their early stages. Virtually
every trend that we foresaw in The Judas Economy is likely to work with even more
intensity over the next two decades than it has over the past twenty years.

Two ideas are basic to a proper understanding of the new globalization. The first
is what might be called the law of one price. The second is the simple but indis-
putable observation that capital is more mobile than labor.

The Law of One Price

In a world in which trade is truly free, both goods and services will tend to sell
for the same price no matter where they may be sold. It makes little difference if
they are sold in Bangor, Maine or in Bangalore in the Indian province of Karnataka.
The law of one price, moreover, applies not only to goods but also to the services
provided by those who earn their living from work. So that a textile worker in the
Carolinas will in the long-run earn no more or no less than a textile worker in
Guangdong province of China. In the new world, then, there is a relentless tendency
of prices to converge. When American consumers can buy products at lower and
lower prices, as production spreads around the world, we all cheer. And rightly so.
But when American workers’ wages are under relentless pressure to move to a point
of equality with those in other parts of the world where population is abundant, but
capital scarce, we're not so sure that we should cheer.

Most of us are, after all, workers as well as consumers. And that immediately
raises serious questions about the equity and justice of international trade. Indeed
what prompted us to write Judas, was a deep concern that whatever the benefits
of globalization may be Americans as consumers, a disproportionate share of the
costs of globalization were being born by those who earn their living from work in
the United States.

At the time that our book came out, the excess burden of globalization on workers
were mostly being born by those manufacturing workers in the old economy whose
wages came under downward pressure because production was being shifted abroad
in order to take advantage of lower wage scales.

But in the book we also warned that the wage competition that affected manufac-
turing workers in the 1980s and 1990s, was beginning to manifest itself in the de-
mand for, and wages of, white-collar workers. We also warned that the top rungs
of the American labor market, the workers who were the most visible beneficiaries
of globalization and the emergence of the new economy would, in the not too distant
future, begin to feel the blows of intensified competition from the emerging world,
particularly the countries of Asia.

There were already signs that white-collar workers without special skills and edu-
cation were beginning to feel the effects of globalization. Indeed, in one chapter of
Judas, A Passage to India, we reported on our findings on the migration of the more
routine data processing jobs to Bangalore, the Indian city that was showing signs
of fuller and fuller participation in the economy made possible by the computer and
the Internet. It is interesting that in our reporting with leading executives in the
Indian high tech economy, including N.R. Narayana Murthi, the CEO of Infosys, In-
dia’s leading software company, the major long run concern was not of competition
with the United States, but rather of competition with China. Murthi simply said
that his long-run concern was that new Chinese software companies would emerge
and financially undercut him since labor was so cheap there and so hampered by
government in its effort to raise its wages.

There are, in fact, strong reasons to believe that the movement of white-collar
work abroad will, at some point, move more swiftly and with more disruptive con-
sequence than did the migration of manufacturing work. There are substantial
home market advantages to goods production. For example, when production adds
weight to a product—beer, for example—the local market becomes an attractive op-
tion that offsets low wages abroad. And in any operation where the product is bulky
or heavy, transportation costs become an important consideration and limit the
international spread of production.

These natural protections that once existed are, of course, already dissolving in
the goods production area itself. In high tech industry where value is high in rela-
tion to bulk, we have already seen the movement of production offshore at a rapid
pace. One vivid example is the triangular trade in high tech products, which sees
Americans placing orders with Taiwanese firms who, in turn, run many of their op-
erations in Mainland China, where they have become major investors. So effective
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has this trade become in reducing costs that some call the American-Taiwanese-Chi-
nese high tech economy, the “Golden Triangle”. It is this trade that is a major cause
of America’s severe balance of trade deficit with China as well as Taiwan. It is also
this trade that more than any other single factor that has led to the rapid growth
of airfreight which supports just-on-time inventory policy for which the high tech
industries have become famous.

But the barriers imposed by distance on the division of labor are virtually non-
existent for white-collar jobs. The reason, of course, is that distance is a truly minor
factor in what it costs to move information on the Internet. Already, in the mid and
late 1990s, a small percentage of white-collar American jobs such as medical tran-
scription, customer phone work and data processing were being done by English
speaking workers in India, the Philippines and Ireland. These workers need to have
a relatively sophisticated grasp of written and spoken English, so it is not realistic
to assume that the entire global workforce will be available to do American white-
collar work over the next decade. Nevertheless, year-by-year, an increasing number
of foreign students are becoming fluent in English. India and the Philippines, of
course, are ready-made for this kind of work.

As we learned in India, it took more than a decade of development to emerge as
a major player in information processing. Indigenous Indian companies had to de-
velop a long-term track record with American firms to win white-collar work con-
tracts thousands of miles away. And once they did, American corporations flooded
into the country and established their own facilities, not only to process information
but to develop software. It started out in the mid-1990s as routine “back office”
work, and that is still the backbone of the business and is still growing rapidly. For
example, Bangalorean software engineers “fix” Citibank cash machines overnight if
they are down, and transmit the fixes on the Internet. Throughout the 1990s many
large U.S. corporations came to depend on this back-office work. Later, more tradi-
tional white-collar jobs—such as medical transcription, airline reservation and debt
collection—were added to the mix. In 2001, a recently hired Indian transcriptionist
with a bachelor’s degree in science earns $150 a month. The point is, it didn’t hap-
pen overnight. And as Mr. Murthi at Infosys pointed out, “we worked incredibly
hard for years to win their confidence.” (In our book, we use an anecdote in which
an American executive patronizingly throws a cigarette lighter across the table dur-
ing the 1960s at an Indian entrepreneur and says, “When you can make one of
these, let me know.” This is the kind of attitude that Murthi had to fight against
during the early 1990s to make the reputation that they now enjoy.)

But after the years of hard work, a new global paradigm is emerging. And be-
cause of pioneers like Murthi and its huge crop of low-wage, well-educated English
speakers, India is leading this global trend. Now, in 2001, much more complex
white-collar jobs are beginning to be transmitted globally. Highly educated Indian
actuaries process insurance claims for Britain’s Guardian Royal Exchange Group.
And there are currently plans afoot in India to produce new software in graphic de-
sign, accounting, legal services, and social work transcription that could shift tens
of thousands of more and more complex white-collar jobs abroad over the next dec-
ade and beyond.

Now that Murthi and others have shown that white-collar work can be success-
fully transmitted thousands of miles away, it can, of course, be done in countries
such as China, where software companies are already beginning to compete with In-
dians at much lower prices. In India, white-collar work is being done by highly edu-
cated workers, with degrees from a deep network of universities and community col-
leges built under a socialist system set up under Nehru, which worked at educating
at least some of India’s poor. This complex of eager, well-educated students have
given Bangalore’s software business a lot of the creative energy it has needed to be-
come successful.

Anywhere you go in Asia nowadays—China, India, Taiwan, or Singapore—you can
find highly skilled workers designing interactive CD-RM programs, producing pro-
grams that map three-dimensional images to diagnose brain disorders, designing
digital answering machines or interactive computers for children. The “back-end”
work of product development—the painstaking job of turning a conceptual design
into blueprints, computer code, or working models, and testing the final product—
is increasingly being done in Asia these days. Citibank taps local skills in India,
Hong Kong, Australia, and Singapore to manage data and develop products for its
global financial services. Hewlett-Packard encourages each of its manufacturing
sites around the world to become a global center for many components used in HP’s
microwave products. More and more, specially trained Filipino accountants do much
of the grunt work in preparing tax returns for multinational firms. All this overseas
work is easily transferred via satellite links, computers, and e-mail.
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In fact, pioneers such as Citibank and Hewlett-Packard are only the beginning of
the trend toward corporate “outsourcing” of highly skilled labor. Well-paying back-
end jobs such as software designers, draftsmen, librarians, and mechanical engi-
neers, in which many Americans make their livings are barely in the first stages
of being transported globally. The Bangaloreans get paid roughly one-tenth the
$25,000 average salary of full-time medical transcriptionists in the United States.
And some in the large southern Indian medical community are currently hard at
work trying to figure out how to use the same high-speed data lines to create more
upscale medical jobs for their increasing population of university graduates. In addi-
tion, those involved in this first wave of cyberspace skilled labor are working very
hard to move up from “back-end” production jobs to the creative, frontline jobs,
many of which have been monopolized in the last generation, by American “whiz
kids” and foreign “whiz kids” working in the U.S.

We do not know how Chinese software and white-collar workers would be treated
in China’s much more restrictive command economy. But it would be imprudent to
assume that China’s thrust into the high tech world will not succeed because of its
repressive environment. Profits rule the day in the early 21st century. And Murthi’s
point to us was the Chinese educated labor is much, more cheap than Indian edu-
cated labor. It’s just a fact of life.

Have the Elites Had It?

It hasn’t happened yet. But it is probable that globalization will end up by hurting
those at the very top of America’s new economy, the electrical engineers, physicists
and mathematicians who have done so much to create the “hot” centers of the new
technology such as Silicon Valley. We would argue that the relative good fortune
of the elite workers of the developed world is the product of a phase of economic
history that is showing signs of coming to a close. Up to this point, these elite work-
ers have gained all the benefits of globalization and paid none of the costs. That’s
because they have been what the great British economist Joan Robinson has called
“idiosyncratic factors of production.” Mrs. Robinson, who was a Cambridge Univer-
sity economist in the 1930s and early 1940s, pointed out that in a market economy,
the highest rewards were likely to be earned by factors of production that she iden-
tified as “idiosyncratic,” having, as The American Heritage Dictionary describes
“unique structural or psychological characteristics.” These elite workers were ideally
suited to lead high tech industry in the 1980s and 1990s, and the U.S. was fortu-
nate for their presence.

What is slightly more difficult to grasp is that the educated elites of the developed
world have been an idiosyncratic factor of production as a class for most of the four
hundred year history of capitalism. Therefore, they were able to lay claim to a large
share of the world’s income. It was the educated classes of West European countries,
including the United States, and some of the British Commonwealth countries,
which were the repositories of virtually all knowledge needed to apply science to the
production and distribution. They therefore had a monopoly on technological ad-
vances and the dynamics of capitalist production. And since access to this class and
to its knowledge base was limited both by ethnic and racial prejudice among the
captains of capital and by limited access to education during most of the history of
capitalism, white ethnic Europeans, as a class, also had a monopoly on the vast ma-
jority of high-skill jobs.

It is doubtful that these forces that have benefited the United States will work
with the same force in the coming decade. In particular we have already seen that
there are limits to the speed with which high technology can benefit from new op-
portunities. Our own expectation, in fact, is that the speed of innovation in high
tech will slow somewhat. Indeed, we are already seeing the emergence of a consoli-
dation phase in the high tech business, which is placing more and more pressure
on new economy companies to cut costs and employment. It is even likely, in fact,
that compensation in the high tech sector will grow much more slowly than it has
in the past few decades. This, of course, is an environment in which the business
incentives to move activities abroad become more and more intense. And we should
not be naive enough to believe that the consolidation phase in the new economy will
have some extremely old-fashioned consequences. The basic tool of that economy,
the personal computer, has already become a commodity in which price competition
is intense. We are also witnessing a phase in which the rate of return to increasing
the speed of computing and even increasing its range may well be falling, at least
for the next few years. This is a perfect atmosphere for business decisions to locate
new facilities and purchase products and components from low wage countries. It
is also an environment in which it will pay to move more and more computer proc-
essing abroad. The Taiwan-China-U.S. economy will put particular emphasis on lo-
cating new facilities in China. We take this as a given of the coming decade.
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In nominal terms, profits have increased roughly twice as fast as the gross domes-
tic product since the end of the Cold War. As a consequence, the share of profits
in gross corporate income, the share of national income generated in the corporate
sector has reached unprecedented heights. There is little doubt that most Americans
have benefited by the great investment boom that has resulted from the combina-
tion of strong profitability and the technological revolution in the use of information.
But the facts are that it is the owners of capital who have received the greatest
share of the benefits.

Mobile Capital

The second idea that guided “Judas” was also a simple one: capital is more mobile
than labor. It is far easier for capital to move into zones where the returns are high-
er than at home than it is for labor to accomplish a similar feat. As the world
opened up to the relatively free movement of capital, it was easy for American busi-
nessmen and American investors to move their capital into zones where rates of re-
turn were high. No such spectacular opportunity was available to those who earned
their living from work in the United States. All they could do was sit by and watch
production move abroad. The effect, of course, was a weakening in the power of
American labor. Wage growth began to stagnate, many high wage jobs disappeared
and the American labor movement lost much of its power to bargain effectively for
American workers. One effect was a shrinkage in the union movement.

The erosion of the position of those who earned their living from work represents
a radical change in the entire atmosphere of the United States. Virtually anyone
who has studied economics remembers the vivid celebration of the position of the
American worker in the early days of the republic. In “The Wealth of Nations”, pub-
lished in the year of the Declaration of Independence, the great economist Adam
Smith, explained why the average worker was faring better in what was to become
the United States than in Europe. He patiently showed that American workers were
prospering simply because they were scarce, and small in number, relative to the
quantity of resources, particularly land, that was available in the country. The con-
sequence, of course, was that the returns to labor, wages, were under constant up-
ward pressure as compared to Europe where the supply of labor was abundant as
compared to land and other resources.

In sharp contrast—a contrast that many Americans still fail to notice—the post
Cold War economy has made a critical factor of production, American capital, scarce
as compared to work. The result has been a radical change in the American econ-
omy. During most of the history of the American economy, the movement of people
was matched by a movement of capital—monies used to invest in the economy. Even
the size of capital flows roughly matched the number of people who were moving.
Thus, in broad outlines, the flow of capital out of Europe followed the flow of people.
The United States, the country to which people migrated in the greatest numbers,
was the recipient of the greatest flow of capital to build canals, railroads, and other
industries. Similarly, in the colonial orbit, the flow of capital from Britain to India
was closely connected with the movement of the British into administrative and
business positions in India, whose top ranks were made up mostly of British. The
symbiosis between labor and capital was maintained, even while emigration pro-
vided an important safety valve for European workers displaced by invention and
innovation. As the Industrial Revolution swept across Europe, the workers displaced
by economic change swarmed into the United States.

It is the vast labor pool that global capitalism has tapped into that is the new
leviathan. As capital has become more mobile since the Berlin Wall came down in
1989, the number of workers ready and anxious to find work in the new global mar-
ket has exploded. The effect, which is barely being felt so far, and which will get
worse, is to greatly weaken the competitive position of those who earn their living
from work in the advanced countries.

The magnitude of the global increase in workers available for global market pro-
duction since the end of the cold war has yet to sink in, either in the intellectual
community or among average Americans. With the free market suddenly sweeping
the globe after the end of the cold war, workers from the developed world are now
facing competition in a much more intense, explosive way from middle-class mind
workers around the world.

Only after the collapse of the Soviet Union did those populous Asian countries
that were not part of the original group of economic “tigers”—China, Indonesia, Ma-
laysia, Vietnam and India—begin changing at dizzying speeds. It wasn’t until the
early 1990s that Westerners, along with the overseas Chinese, began pouring large
amounts of money into China with a growing confidence that the pro-market revolu-
tion would prove permanent and eventually, over a billion Chinese would enter the
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pro-market economy. These newcomers would be tapped as both the world’s largest
new consumer market and capitalism’s newest vast and talented labor force.

In all, the size of the globally competitive population rose from under 1 billion to
over 5 billion in 1994, and the size of the globally competitive world middle class
grew from about 725 to a figure something over 1.2 billion. Around the world, indig-
enous well-educated managerial classes—the likes of which the world has never
seen before—have aggressively begun making their presence felt as pro-market re-
forms have been put in place, changing the demographics of the professional labor
force forever.

The effect has been a sharp increase in the return to capital as compared to the
return to work. When we wrote “Judas”, the full impact on the emergence of China
on the global distribution and abundance of workers had not quite dawned on Amer-
icans, even those Americans who specialized in economic analysis. But the past
three years has made the impact of China clearer. Many of us are now aware that
in one way or another, some three hundred to four hundred million Chinese have
entered the global economy. This emergence of a vast new pool of Chinese workers
will lead to an increase in the speed in which the post Cold War global economy
is being transformed.

But what is also true is that the explosion of the global labor supply has greatly
reduced the need for a cadre of middle managers to impose industrial discipline on
lower-run workers. Instead of relying on stern bosses to keep workers’ toes to the
line, companies now make it obvious that they can—and will—move their facilities
elsewhere. And now, they no longer need to move facilities. Instead, an e-mail is
only a few clicks away.

Over the past two decades there have been enormous benefits from the post Cold
War spread of the free market. Around the world, but particularly in Asia, hundreds
of millions of people have been raised out of poverty. In the United States those in
a position to benefit from the free movement of capital have been enriched particu-
larly by the rise in stock prices. But the ownership of capital in amounts to make
a real difference is strictly limited in the United States.

It should be obvious that Americans who earn their living from work have paid
more than their fair share of the cost of globalization, however, beneficial that
globalization may have been from a historical perspective. It is therefore incumbent
on policy including obviously U.S. trade policy towards China to be mindful of pro-
tecting those who earn their living from work in the United States. That is the main
message that history is sending to Washington at this point in time.

Most economists deny that competition with low-wage workers abroad is a prob-
lem for Americans. They tend to view calmly the movement of capital into low-wage
areas and expect its effects, in the end, to be benign. Their argument, essentially,
is that the wage advantages that make newly industrializing areas effective com-
petitors with the established countries of the world will disappear over time. And
it is certainly true that these earnings differentials have had a tendency to diminish
in the past. As capital moves to low-wage areas, the employment rate tends to rise,
and wages are pushed up. Certainly wages in many countries have been rising fast-
er than in the United States, reducing the gap between the cost of labor in devel-
oping countries and American labor and the gap between the prices of goods in de-
veloping countries and in the United States.

Economists see the process by which earnings in less developed areas catch up
with wages in the advanced countries as an aspect of convergence. In this view over
time the advantage that low-wage countries have over high-wage countries erodes.
As capital moves into the less developed countries, increasing productivity there, ex-
ports to the developed world rise, generating more demand for work in the once dis-
advantaged areas, and increasing wages there. In an environment of reasonably free
trade, the process of convergence proceeds to a point where wages in the developing
world catch up with wages in the developed countries.

Particularly reassuring to many economists is the experience of the United States
in its trade with Western Europe and Japan after those areas began their post-
World War II reconstruction. Wages were far lower in those countries than in the
United States at the time, far lower, indeed. But by the beginning of the 1990s,
wages in Japan and Europe had caught up with American wages, and now wages
are higher in those countries than they are in the United States. And although they
have yet to equal wages in America, wages in many of the other countries in Asia
are catching up.

Don’t worry, say most economists. In their view, wages in the other emerging
countries will catch up with those of the United States too, and there is nothing
wrong with capital moving abroad because rising prosperity in the emerging world
will also increase demand for U.S. goods and services, thereby increasing American
production, employment, and productivity.
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We do not dispute the first tenet of this argument: the probability is that rising
wages and increased demand for American products in the developing world will,
in the long run, bring some benefits to American workers. We also join conventional
economists in hailing the sharp growth in American exports of both capital goods
and consumer products to the developing nations, particularly those nations that
are growing rapidly.

Nonetheless, we do not believe that these developments will bring the benefits to
the United States that many economists claim they will. The full impact of rapid
growth abroad on jobs and incomes in the United States cannot be measured in
terms of the growth of U.S. exports; rather it should be gauged by what happens
to the margin between the quantity of goods that the United States exports and the
quantity of goods that the nation imports. And by both measures that margin, the
balance of trade, has been deteriorating because American imports are growing fast-
er than American exports. While American industry is becoming more competitive
in some product lines, it is losing competitive advantage for products that have an
even greater total value. The widely celebrated American export boom is impressive,
but the less celebrated import boom is more telling. And because U.S. imports have
been growing faster than U.S. exports, it is likely that the international position of
American workers is not improving but deteriorating. That is a major reason why
there is no end in sight to wage stagnation in the United States and in other indus-
trial countries.

The optimistic view of America’s ability to prosper in the wake of the new demo-
graphic revolution is, in our view, anchored in the past. The demographics of a
world where the growth of the free market labor force is in hyper drive are far dif-
ferent from those during the cold war, before the free market held unquestioned
sway. Because of the seismic impact of the rapid worldwide spread of available
skilled labor, the process by which wages will become equalized around the world
is almost certain to progress extremely slowly. It is only among the economic tigers
on the periphery of Asia and in one province in southern China (Guangdong), and
elsewhere just among select members of the middle class, that the process of wage
convergence has advanced with any degree of speed.

There should be no mistaking where the logic of a totally free, totally integrated
world labor market leads. The very same forces that pit the exchange rate of the
dollar against other currencies will eventually guarantee that a programmer earns
no more in Boston than in Bangalore, a certified public accountant no more in Balti-
more than in Beijing, or an architect no more in New York City than in Kuala
Lumpur.

Nor is there any way for those in the industrialized world who earn their living
from work to really escape the assault of the market. On the eve of a fight with
a skilled defensive boxer, Tony Pastor, the great heavyweight champion Joe Louis
once said, “He can run, but he can’t hide.” And so it is with all those who earn their
living from work.

Co-Chairman MULLOY. Thank you.
Mr. Kearns?

STATEMENT OF KEVIN L. KEARNS, PRESIDENT, U.S. BUSINESS AND IN-
DUSTRY COUNCIL

Mr. KEARNS. I am Kevin Kearns from the U.S. Business and In-
dustry Council. I am very pleased to be here today. I see so many
friends and associates on the panel. It’s a real pleasure to be able
to testify before you. I'd like to associate myself with the remarks
just made by Bell Wolman and with the excellent book The Judas
Economy and recommend that you do read it if you have not yet.

At U.S. Business and Industry Council, our bottom line is simply
this: that no one wins in America unless everyone wins. The pur-
pose of the American economy is to create a high standard of living
for all Americans, not just certain elites. We have had an economy
since the mid-"70’s where we’ve left increasing numbers of Ameri-
cans with stagnating incomes. For families that problem was ad-
dressed first by sending large numbers of spouses into the work
force in the 1980’s, then kids working part-time jobs, and then fi-
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nally by easy access to credit to try to keep up a family’s standard
of living.

But as these American workers compete with workers around the
world, it is becoming increasingly difficult for them to keep up that
standard of living. And the—I call it a cult, the cult of free trade
in this town seems to think that the market economy or markets
will solve all problems. I think nothing could be further from the
truth. Markets don’t take into account national standard of living;
they don’t have a political dimension; they don’t have a national se-
curity dimension. And these are the aspects of our China policy
and specifically our trade policy, that have been missing to date.
So I'm very pleased that the Commission is taking up a number
of aspects, especially the security policy, of our overall political re-
lations in the context of trade and economic relations.

We believe at USBIC that our current trade policies toward
China are doing irreparable damage to the American economy. The
China trade surpluses made available through our very unbalanced
two-way trade now approaching $90 million represent, an invalu-
able subsidy to China, and best estimates are that precisely monies
in this range are spent by the Chinese on weapon systems, on their
military. China is a country that regularly challenges U.S. national
security interest in East Asia and, in fact, around the world
through exports of various weapons and nuclear technologies.

In addition, U.S. multi-national companies routinely transfer ad-
vanced technology to the Chinese, which also enhances their weap-
ons development. When I was a staff member on the Senate For-
eign Relations Committee, Senator Helms had me write an amend-
ment, this was in 1989, that said no U.S. satellites should be ex-
ported to China for launch on Long March rockets until they, that
is the Chinese, stop providing weapons of mass destruction to a
number of named terrorist states.

The amendment carried in the Senate and was defeated in the
House, but that was 12 years ago. People could certainly see the
Loral and the Hughes problem coming, people who wanted to see
it could see it. Long March rockets blew up a lot, so even though
the launch was cheap, you had to pay an awful lot of money in in-
surance to put your satellite on a Long March rocket. The way
around that for the companies—to still have the cheap launch and
save on insurance costs, of course, is to improve the capability of
the rocket, which, as you all know, has military as well as commer-
cial applications.

Another critical development in East Asia that I would like to
highlight is the fact that as our market has remained open to Chi-
nese goods over the last decade and a half in particular, we have
crowded out investment, foreign direct investment, in friends and
allies in Asia. And that investment has gone into China. So we
have, in fact—our policies have in fact, significantly damaged the
economies and societies of countries that our security strategy aims
to strengthen and defend. So there are of course, strategic and geo-
political consequences from our international trade policies.

Almost all of Asia has export—led economies which are in direct
competition in the U.S. market, and the U.S. market can’t sustain
them all. U.S. Successive White Houses have been unable to con-
nect the dots between the economic gains and the national military
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strength in these economies. This is something that Beijing calls
comprehensive national power. We don’t look at that at all in our
trade policy. Free trade isolates simply on the economics, free trade
and its adherents which are generally politicians and multi-na-
tional corporations.

So China is in a struggle with America’s traditional allies in Asia
and the contest is for export markets and capital as Bill Wolman
has said. China and the Rim countries are all trying to advance up
the same ladder in the same way and there’s not enough room for
all of them on the ladder. During the Clinton years, China more
than doubled its share of the U.S. market, mainly at the expense
of these Rim rivals. Its 1994 devaluation brought it a lot more busi-
ness and investment and, in effect, paved the way for the 1997 fi-
nancial crisis, which weakened the states that, again, are friendly
to the U.S.

At USBIC we want to see manufacturing and the jobs associated
with it remain in the United States. If they have to go somewhere
overseas, we don’t want to see them go to an unfriendly or hostile
power and that is, in effect, what’s happening.

We have examined in great detail corporate investment in China,
and we believe that the evidence indisputably shows that most of
this investment is targeted at serving the U.S. market, that is U.S.
corporate investment in China is targeted at serving the U.S. mar-
ket and not penetrating the domestic Chinese market, or it’s tar-
geted at serving other markets in East Asia.

What this means is that we are not exporting American-made
goods, and let me give you the trade theory. If American goods are
competitive in terms of price and service and quality, et cetera, we
should be able to simply export them from the United States and
penetrate these markets. Because the Chinese Government is in-
volved in making sure that there are in effect no real labor unions,
their or environmental policies—all the regulatory aspects of doing
business in the United States do not exist in China—therefore,
making it quite cost efficient to manufacture there, so we can’t ex-
port our goods from the United States to China.

It is not a level playing field and the lopsided ratio of U.S. ex-
ports to and imports from China, which is the widest among any
American trading partner, indicates there is something clearly
wrong here. The Federal Reserve Bank of New York has estimated
this estimate was done for the year 1996, only four percent of U.S.
exports to China were consumer goods and only 20 percent of the
total exports to China made it into the Chinese market. Thus 80
percent are capital goods or sub-assemblies, which are turned
around and come back to the United States or other countries.

Between 40 and 50 percent of Chinese total exports are now sold
to the United States. And that gives us tremendous leverage with
China. You know, it’s really interesting to see every year during
the MFN debate, the previous years when we had the MFN debate,
the first thing that the Chinese would do would be to threaten to
close their market. “If you stop MFN, we're going to close our mar-
ket to your goods.” And the multi-national corporate line here in
Washington is, “Oh, my gosh, you know, we can’t do this,” but the
fact that the Chinese themselves, that’s their first resort in terms
of a threat to try to change American Government behavior and
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thinking, indicates that blocking Chinese exports to the United
States would have some effect, otherwise, they wouldn’t use that
argument in reverse on us.

We'’re particularly concerned with the plight of America’s small
and medium-sized manufacturers whom we represent. I can tell
you many stories. One quick one, the General Motors plant in
Shanghai put out an RFP, request for proposal. In that proposal it
says, “If you get this contract”, American subcontractors, “you will
transfer all your technology to a Chinese partner. You take a joint
venture partner and transfer it over five years”. Well, at the end
of five years, guess who General Motors is going to be supplying
from? Not the company that I represent in rural, Tennessee which
employs 400 Americans, but they’re going to be supplying their
worldwide operations out of China.

So there’s a real split, as we see it, in American business be-
tween what the multinationals want and what smaller manufactur-
ers might want. And we see over time, not only are we losing con-
trol of our security policy, but we’re losing control of our economy.
If the multi-nationals are supplied by Chinese firms, it gives the
Chinese or whatever government it happens to be, but in this case
the Chinese, tremendous power over the multi-nationals.

If T could make one final point in one minute, there is this non-
sense notion that free trade is going to solve all problems. First of
all, I don’t see much free trade in the world, otherwise we wouldn’t
have to negotiate all these trade agreements. If anyone were inter-
ested in free trade, they could sign a one-page document that says,
“We agree to remove all barriers, tariffs, et cetera, immediately and
open our markets”. So we have highly managed trade; but there’s
this notion that free trade equals democracy and democracies are
always friendly. Someone who tells you this—that China is going
to be a democracy because we trade and, therefore, friendly to the
U.S.—is selling you a bill of goods. It ignores Chinese history; it ig-
nores the history of trading among European states, for instance,
in the 19th and early 20th centuries. It’'s simply unsupportable
based on the evidence.

China is going to do what China wants to do. Japan is a democ-
racy. We have many economic problems with them. With China we
will have economic and security problems as well. So it’'s simply
happy talk to assume that we trade with China and there are
going to be no problems in our relationship. Thank you for the op-
portunity to testify.

[The statement follows:]

PREPARED STATEMENT OF KEVIN L. KEARNS

Good afternoon. My name is Kevin L. Kearns, and I am President of the United
Stgtes Business and Industry Council. It is a great privilege to be invited to testify
today.

The U.S. Business and Industry Council represents more than 1,000 domestic
companies—companies dedicated to producing their goods and services in the
United States, where business conditions and genuine free market forces militate
for this. We are also dedicated to ensuring that U.S. government policies encourage
the strengthening of the U.S. domestic industrial and technology bases.

The establishment of the U.S.-China Security Review Commission holds the prom-
ise of bringing about an urgently needed transformation of America’s economic and
security policies toward the PRC. USBIC—which has worked for a strong national
defense and defense industrial base throughout its seven-decade history—is espe-
cially please that the Commission’s mandate recognizes that these policies cannot
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be implemented or examined in isolation from one another. The
compartmentalization of economic and security issues has been one of the great
failings of America’s recent China policies.

To take in order the questions presented in your invitation letter, our Council
strongly believes that our current trade and investment policies toward China are
undermining U.S. national security. These policies threaten America in several
ways. The huge China trade surpluses made inevitable by these policies—nearly $85
billion in 2000 alone—represent an invaluable subsidy for the economy of a country
that is clearly unfriendly to the United States, and that regularly challenges U.S.
national security interests around the world. Indeed, the forthcoming Pentagon stra-
tegic review is widely expected to place China at the top of America’s international
threat list in all but name.

Because money is fungible, these surpluses clearly free up major resources for the
Chinese military. In fact, the $85 billion current annual Chinese trade surplus with
the United States is approximately as large as the best estimates of China’s current
annual level of military spending. And it should not be forgotten that many of the
businesses accruing profits through international trade are in fact owned directly
by the People’s Liberation Army.

In addition, U.S. multinational companies routinely transfer militarily-relevant
advanced technology to China through their extensive investment in high-tech man-
ufacturing and research facilities in the PRC.

Another critical development is that the openness of the U.S. market to Chinese
goods has crowded out the goods made in developing Asian countries, as well as di-
verted foreign investment from these countries. The result: We have significantly
damaged the economies and societies of countries our security strategy aims to
strengthen and defend.

There are strategic, geopolitical consequences from international trade and invest-
ment flows. Last month, President Bush wrote to officials of the Asian Development
Bank, “I give you my personal pledge that the U.S. market will remain open so that
we can continue to contribute to Asian Pacific prosperity.” This is the same pledge
President Bill Clinton made when Asia was rocked by the 1997 financial crisis.

America had a merchandise trade deficit with Asia of $168 billion in 2000, a fig-
ure that has grown by $73 billion since 1997. So what more can the U.S. do? One
thing: it can be more selective as to who it helps in Asia by integrating its economic
policies with its geopolitical alliances.

The Asian export-led economies are all direct competitors in a U.S. market that
cannot support them all. Singapore’s Senior Minister Lee Kuan Yew warned in Feb-
ruary that China’s growing trade “dominance” could put its neighbors out of busi-
ness. A recent cover story on China in Business Week reported, “China is fast be-
coming a manufacturing threat to many Asian countries.” And a new white paper
being prepared by Japan’s Ministry of Economy, Trade and Industry (METI) worries
that China is becoming “the world production center.”

For a White House that considers China as a “strategic competitor”—a correct as-
sessment in our judgement—this cannot be a good trend. Yet, President Bush seems
unable to connect the dots between economic gains and national strength—what
Beijing calls “comprehensive national power.”

The Bush team needs to understand that in commerce as well as in arms, China
is in a struggle with America’s traditional allies in Asia. The contest is for export
markets and capital investment. China and the Rim are all trying to advance up
the ladder of more value-added export goods with higher technology; and to attract
the money needed for economic growth and improved living standards.

During the Clinton years, China more than doubled its share of the U.S. market,
mainly at the expense of its Rim rivals. This performance was based in part on its
1994 devaluation, which helped bring on the 1997 financial crisis that weakened the
Rim states. Beijing is attracting not only American and European capital that might
have gone to develop Rim economies, but capital from businessmen in Japan, Singa-
pore, South Korea and Taiwan. This further shifts the balance of power in the re-
gion.

Slower growth since the 1997 crisis has had a negative impact on defense mod-
ernization efforts among many of America’s allies. Meanwhile, China’s continued
economic growth funds its military buildup as foreign investment improves its in-
dustries and infrastructure.

In the annual report of India’ Ministry of Defense released May 31, it is noted
that in South East Asia “the economic crises have also created additional opportuni-
ties for extra regional powers to gain increased security leverages in the re-
gion. . At a strategic level, the military balance between China and the other
countries of South East Asia is altering further in China’s favour.” This is due both
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the China’s military buildup and to the fact that “most of the countries in the region
have had to reduce their defense expenditures” due to slower economic growth.

But Beijing’s beggar-thy-neighbor strategy could not have worked had Washington
not continued granting China “most favored” or “normal trade” status throughout
the 1990s. Only trade with allies, friends, or non-belligerents should be considered
favored or normal; the privilege should be withheld from a bellicose China.

USBIC and its related Educational Foundation have examined in great detail U.S.
corporate investment in China. We believe that the evidence indisputably shows
that most of this investment is targeted at least as much at serving the U.S. market
as serving China’s market—and therefore displaces production here at home. The
lopsided ratio of U.S. exports to and imports from China—the widest among any of
America’s major trade partners—is one strong indication. So is the clear record of
U.S. multinationals of engaging economically with China by investing in the PRC
rather than exporting to China—which, at least theoretically, is the way free trade
is supposed to work. As our 2000 report Factories, Not Jobs documents, most of
these investments by American multinationals are aimed at serving not only the
U.S. market, but third country markets as well—meaning that they preempt many
direct U.S. exports to these regions.

In addition, several respected scholars have compiled data strongly indicating that
most of what America (and other countries) export to China are not goods intended
to be consumed in the PRC, but products that contribute to Chinese export activi-
ties. For example, researchers at the New York Federal Reserve Bank estimate that
only four percent of U.S. exports to China in 1996 were consumer goods, and that
only 20 percent of China’s total imports reach China’s domestic markets. The other
80 percent consists of capital goods and industrial inputs used in the country’s vast
network of export processing zones—which, of course, support the manufacturing of
goods destined for foreign markets. And up to 40 percent of China’s total exports
are sold to the United States.

Finally, the growing tendency of Chinese companies to sell shares in U.S. finan-
cial markets opens up a spigot of money to the Chinese economy that could eventu-
ally dwarf the country’s net export earnings. The money raised by the PetroChina
IPO—although greatly lessened by the activities of a number of American organiza-
tions, including my own, dedicated to openness and accountability in foreign securi-
ties offerings in U.S. markets—subsidizes the Chinese economy and Chinese mili-
tary as surely as that generated by the export of machinery.

We hope that the full implications of these trade and investment patterns will be
investigated thoroughly by the Commission. In particular, we hope that the Com-
mission will examine the impact of these economic flows on the small and medium-
sized manufacturing companies that comprise such a vital but neglected part of
America’s manufacturing base. These companies, which typically supply U.S. multi-
nationals, have been exposed by U.S. trade policy to predatory competition from
Chinese rivals not burdened by labor or environmental regulations, and aided by
numerous formal and informal trade barriers and subsidies—including forced tech-
nology transfer from American firms. If this predatory competition continues
unabated and unaddressed of ineffectively addressed by U.S. policy—as it has been
until now, the future of small manufacturers in America is bleak—and the inde-
pendence of larger American manufacturers could be fatally compromised.

In reference to the enormous size of America’s trade deficits with China, the obvi-
ous cause is that America’s trade barriers are low by any measure, that its market
is indeed wide open to Chinese products, and that China’s trade barriers remain
very high. But this answer also indicates that the U.S. government has failed miser-
ably to secure equitable terms of trade with China, and to promote any U.S. exports
other than those that increase the capacity of Chinese manufacturing to compete
with American.

Despite China’s heavy dependence for growth and economic development on sell-
ing to the United States, and despite China’s clear technological inferiority, Wash-
ington has long acted as if the United States needs China more than China needs
the United States. Consequently, China has an almost unbroken record of violating
its trade agreements with the United States, and the United States has an almost
unbroken record of failing to enforce the treaties it negotiates.

USBIC believes that this situation is not simply a puzzle. We consider it be strong
evidence that U.S. trade policy—and the multinational companies that so decisively
influence it—care little about opening China’s market to products made in America.
Their top priority is keeping the U.S. market open to the goods they produce in
China. In this vein, a desire to make China invulnerable to U.S. national trade laws
is surely the prime reason for ardent multinational support for China’s entry into
the World Trade Organization—a development we strongly oppose at this time.
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Although China runs trade surpluses with most of its major trading partners,
none of these comes close to its surplus with the United States. In addition, a 1997
USBIC Educational Foundation study titled Made in China found that both the Eu-
ropean Union and Japan had better trade balances with China in high-value manu-
factured goods than did the United States.

The trade and investment policies of China’s non-U.S. trade partners unavoidably

affect U.S. national security. China’s surpluses with these countries also subsidize
the Chinese economy and in turn the Chinese military. These countries transfer
technology to China as well. Japanese firms have traditionally withheld much of
their advanced technology from foreign business partners. But recent reports indi-
cate that European companies like the Dutch lithography giant ASM are planning
to sell very advanced semiconductor manufacturing equipment to China—possibly
equipment more advanced than that proscribed in the Wassenaar agreement. More-
over, the likelihood of Taiwan’s semiconductor industry moving most of its advanced
production to China greatly expands the possibility of the PRC’s securing access to
the world’s most sophisticated equipment for producing information technology prod-
ucts.
U.S. Trade Representative Robert Zoellick is just completing his first direct talks
with China on WTO membership. Serious issues remain to be resolved, especially
on agriculture. But we fully expect an agreement to be reached relatively soon. We
would highlight two reasons. First, American multinational companies will continue
to lobby intensively for U.S. negotiators to close the deal, and their campaign con-
tributions play a large role in American politics. Second, the Chinese must know
that the Executive Branch has shown little interest in enforcing trade agreements
once they have been negotiated. Therefore, China might show new willingness to
compromise.

We believe that the picture of powerful interests in China fighting tooth and nail
to oppose WTO admission is greatly exaggerated, and possibly a propaganda product
aimed at foreign audiences. This is not to deny that China faces major economic
challenges in the future. The leadership has clearly decided to pursue politically
risky economic reforms—mainly, privatization of much state-owned industry. But as
Beijing has openly acknowledged, these policies would be pursued whether the WTO
existed or not. We believe that the Chinese are fully—and justifiably—confident of
their ability to resist foreign pressures to speed up or broaden these reforms, and
will be able to comfortably control the pace of change in their economy.

USBIC believes that the best policy for handling the problems likely to result
from China’s admission to the WTO is to withdraw from the organization. We
strongly opposed U.S. entry into the WTO, and still consider it a major policy mis-
take. Outside the WTO, the United States would regain full legal authority to re-
spond to predatory Chinese trade practices through its own trade laws. As we sug-
gested above, the United States has more than enough leverage with China to en-
sure the success of this unilateral approach. We also believe that similar U.S. lever-
age exists with our other trading partners, and that unilateralism would achieve
similar success on these fronts as well.

Thank you again for the opportunity to appear before the Commission.

Co-Chairman MULLOY. Thank you, Mr. Kearns.
Professor Cohen?

STATEMENT OF JEROME A. COHEN, PROFESSOR OF CHINESE LAW,
NEW YORK UNIVERSITY; ADJUNCT SENIOR FELLOW, COUNCIL
ON FOREIGN RELATIONS; AND OF COUNSEL, PAUL WEISS,
RIFKIND, WHARTON & GARRISON

Professor COHEN. Thanks. I've had a very good time here since
9:00 o’clock and I've learned quite a lot. And now we’re going to go
more from the macro to the specifics because I was quite interested
in your discussion with Ambassador Barshefsky, particularly you're
obviously focused on enforcement. Enforcement is the name of the
game in dealing with China in many respects and today I've been
asked to talk about the legal aspects of the accession of China to
the WTO and essentially cover four questions.

The first is, what are the legal commitments that China is being
asked to fulfill. The second is, is China now ready to fulfill those
commitments. The third question, since we know China isn’t by
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and large ready to fulfill all those commitments is how long will
it take and the fourth is, what will it take to enable China satisfac-
torily to fulfill those commitments.

So first the commitments are familiar to you, I suppose by now.
One is so-called transparency. That means we need to know not
only at the central level, but the local level, what are that laws,
what are the regulations, what are the administrative rulings of
general applicability and what are the relevant judicial decisions?
How can we find out about them?

The second question is, to what extent can China now produce
uniform impartial administration of all these rulings, laws, regula-
tions, judicial decisions, administrative rules, et cetera. Can we ex-
pect uniform application and if not, what can be done about it? And
the third commitment of course, they’re supposed to provide an in-
stitutional arrangement for objective, impartial, independent re-
view of how they have fulfilled their rulings, et cetera.

So you have do we know about the rulings, what are the rulings
and how do we get review of any failure alleged to live up to the
rulings. Well, on the first question, transparency, I should say first
of all for someone who’s not in the U.S. Government, to try to learn
what the commitments are that China is being asked to make
raises a serious question of transparency in the United States Gov-
ernment, because it took me quite a few phone calls and we talk
about guanxi’s importance relationships in China without guanxi in
Washington, I wouldn’t even know how to focus on this question to
you.

But as I understand it now, and nothing has been made public
yet, China’s commitment with respect to transparency is first of all,
they are going to publish and make readily available all these rel-
evant norms, including so-called maybe wongen, internal docu-
ments, normative documents that aren’t normally available. I've
sat across in 20 years of dealing with China at many negotiating
table where actually in some cases they have the regulations in
their laps and they keep it sort of under the table, like a good
poker player. And they say, “I'd like to tell you what these rules
are and why they’re against you, but I'm sorry, I can’t show them
to you”.

And supposedly we’re now going to do away with that. Now we've
heard that before going back about 15 years in our talks with
MOFTEC, but I think this may have some teeth in it and all I can
say is we’ll put them to the test, I assume. The second—under the
normal WTO system, a country is supposed to have a so-called sin-
gle point of inquiry where you can go and get all relevant local as
well as national legal regulations, judicial decisions, et cetera. It’s
quite unrealistic.

I don’t know any place in the United States where we can meet
that single point of inquiry and China fortunately our negotiators
have realized it’s quite unrealistic to think there’s just going to be
one place but they seem quite confident that the Chinese are now
committed to have at least a number of points of inquiry, particu-
larly journals, particularly Internet sites where these norms that
are supposed to be transparent will be, indeed, readily available.

So I hope we can say goodbye to the old internal documents and
I think prospects for complying with this transparency requirement
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are good. It’s not going to be done this year or next year. It’s going
to take several years. And it will be expensive, burdensome but I
think it’s quite doable. I think China will do it because I think they
know it’s in their interest to know better what’s going on in their
country, especially in light of the eternal struggle between the cen-
tral government and the local government for who was going to
control day to day activities in any given field.

And the real questions are will these norms that we gradually
know more about, will they be evenly, fairly carried out and if not,
what can be done about it? Will there be adequate review? China
has agreed, apparently to establish an inquiry point within the cen-
tral government not yet identified, an office, to which anybody with
a grievance about the way the law is being applied to them in
Guanchi or Beijing or wherever can go. Now, that office is supposed
to have a real budget, a staff, be effective, given the proper support
from the government and they’re not only supposed to receive your
grievance but to do something about it and that would be impor-
tant.

In my dealings with China, including these recent criminal cases
where people are locked up and one of my clients was here this
morning, his wife is an American university teacher, has been
locked up since February 11th.

In all these cases, civil or criminal, the terrible thing you encoun-
ter in dealing with China is, putting it in imperial Chinese terms,
how do you ring the imperial gong? How do you get the attention
of the central government and the situation cries out for somebody
to be available to hear you out and to provide you with a remedy
and that’s what this office is supposed to be, an office where if you
feel the law is being misapplied to your case, you can go and
they’re going to do something about it.

As I say in my formal statement, to those of us who work every
day in China, China is not a totalitarian dictatorship, except with
respect to the Folun Gong religious sect they feel so threatened by
for reasons they fail to make clear, where so-called espionage cases.
The resources available and applied by the central government to
any given activity are actually too limited.

China is a weak state in most respects and if you talk about the
protection of intellectual property, the enforcement of environ-
mental protection, the enforcement of securities, stock exchange
regulation for example, China’s central government is not strong
and that’s the reality and will it be strong in this respect with re-
spect to the office that’s being set up to cure these problems? I
think expectations have to remain modest.

As I say in my paper, China is more like a series of futile bar-
onies than an effective to totalitarian dictatorship. So what do you
do about it if you're not getting the administrative actions that you
feel are fair, just and due to you? Is there some institutional review
available? Normally, the shorthanded people say the judicial review
requirement.

But actually it isn’t a requirement that there be a court that re-
view potentially arbitrary administrative action. It’s a requirement
that there be some effective, fair, independent institution. It need
not be a court but in most places we function with courts, we focus
on courts.
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Now, China has done a lot since 1978 to build a legal system. In
1978 China really was a shambles with respect to laws, with re-
spect to many things. I'm the glass is half full. I give you an ac-
count that shows a mixed picture, but the courts have made consid-
erable progress and legal education and all the underpinnings are
making considerable progress but it’s not enough. Right now, I can-
not tell you that the courts provide an adequate, fair, consistent,
independent review of administrative actions but they’re doing bet-
ter. In some cases they really do and I'm impressed.

In many cases, however, they don’t. They don’t have the profes-
sional level yet. They don’t have freedom from corruption. Guanchi,
the social network of relations in which judges are embedded really
is perhaps the greatest vice. The courts are nominally independent
of the administration.

Co-Chairman MULLOY. Mr. Cohen, I know the red light has come
on but, I just want you to realize that you don’t have to stop. This
is of such interest to the Commission and since you and Commis-
sioner Lilley were college classmates and have added so much to
our knowledge of China, we want you to continue until you feel—

Professor COHEN. I'm sorry, I won’t be much longer but I do look
forward to the discussion——

Co-Chairman MULLOY. Continue on. Absolutely.

Professor COHEN. —because I've heard your questions this morn-
ing and I know this seems to be responsive to your interest. No-
body’s interested in empty clichés that aren’t going to prove work-
able.

I think the critical factor with reform of the courts, the critical
factors are not these bandaids that the Supreme Court is now in
the process of putting on a very, very serious illness. They are
making some important reforms but the critical factors are struc-
tural and we don’t see so far a willingness in the leadership of the
Chinese party and government to make those reforms.

If they wanted to really stop local protectionism that’s such a
vice and deprives not only foreigns but people from other cities and
provinces of a fair judicial decision, very often when they go to a
particular locality, they know how to do it. The Manchu Dynasty
knew how to do it.

They didn’t let their judges come from the place where they
worked, and when they assigned them to some other place, they
only kept them there three years. They didn’t want them to have
this network of connections that corrodes the judicial process. They
could move the power to appoint judges up to Beijing to promote,
compensate, fire. That power shouldn’t be at the local level because
it puts judges in the hands of the same people who own the compa-
nies that come to court and that bias the judges in terms of not
giving a fair hearing to outside interests.

Moreover, real reform in the Chinese judiciary would require the
end of the Communist party control over specific cases decisions.
In China today, the party political legal committee that controls
every area’s court system, also controls the police, the prosecutors,
the judicial bureau and they are the real power of determination.
They can tell the court leadership what to do and the court leader-
ship in turn, can tell individual judges what to do.
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Will we ever see that kind of reform? We almost saw it in the
late ’80’s. Zhao Ziyang, before he was removed, as a result of the
Tiananman crisis was really trying to do that, get the party out of
specific judicial decisions. But there was a big setback. It hasn’t
happened yet and yet forces like WTO accession are really gath-
ering strength again, and it’s coming. In the meantime we should
remind ourselves courts aren’t the only way to guarantee this kind
of review.

And something interesting has happened recently. Last March
2000 China put out a so-called law on legislation. It’s trying to ra-
tionalize and clarify the relations of all these different norms and
hierarchies of norm makers and in it is really an interesting set of
provisions that for the first time says if an individual or a com-
pany, foreign or domestic, has a grievance against an administra-
tive action, there’s now a process by which it can go and not only
get compensated, we already have that at least in principle, but in-
validate the administrative action by going at the national level to
the standing committee of the National Peoples Congress, not a
court but a political agency. Now, that’s a really interesting idea.
I'm excited about it. I've talked to many Chinese lawyers about it.
They seem cautious.

The scholars are hostile because the scholars were disappointed
in that law. They would like to see an independent constitutional
court in China. That’s not in the card politically for a long time.
I think they ought to use what they’ve got, which is the basis for
creating in this legislative body a standing committee of the NPT,
a semi-adjudicative body, not so different from what took place in
England over the centuries, where you had the judicial committee
of the Privy Counsel in the House of Lords.

This is an opportunity that lawyers should be exploiting. I think
the regular judges are not happy with this. They’d like to have the
power to invalidate legislation. They’ve been denied that. Nobody
has confidence in the courts including the leadership of China. And
there’s a rivalry between the courts and the standing committee of
the National People’s Congress or who’s going to have power. So
it’s an interesting situation. What can we do about it finally?

I think China is going to be able increasingly to meet these re-
quirements of uniform administration of rules and eventually will
have some form of adequate, at least in a formal sense, review of
administrative action but will it be independent? It’s not going to
be really independent unless they get serious about this. They
want help, however, and the more help we can give them, the bet-
ter.

I think we ought to let this process of China’s integration with
the world continue for reasons many people have evinced this
morning and we ought to be cooperating with them. When Presi-
dent Jiang came here in September '97, he and President Clinton
made an agreement. One of the so-called baskets of the agreement
was legal cooperation. Nothing happened afterwards to implement
it.

Clinton went back to China in ’98. They reiterated the impor-
tance, again nothing happened. It’s only very recently that the Con-
gress has shown some awareness of the importance of putting our
money where our mouth is.
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It’s not good enough just to get up and make speeches that play
in Peoria about the beauty of human rights and how China needs
a rule of law. You've got to help them and theyre asking for our
help. And I think we ought to take them up on it and finally $2
million did get appropriated last year and I said in my talk I hope
in my lifetime the state department will finally move itself to dis-
tribute that money.

And in next year’s, this current budget, I understand there’s $5
million in the budget. So there is some hope but that’s a drop in
the bucket. And when you think, as I say at the end of my talk,
what a missile costs or a bomber, and you think of the potential
importance of the growth of law in China and what it means for
American values, for American security, indeed, and for American
business, including labor and farmers, and what it means for Sino-
American relations, I think it’s worth the cost of a few bombers.

[The statement follows:]

PREPARED STATEMENT OF JEROME A. COHEN

Mr. Chairman and Members of the Commission, Sino-American relations have
come a long way since I started my study of China’s law and language in 1960. At
that time relations were still extremely hostile, and our government was vigorously
enforcing its embargo against trade and investment in China. As the embargo began
to lift in the early 1970s, I served as a lawyer for American and foreign multi-
nationals in their trade with China. After the PRC launched its twin policies of
moving toward a “socialist market economy” and opening to broad cooperation with
the world in late 1978, the Beijing Municipal Government invited me to be the first
foreign lawyer to establish an office in China, in return for training its officials in
international business law. Since then I have specialized in the legal aspects of
U.S.-China trade and investment, focusing in the 1980’s on the making of contracts
and, inevitably, in the 1990’s on the breaking of contracts—i.e., the settlement of
disputes. At the same time, I have continued my teaching of Chinese law, first at
Harvard and now at NYU. For the past five years at the Council on Foreign Rela-
tions I have also been responsible for a program on the rule of law in China, and
I have recently advised, on a pro bono basis, the families and employers of a number
olf; persons of Chinese descent who have been detained by the PRC on criminal
charges.

On the basis of this experience, today I have been asked to discuss China’s legal
institutions, especially the PRC’s ability to comply with three basic legal require-
ments for WTO accession: (1) transparency of relevant laws, regulations, judicial de-
cisions and administrative rulings of general application; (2) uniform, impartial and
reasonable administration of those legal norms; and (3) institutions that guarantee
independent, objective and impartial review of all relevant administrative actions.

Background

China’s anticipated entry into the WTO is already stimulating a new, third wave
of law reform in the PRC. The first wave rose in late 1978, following the end of the
Cultural Revolution, with China’s momentous decision to open the country to inter-
national cooperation and specifically to welcome foreign direct investment (FDI).
Over the next decade, this resulted in development of a legal framework that has
helped China to become, far and away, the most attractive FDI destination among
the world’s emerging economies. The second law reform wave, which required an-
other intensive decade of legislative innovation, began in the early 1990s with the
decision to establish securities and other financial markets that would be increas-
ingly open to foreigners. The current WTO-inspired wave has already witnessed pro-
digious PRC efforts to revise existing laws and regulations relating to trade, tech-
nology transfer, investments, banking, insurance, securities, taxation, customs, in-
tellectual property, telecommunications, health, professional services and a host of
other subjects in order to bring them into compliance with the WTO regime and to
make the adjustments required by market access commitments.

China’s WTO accession will also be the capstone of its substantial post-78
achievements in acceding to virtually all of the significant multilateral conventions
that grease the wheels of international commerce. In addition, the PRC has con-
cluded a vast network of bilateral business-related agreements with the world’s
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trading nations that have enhanced investor security and incentives, avoided double
tsi\xation, promoted a broad range of cooperative projects and facilitated dispute res-
olution.

Of course, it is easy for specialists to find flaws in these domestic and inter-
national rule-making accomplishments. For example, there are inconsistencies be-
tween some of China’s international agreements and its legislation, between the pro-
mulgations of different central government institutions, between central and local
norms and between the regulations of one locality and another. Last year’s poorly
drafted but important Law on Legislation, which was designed to clarify legislative
confusion, has added new complexities, and many more laws in critical areas such
as telecommunications and antitrust are yet to come.

Transparency

In light of this background, the PRC will undoubtedly find it burdensome, but fea-
sible and even useful, to meet WTO transparency standards. First of all, China will
be expected, at all levels of government, to publish and make readily available all
relevant laws, regulations and administrative rulings of general applicability, in-
cluding internal “normative documents,” prior to their enforcement. This require-
ment is designed to allow an adequate opportunity for potentially-affected parties
to comment, consult, and have their views considered before the norms in question
become legally effective. Implementing this enormously important change will take
a few years to achieve, especially regarding regulations and local norms. Second, al-
though in view of China’s size and complexity it does not seem wise rigidly to re-
quire that all norms slated for promulgation be made available at a single inquiry
point, the PRC will be expected to make them available in a number of convenient
ways including publication in journals and on Internet sites. In certain designated
emergency situations the opportunity for advance comment need not be provided,
but in no case will a norm be enforceable prior to official publication.

Thus, at least in principle, gone will be the days—and there have been many—
when foreign firms and their lawyers have been told that the problem under nego-
tiation is controlled by an “internal document” that, unfortunately, cannot be shown
to them. Again, it will take years consistently to abandon old habits, but those who
have been negotiating the details of China’s accession seem to have wisely avoided
the imposition of a precise schedule in this respect as in others. Finally, the trans-
parency requirement should stimulate PRC courts, which have been publishing only
selected judicial decisions, to make available all their relevant judgments, an expen-
sive but desirable task.

Uniform, Impartial Administration of Norms

Yet the major legal challenges confronting China’s WTO accession do not lie in
transparency and law-making but in application and enforcement of the law. Can
Chinese administrative agencies, so traditionally intertwined with the enterprises
that they have controlled and usually owned, become impartial and independent
agencies that have no substantial interest in the outcome of the matters they must
decide? Will provincial and local government institutions, enmeshed in conflicts of
interest and political/economic struggles, learn to resist the very strong pressures
of “local protectionism”? Will it be practical or even wise to attempt to enforce uni-
form administration of rules in different parts of a country possessed of such diverse
regional conditions?

The PRC has reportedly agreed to establish an inquiry point within the Central
Government to which complaints concerning differing provincial and local imple-
mentation standards can be referred, and this office—yet to be designated—will be
obligated to take prompt action to address such complaints. How effective this office
is likely to be in attaining remedies for aggrieved parties when confronted by the
acute sensitivities and obstacles that mark central-local relations will depend, of
course, on its staff, its budget and the leeway granted by central leaders. Experience
thus far with similar problems in China suggests that expectations for this office’s
effectiveness in the near term must be kept modest.

The fact is that, contrary to American images of the PRC as a ruthlessly-effective
authoritarian regime whose writ runs from the Standing Committee of the Party Po-
litburo in Beijing to the most remote hamlet, in many respects contemporary Chi-
nese government resembles a series of feudal baronies more than a totalitarian dic-
tatorship. To be sure, when it comes to suspicions of espionage or the “threat” of
the Falun Gong, the Central Government allocates maximum resources to carrying
out its will. But most economic matters cannot consistently make equivalent claims
upon central resources. Thus, whether one speaks of enforcing upon a far-flung pop-
ulace national environmental standards, intellectual property protections or securi-
ties regulations, the Center’s will is often deflected and indeed frustrated.
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Independent, Impartial Review of Administrative Actions

China’s courts, to which WTO members would normally look for the independent,
impartial review of all relevant administrative actions, suffer similar problems. This
is not to say that the PRC’s post-'78 law reform program has neglected legal institu-
tions. A court system that now handles well over five million cases a year has been
erected from the shambles of the Cultural Revolution, as has a nationwide organiza-
tion of prosecutors. The legal profession has also been revived and includes about
120,000 practitioners plus large numbers of government legal specialists and in-
house counsel to PRC companies. The China International Economic and Trade Ar-
bitration Commission (CIETAC) has become the busiest international commercial
arbitration organization in the world, and virtually every Chinese city of any size
has its own domestic arbitration commission eligible to handle foreign-related as
well as domestic disputes.

Civil, administrative and criminal procedure codes and an arbitration law have
been enacted to guide the operation of these burgeoning institutions, and laws gov-
erning the conduct of judges, prosecutors and lawyers have also been adopted. Spe-
cialized court divisions have been created to deal with intellectual property matters
and other foreign-related economic disputes. From time to time Chinese courts hand
down well-reasoned judgments in cases important to economic development, such as
recent decisions settling disputes over contested Internet domain names. The Su-
preme People’s Court has specifically sought to educate the courts about the new
tasks to be thrust upon them as a result of China’s WTO entry, and a court leader
has announced that, in cases where WTO rules prove in conflict with Chinese laws,
the former should prevail. A much-needed evidence law is also being drafted. All
of the above activity has fueled a boom in legal education and scholarship, and there
is widespread hope among China’s rapidly growing legal elite that WTO entry will
boost the country’s prospects for establishing a genuine legal system—not merely
rule by or through law but a rule of law to which the Party and government as well
as all other people and entities are subject.

Despite all these positive developments, however, the sad truth is that, for the
foreseeable future, China will have great difficulty providing independent judicial
review of administrative actions. Although improving every year as tens of thou-
sands of bright young law graduates join the many former soldiers and police who
were the mainstays of the judiciary, the professional level of the courts outside the
major cities is still quite low. Corruption is a depressingly serious problem for
judges, who are underpaid and generally treated like other officials rather than in-
stilled with a distinctive professional and ethical spirit. Even more widespread is
the responsiveness of judges to “guanxi,” the personal network of social relations in
which they are embedded and that exposes their decision-making to a range of dis-
torting pressures.

Moreover, judges, who enjoy no tenure of office, are, by and large, appointed, pro-
moted, compensated and removed not by the Supreme People’s Court or Ministry
of Justice in Beijing but by the local party and government elite. Thus, they and
their courts are usually responsive to local influences more than legal norms, not-
withstanding the Constitutional guaranty of the independence of courts. This is the
root cause of the “local protectionism” that the Supreme People’s Court condemns
in its annual reports but that it is helpless to eliminate. Although efforts are under
way to introduce adversarial trials and to render trials more meaningful by often
allowing trial judges to decide the case, matters of any importance continue to be
decided by leading court officials, either individually or through “Adjudication Com-
mittees”, even though these court administrators may have only rudimentary legal
training and limited acquaintance with the case. Moreover, the courts are under
control of the local Party Political-Legal Committee, which coordinates their conduct
together with that of the local prosecutor’s office, police and justice department.
Over 90% of the country’s approximately 180,000 judges are Party members.

The Supreme People’s Court itself, which has done so much to improve the system
in recent years, has nevertheless contributed to the widespread lack of confidence
in judicial professionalism and impartiality. It has tolerated and even fostered non-
transparent communications between lower courts and higher courts, allowing lower
courts to obtain the advice of superior tribunals with no notice to the parties, or
opportunity for them to be heard, thereby often nullifying the significance of any
subsequent appeals taken from the lower court decisions. And in its own handling
of individual cases the Supreme Court has violated civil procedure rules that call
for transparency, setting a poor example for the lower courts.

Because of lack of confidence in the courts, foreign companies have long preferred
to insert arbitration clauses in their contracts with China. Their PRC counterparts
usually agree, but strive to persuade the foreign side to accept CIETAC arbitration.
Yet there is no escaping PRC courts, whether arbitration is conducted in China or
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abroad, if the foreigner wins and the Chinese side refuses to comply with the award.
Because the Chinese company’s assets are usually in China, the foreigner must then
look to China’s courts to recognize and enforce the award. Since PRC civil procedure
law was amended to require the foreigner to seek the assistance of the court located
where the liable party or assets are located, thereby maximizing the prospects for
“local protectionism” enforcement of the award has been uncertain, even if a foreign
award that falls under the relevant UN Convention is involved. We should note that
the record of Chinese courts in enforcing their own judgments and orders is amaz-
ingly poor, even in purely local cases, vividly demonstrating the weakness of judicial
institutions in the PRC.

Further, the longer my experience as either an advocate or an arbitrator in dis-
putes presented to CIETAC, the graver my doubts have become about its independ-
ence and impartiality. I used to believe that CIETAC panels offered PRC courts an
encouraging example of the possibility of becoming respected, independent adjudica-
tion bodies. Yet several recent experiences have opened my eyes to the fact that,
despite CIETAC’s impressive progress in improving its rules and administration,
much remains to be done. At a minimum, I would surely no longer advise clients
to accept CIETAC jurisdiction unless the contract’s arbitration clause requires the
appointment of a third country national as presiding arbitrator. And CIETAC needs
to improve the ethical and professional standards of its staff, prevent breaches of
confidentiality and conflicts of interest and insulate its arbitration panels from the
hazards of politics, corruption, guanxi and exparte communications that plague the
courts.

Yet it would be mistaken to believe that China’s prospects for developing inde-
pendent judicial review of administrative actions are entirely bleak. Efforts since
1990 to implement the PRC Administrative Litigation Law and related legislation,
including even the State Compensation Law’s limited provisions for responding to
the grievances of victims of unlawful official conduct, suggest that better days may
be on the way, especially if these laws are revised to expand their scope, remove
existing obstacles to their use and strengthen their remedies. Yet, unless national
Party and government leaders give a much higher priority to judicial reform than
they have to date, we can expect progress toward independent judicial review to be
slow, piecemeal and disappointing.

What is needed is not a succession of bandaids for a patient that is severely ill
but radical surgery and structural rehabilitation. For example, a leadership that is
sincerely determined to overcome “local protectionism” guanxi and corruption in the
courts, and that can summon the necessary political will, can dramatically improve
the situation by transferring the powers to appoint, promote, compensate and dis-
miss judges to the Supreme People’s Court and by granting judges security of tenure
subject to conditions that are common to other countries with a judiciary of the con-
tinental European type. Even imperial China took stronger measures to fight the
perennial problem of “local protectionism,” prohibiting its magistrates from serving
in their home districts and requiring their rotation to new places every few years
in order to reduce the risks of local embeddedness.

A far-sighted PRC leadership bent on swifter modernization and greater national
and international legitimacy would go further by prohibiting and punishing the in-
terference of Party, as well as government and other influences, in judicial deter-
mination of concrete cases. There was a period in the late 80’s, just prior to the
Tiananmen tragedy, when it seemed that then Party General Secretary Zhao Ziyang
had decided to try this. In the conservative climate of today, as Zhao’s successors
seek to cope with the profound economic challenges of WTO accession, the selection
of a new generation of leaders and a restless populace over which they have dimin-
ishing control, they are too nervous and timid to surrender control over court deci-
sions. What even Prime Minister Zhu Rongji fails to see is that, without systemic
court reform, none of his essential programs to reform state-owned enterprises, the
banking and tax systems and the securities markets and to create a market econ-
omy that will inspire the confidence of foreign financial investors can fully succeed.

Courts are not the only PRC institutions that might develop into fora for inde-
pendent, impartial review of administrative actions. Neither Chairman Mao nor
Deng Xiaoping accepted Montesqieu’s doctrine of the separation of powers. Thus,
PRC Constitutions, following the Soviet model, have purported to confer supreme
governmental power upon the National People’s Congress (NPC) and its Standing
Committee. Although the NPC Standing Committee (not to be confused with the
real locus of political power, the Party Politburo Standing Committee) has long pos-
sessed the formal power to review and invalidate administrative actions that violate
Chinese law, it was only the March, 2000 Law on Legislation that spelled out broad
procedures for how individuals and entities that desire such review might proceed
at the national level. Indeed, the Law on Legislation even introduces the possibility
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of seeking a determination by the NPC Standing Committee that certain govern-
mental actions violate the PRC Constitution.

I was excited when I read these provisions of this little-noted, complex and inad-
equate law, for they open up, however tentatively, a potential path toward the im-
plementation of government under law. Yet many Chinese law reformers and schol-
ars, disappointed at the Law on Legislation’s failure to establish an independent
constitutional court, which would be a major milestone en-route to the rule of law,
have downplayed the possibility that the NPC Standing Committee, a highly polit-
ical legislative body, might some day become an effective functional substitute for
judicial review. China’s judiciary, which has never been allowed to wield the power
of constitutional decision-making, was undoubtedly relieved that the NPC had not
authorized the creation of a separate constitutional court that would have upstaged
the regular courts. Yet the Supreme People’s Court, which has long annoyed the
NPC Standing Committee by its frequent resort to the device of “judicial interpreta-
tion” as justification for what can only be recognized as the functional equivalent
of legislation, was presumably not pleased by the NP’s go-ahead for its Standing
Committee to undertake important adjudicative functions that in other countries
might be allocated to the judiciary.

Thus far, Chinese lawyers I have spoken with seem either cautious or uninformed
about the possibility for reviewing administrative action apparently offered by the
Law on Legislation. Perhaps the PRC’s WTO entry, with its requirement that China
provide some type of independent institutional review of administrative actions, will
stimulate interest among lawyers and scholars in cooperating with the NPC Stand-
ing Committee to develop a credible quasi-adjudicative body even within the bosom
of the legislature. This would give flesh to informed speculation that, while an inde-
pendent constitutional court is not currently acceptable to Party leaders, formation
of a new constitutional committee within the NPC Standing Committee might re-
ceive political approval. Of course, the Standing Committee has thus far failed to
develop into a credible quasi-adjudicative institution the Basic Law Committee of
legal experts that was added to the Standing Committee by the PRC’s Basic Law
for the Hong Kong Special Administrative Region. So it may well be that nothing
significant will be built on the possibility offered by the Law on Legislation. Yet,
nothing ventured, nothing gained. Chief Justice (and former California Governor)
Earl Warren once remarked: “California wasn’t built by pessimists!”

The Need For Post-WTO Legal Cooperation

Virtually every supporter of the PRC’s WTO accession has noted that it is likely
to promote those forces in Chinese society that favor development of a genuine rule
of law. Many believe that progress in law reform will inevitably, if indirectly, help
to improve the human rights situation in the PRC. China has long welcomed and
benefited from cooperation on legal matters with foreign governments, public inter-
national organizations, charitable foundations, NGOs and foreign universities, law
firms, bar associations and individual lawyers. Given the immensity and duration
of the task, U.S. Government assistance would be extremely desirable. In 1997 in
Washington Presidents Jiang and Clinton formally agreed to undertake a bilateral
program of cooperation on legal matters, and they reaffirmed this goal during Presi-
dent Clinton’s return visit in 1998. Last year, thanks to the efforts of Senator Arlen
Specter and others, the Congress for the first time appropriated $2 million with the
recommendation that it be allocated to projects relating to the rule of law in China.
I hope that, at some point before I meet my maker, the State Department will dis-
tribute these funds and the next year’s budget will appropriate a much more sub-
stantial sum. Fostering a more open, law-abiding China will facilitate the PRC’s
compliance with WTO accession requirements, promote American business as well
as our national security and values and strengthen Sino-American relations. I think
it’s worth the cost of a missile or two.

Co-Chairman MuLLOY. Thank you very much, Professor Cohen.
Mr. Hammond-Chambers.

STATEMENT OF RUPERT J. HAMMOND-CHAMBERS, PRESIDENT, US-
ROC (TAIWAN) BUSINESS COUNCIL

Mr. HAMMOND-CHAMBERS. Commissioner Mulloy, thank you very

much, indeed. I'd like to start by saying what an honor it is to tes-

tify today. I wish to start by briefly addressing the questions posed

in your letter of invitation detailing Taiwan’s intricate involvement
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in China’s economic development and how the United States is be-
coming increasingly involved in that triangular relationship.

Taiwan’s Board of Foreign Trade calculate Taiwan’s exports to
mainland China in 2000 at $26 billion with imports from the main-
land at $6.2 billion, making Taiwan’s trade surplus to China in
2000 the highest on record at approximately $20 billion. It’s impor-
tant to note that Taiwan prohibits a significant number of goods
and services from being imported from China and therefore, we see
a consistently high trade imbalance between the two.

If we consider the amount of investment that Taiwan has in the
PRC and vice versa, Taiwan’s government heavily restricts direct
investment in China. In spite of these restrictions, domestic compa-
nies and individuals have invested about 50 billion in China over
the past decade according to an estimate by Taiwan Central Bank.
Taiwan companies have become adept at using offshore banking
such as the Cayman Islands to route investments that would be
deemed too high under Taiwan’s law. Around 40 percent of Tai-
wan’s total foreign investment is in China and two-thirds of that
amount is invested in electronics and high technology.

A survey by the Ministry of Economic Affairs shows that 25 per-
cent of companies in Taiwan plan to increase their investments in
China after both enter the WT'O. Mainland Chinese investments in
Taiwan on the other hand, are negligible as Taiwan strictly pro-
hibits such investments. In 2000 Taiwan exports to the U.S.
reached 34.8 billion and imports from the U.S. reached 25.1 billion
making for a trade surplus for Taiwan of 9.1 billion. The U.S.
served as Taiwan’s largest market for exports and the second larg-
est source of imported products.

Taiwan is out seventh largest market for U.S. products and its
eighth largest trading partner. In regards to Taiwan’s WTO acces-
sion and Taiwan’s expectations for that, there appears to be a cer-
tain resolution amongst mainland officials that Taiwan will accede
to the WTO in a short period after China itself becomes a member.
As I understand it, the U.S. Government both under President
Clinton as well as under President Bush has taken lengths to both
inform the Chinese that the blocking of Taiwan’s accession is not
acceptable and to assure Taiwan that they will accede in a timely
manner following Chinese accession.

Logically, it makes no sense for the Chinese to block Taiwan’s ac-
cession. It would cause enormous problems for them in their rela-
tionship with the U.S. particularly as both sides work to place
trade in a positive and central framework. Also Taiwan is a major
investor in China and WTO accession will almost certainly start a
new round of aggressive investing by many of Taiwan’s companies.
This sadly does not mean that we can be 100 percent sure that
China will not attempt something in the eleventh hour. This is a
relationship that is frequently difficult to understand and it is im-
portant to note that what may seem logical us frequently has no
relevance in China.

It is, however, my belief that Taiwan will accede to the WTO
within a brief period of time following the accession of China. In
addition, Taiwan’s accession to the WTO proffers enormous eco-
nomic benefits for America. A fact that will help insure Taiwan’s
entry to the WTO, the U.S., Taiwan and China have been able to
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take a step forward in the WTO process by separating politics from
economic objectives. Taiwan views WTO accession as an enormous
opportunity. Direct, cross-strait trade should the barriers be
unwound following accession will allow Taiwan to increase their ex-
ports while foregoing the expense of shipping through third parties
as they do at the moment.

In addition, after widening profit margins by producing low end
products in the mainland, Taiwan companies will be able to invest
more in R and D and to focus on creating more patents and estab-
lishing rights to intellectual property where the true value lies.
Trade liberization will enhance Taiwan’s comparative advantages
in local Chinese markets while promoting their ability to compete
with other leading IT based economies in Asia and in the West.

Finally, WTO will provide Taiwan with a platform to resolve dis-
putes bilaterally in an internationally recognized framework. The
China WTO package could allow China to leap forward in its eco-
nomic development, it would foster competition as an important
impetus for restructuring state owned enterprises and could ad-
vance the expertise of its work force. On the other hand, China has
to maintain political and regional stability while maintaining in-
vestor confidence as foreign direct investment has fed the contin-
ued growth of China’s economy. As China has so much to gain from
a productive membership in the WTO, I believe that they will sin-
cerely try to live up to their obligations to their trading partners.
However, I do believe that China will try to take as much advan-
tage of that position as possible as do most members of the WTO
including the United States, maneuvering to receive favorable
terms and conditions.

Indeed the behavior of the Europeans over banana quotas and
commercial airplane equipment subsidies is ample proof that that
WTO is not immune to abuse. In regards to the actions of the
United States if China fails to live up to its WTO obligations, the
Council feels that the U.S. should not take any unilateral action if
China fails to live up to its WTO obligations. All disagreements
should be solved through the WTO dispute resolution process. It is
the position of the council that a strengthening of the process is
needed as we have a selective compliance record by some of our
largest trading partners.

Finally, most of the Sino-American dialogue of late has focused
on the military relationship between the United States, China and
Taiwan. However, there are other important considerations beyond
the military perspective. These economies are more closely linked
today than ever before and while their inter-dependency is pro-
ducing important economic gains, it is also further exposing the
U.S. economy to the risks of conflict in the Taiwan Strait. Amer-
ican companies are increasingly relying on Taiwan companies to
supply them with computer products and components. Already Tai-
wanese technology companies have achieved a great deal of success
in providing those components. That’s success has been driven by
robust investments in China.

Taiwan has committed about 50 billion in funds to the PRC of
which 25 billion was paid in capital. The impact of this investment
is felt most profoundingly in the realm of information technology.
Taiwan’s push to become and even more player in the global IT
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market will be influenced by the entry of both Taiwan and China
into the WTO. Direct trade relations with China providing a pool
of skilled low cost labor will increase Taiwan’s ability to cut produc-
tion costs, thus increasing their ability to lower costs for their
American buyers while offering access to the vast and rapidly
growing IT market in China.

This is particularly significant today with the United States
economy slowing and China’s appetite for PC’s and other tech-
nology products growing rapidly. As Taiwan’s manufacturers seek
a new base for low cost production, they’re increasingly producing
that technology components, the components the U.S. relies on for
our domestic productivity gains in China. It is likely that American
companies will become increasingly reliant on Taiwan as a source
for the technology equipment U.S. businesses use daily. However,
the extent to which the U.S. Government and the policy community
is aware of this independency is really not clear.

The opening of cross-strait trade and the accession of Taiwan
and China to the WTO will highlight this trend and further
strengthen the economic inter-dependency between them and with
the United States, but that will make the U.S. that much more re-
liant on an improvement in cross-strait relations for its own eco-
nomic well-being as American technology products are increasingly
produced in one of the world’s most potentially danger areas.
Thank you.

[The statement follows:]

PREPARED STATEMENT OF RUPERT J. HAMMOND-CHAMBERS

Taiwan-U.S. and Taiwan-China Trade and Investments

Taiwan has been one of the world’s fastest growing economies over the past ten
years and more, and the island is the seventh largest market for U.S. products and
the eighth largest trading partner for the U.S., behind Canada, Mexico, Japan,
mainland China, Germany, the U.K., and South Korea!. In 2000, the United States
was ranked the top market for Taiwan exports, accounting for 23.5% of the total.
The U.S. also served as Taiwan’s second largest source of imported products, behind
Japan, accounting for 17.9% of the total. In the ten years from 1990 to 2000, the
value of Taiwan’s exports to the U.S. grew by more than 60%, while the import
growth rate was almost 100%.2 (Figures 1-3)

Much of Taiwan’s success can be attributed to effective positioning strategies and
sound economic policies. Taiwan’s IT manufacturers have been able to maintain a
competitive edge in the global IT outsourcing marketplace, and as a result, U.S.
companies have increasingly come to rely on Taiwan manufacturers for IT products
and supply chain management expertise. In respect to economic policy, strong gov-
ernment support for the IT sector has encouraged innovation and increased trade
in information technology products. Taiwan’s IT companies have strategically posi-
tioned themselves to meet increasing global demand, and their success in this area
has elevated Taiwan’s status as an important player in the global economy.

Mainland China has played an important part in the success of Taiwan’s IT com-
panies, as those companies are increasingly investing in the mainland as a way to
raise their profit margins. Manufacturing costs in China can be 15-30% lower than
in Taiwan, which is significant in an industry where gross margins are generally
very thin. Taiwan’s government officially forbids direct investment in China, but do-
mestic companies and individuals have invested about U.S.$50 billion in China over
the past decade, according to an estimate by the Taiwan’s Central Bank.3 (Figure
4) Around 40 percent of Taiwan’s total foreign investment is in mainland China, and
two-thirds of that amount is invested in electronics and high technology. Mainland

1Taiwan Economic News, March 22, 2001.
2The Board of Foreign Trade.
3Taipei Times, April 19, 2001.
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Chinese investments in Taiwan, on the other hand, are negligible, as Taiwan strict-
ly prohibits such investments.

The mainland is also becoming an important trade partner for Taiwan, and ac-
cording to the Board of Foreign Trade, Taiwan exports to mainland China in 2000
reached U.S.$26.1 billion, marking a 23.3 percent annual growth and accounting for
17.6% of the island’s total exports. Taiwan’s trade surplus to China was also the
highest on record in 2000, reaching U.S.$19.9 billion.4 (Figures 1-3)

WTO Accession

China’s pending membership to the World Trade Organization (WTO), imme-
diately followed by Taiwan, offers potential economic benefit for all parties, as well
as opportunities for resolving the political controversies that has complicated the
WTO entry process. The China-WTO package has a direct impact on U.S., Taiwan,
and China business interests, as under WTO rules and regulations U.S., Taiwan,
and Chinese companies will be able to expand their business operations abroad. On
the political front, many proponents of China and Taiwan’s entry into the WTO
maintain that political differences between the two sides will be alleviated as eco-
nomic relations improve. That would, to some degree, calm U.S. worries over the
pworlligcally charged issue of Taiwan’s sovereignty and its independent entry into the

There are two central issues relating to the China-WTO package. One issue in-
volves the political factors that convolute the WTO process, while the second issue
involves Taiwan’s role in the global technology supply chain, and how the WTO
trade deal strengthens Taiwan’s position in the global technology-driven market-
place. There are three overarching areas of question that warrant examination and
analysis in delineating the implications of China’s pending accession to the WTO.
First, how do trilateral political considerations affect the WTO process, and how do
they affect potential political gains and business opportunities for the three sides?
Second, do the WTO provisions outlined in the China-U.S. bilateral trade agreement
have a direct impact on the business environment in China, and on the global tech-
nology supply chain? How will those provisions affect the information technology
regulatory regime in China? How will a shift in free trade and investment patterns
in the PRC complement U.S. and Taiwan business partnerships? Third, what are
the potential risks facing U.S. and Taiwanese firms given China’s past record in cre-
ating a strong regulatory environment?

Political Controversy in the Context of the WT'O

The WTO agreement presents some interesting challenges, because the non-
political nature of the WTO process is increasingly being challenged by political con-
siderations that relate to U.S., China, and Taiwan interests. China’s ultimate acces-
sion to the WTO is a complex process affected by political dynamics in U.S.-China
relations, U.S.-Taiwan relations, and cross-Strait relations. Many of the political
issues affecting this process overlap with economic interests, thereby potentially
threatening the business benefits the WTO has to offer. In order for Taiwan, China,
and the U.S. to reap the full benefits of the WTO agreement, a number of political
issues must be resolved. In an effort to understand those issues, it is necessary to
provide a brief history of the political forces that surround China and Taiwan’s ac-
cessions to the WTO.

Some of the political dynamics that have created controversy during the WTO ac-
cession process involves the political relationship between China and Taiwan that
first began at the closing of the Communist Revolution in Mainland China. The out-
come of this conflict set the stage for a diplomatic tug-of-war between China and
Taiwan, with both fighting for international status and political legitimacy on the
international stage. Both have tried, with varied success, to isolate the other from
the international community by attempting to influence international organizations.
More specifically, this battle spilled over into international organizations such as
the General Agreement on Tariffs and Trade (GATT), and later into the World
Trade Organization (WTO), and the United Nations (UN). After the communist vic-
tory on the Mainland, the Taiwan government claimed that they were the only le-
gitimate government of China. Later, Taiwan authorities conceded that there was
“One country” but two systems, with Taiwan being the only legitimate government
of China and the other system being the communist system in place in the Main-
land. However, the Mainland Chinese government has maintained their version of
a “One Country” policy, stating that Taiwan is a “runaway province”, and they later
went on to modify this position by adopting a “One Country, two systems” policy
approach. Under this approach, China maintains that they are the sole government

4Central News Agency, February 27, 2001.
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of the People’s Republic of China, an approach that is used for Hong Kong and
Macau today.

In 1965, Taiwan was successful in achieving observer status at sessions of the
GATT. However, in 1971 Taiwan lost its status in GATT because of a decision by
the UN Assembly recognizing the legitimacy of the People’s Republic of China.5 In
1992, Taiwan was able, through diplomatic maneuvering, to influence GATT’s Coun-
cil of Representatives to establish a separate working party to examine a request
for accession of the separate customs territory of Taiwan, Pengu, Kinmen and
Matsu (referred to as “Chinese Taipei”). The conclusion of this examination lead to
a consensus recognizing the “One China” principle, in which the PRC would take
priority over a “Chinese Taipei” initiative to establish a separate customs territory.
When GATT evolved into the WTO council, a similar rule was adopted for the proc-
ess of accession for “Chinese Taipei” and Mainland China. The agreement was that
“the Council should give full consideration to all views expressed, in particular that
the Council should examine the report of the Working Party on China and adopt
the Protocol for the PRC’s accession before examining the report and adopting the
Protocol for Chinese Taipei, while noting that the working party reports should be
examined independently.” 6

Today, Taiwan’s leadership must overcome the political adversity that the Beijing
leadership has created, if it is to reinforce its economic strength in the world com-
munity. By gaining accession to the WTO, Taiwan’s business community will get an
opportunity to maintain and increase its access to the global economy. This will em-
power Taiwan in the expansion of its multinational manufacturing base in business
environments such as China. Although Taiwan’s efforts to achieve member standing
in international organizations has been largely unsuccessful, Taiwan has been able
to achieve a significant amount of success through their continual economic liberal-
ization. The fact that they are currently ranked the 14th largest trading nation in
the world bears some consideration, which should promote accession of Taiwan
under protocol for Chinese Taipei. In the past year, Taiwan has witnessed some ex-
traordinary political change, which have added some interesting dynamics on cross-
Strait relations. President Chen clearly supports China’s WT'O membership and wel-
comes an expansion of cross-Strait economic relations. Chen has officially stated
that Taiwan “would welcome the normalization of U.S.-China trade relations, just
like we hope the cross-Strait relations (between China and Taiwan) can be normal-
ized; We look forward to both the People’s Republic of China’s and Taiwan’s acces-
sion to the WTO.”7

Taiwan’s long-term political goal is to increase economic cooperation with China
while coming to a consensus over the interpretation of the “One China” principle.
In order for Taiwan to take advantage of the benefits offered by the China-WTO
deal, Taiwan must ensure its own entry to the WTO. Furthermore, if China is suc-
cessful in implementing the WTO provisions, Taiwan will be more empowered to ex-
pand its investments in Mainland China by increasing its base of operations in
high-tech manufacturing in the Mainland. In addition, Taiwan’s import/export in-
dustries will make significant gains through open trade. Much of this, of course, de-
pends on a resolution of current political differences stemming from the issue of Tai-
wan’s sovereignty. If political considerations are put outside the WTO process, or
resolved through cross-Strait dialogue, then both sides will be in a better position
to gain mutual economic benefit from their membership in the WTO.

China has, for the most part, aimed at blocking Taiwan’s accession to the WTO.
A political mandate by the Communist leadership seems to be driving a great deal
of this initiative. China’s goals are to politicize the WTO process over the issue of
Taiwan’s entry. If successful, that strategy would reinforce political legitimacy for
China on the international stage, while adding impetus to its growing nationalism.
As a measure to meet this objective, China has insisted in the final stages of the
protocol agreements that the WTO use legal language that recognizes its sov-
ereignty over Taiwan, although, to date, the U.S. government has rejected this lan-
guage. Furthermore, the Mainland has taken the position that Taiwan should only
be allowed to join the WTO as a customs territory, part of their notion of a “Greater
China”. This 1s a gambit by China to ensure its position of international primacy
over Taiwan. Taiwan’s entry to the WTO is something that threatens this notion,
and consequently the leadership in Beijing is willing to disregard the potential eco-
nomic benefits of Taiwan’s entry. This stance has increased tensions in China-Tai-
wan political relations, and has stalled economic cooperation as well. How effective

5“Accessions”, WT'O Archives. (http:/www.wto.org/about/china.htm.). 3-23-00
6 Ibid.
7“Taiwan leader backs WTO for China report”, Reuters. 3-22—-00
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China is on this policy position depends greatly on how effective the WTO is in ad-
hering to the nonpolitical criteria for admitting entry.

WTO requirements are based on nonpolitical considerations, and if China’s polit-
ical pressure proves successful, the “Taiwan issue” threatens to undermine WTO
procedures. The implications are that U.S. and Taiwan business interests will not
benefit from the concessions outlined by WTO guidelines. This is of enormous impor-
tance, as it has direct bearing on Taiwan’s high-tech manufacturers who are work-
ing to expand their operations in China in order to lower production costs and ac-
cess the market. It is also of importance to American firms that would reap the ben-
efits of lower production costs of Taiwan manufacturers, as they represent an inte-
gral part of the global technology supply chain.

Taiwan’s accession to the WTO proffers economic and political benefits for the
U.S. In economic terms, membership for both economies promotes technology invest-
ment. On the political front, the U.S. would be indirectly adding a small amount
of international legitimacy to Taiwan’s economic importance without compromising
U.S. political commitments to Mainland China. The U.S., Taiwan, and China would
then be able to take a step forward in the WTO process by separating politics from
economic objectives.

Moreover, Taiwan’s eventual accession to the WTO would lead to a more liberal
trade regulatory environment in Taiwan that not only advances U.S. and China eco-
nomic interests, but also empowers Taiwan’s economic strength globally. This will
enable Taiwan companies to expand their operations in China under WTO rules and
regulations and therefore give U.S. companies more business opportunities in
China, through their relationship with their Taiwan manufacturers. Moreover, as-
suming China is successful in meeting WTO obligations as outlined in the agree-
ment, Taiwan companies will have an added advantage in performing business oper-
ations in Mainland China. A freer and more transparent Chinese business environ-
ment greatly complements Taiwan’s position in the global technology supply chain
by enhancing its ability to meet the growing demand from American high-tech man-
ufacturers.

WTO Implications for U.S., Taiwan, and China Companies

Provisions and requirements for China’s entry into the WTO, as outlined by the
U.S.-China WTO trade agreements, represent solid concessions in free trade, and a
large number of those provisions focus on information technology trade issues. Tai-
wan and U.S. companies stand to achieve enormous economic gain from concessions
outlined in the U.S.-China WTO trade agreement.

Taiwan’s View

If Taiwan’s accession immediately follows that of China, Taiwan views their com-
bined accession as an enormous opportunity for business on both sides of the Tai-
wan Strait. At a Ministerial Conference in Singapore in December 1996, former Tai-
wan Economics Minister Dr. Wang Chih-Kang further expressed Taiwan’s commit-
ment to cooperate with the WTO process in the areas outlined above by stating:

“In the area of further liberalization, we support the proposed Information Tech-
nology Agreement which we believe will achieve the full liberalization of the market
for information technology products, what is particularly worth mentioning is our
commitment under the TRIPS and the GATTs; Our protection of Intellectual Prop-
erty Rights (IPR) has much exceeded the requirement of the TRIPS, especially in
the area of border control.” 8

In addition to Taiwan’s efforts to meet WTO standards, Taiwan has been moving
in a direction towards more liberalized information technology policies on issues of
trade, while also supporting China’s goals for entry to the WTO. Taiwan is sup-
porting China’s bid for WTO entry, because a more liberal free-trade environment
in China will improve Taiwan’s economic and trade position. One forecast predicts
that WTO accession, will add a further NT$30 billion (U.S.$0.95 billion) per year
to Taiwan’s export growth.? The incentives are great and the implications are that
the U.S., China, and Taiwan have a great deal to gain by pushing China’s accession
forward. For the first six months of the year 2000, Taiwanese investment in Main-
land China reached U.S.$1.03 billion. Although that figure is down 17 percent for
the same period in 1999, contracted investment is up 31% (valued at U.S.$1.99 bil-

8“Accessions,” WT'O Archives (http:/www.wto.org/wto/archives/st130.htm). 3—23-00

9“Taiwan Exports May Increase U.S.$0.95B. A Year Upon WTO Accession,” Taiwan Central
News Agency. By Deborah Kuo. (http://www.taipei.org/teco/cicc/news/english/e-11-26-99/e-11-26-
99-2.htm). 11-26-00
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lion), which is significantly higher than the same period in 1999.1© Much of this re-
flects how China-bound investments are on hold until the WTO deal plays out. After
accession, the increase in foreign investment flows gives impetus to economic growth
while also providing incentives for the Chinese government to adhere to WTO prin-
ciples and rules to further encourage this flow of funds.

In examining Taiwan’s approach to economic growth, it is clear that the trade con-
cessions offered by China in the WTO trade deal complement Taiwan’s industrial
goals. Taiwan’s approach to economic development consists of minimal government
intervention, diversification of products, and a movement away from labor-intensive
products. This has lead to a great deal of success in small and large-scale business
operations, and has lead to increasing competitiveness. The added competitive edge
has enhanced the ability of Taiwan companies to penetrate the global market. The
opening up of China’s markets, and a more transparent regulatory regime, will en-
hance Taiwan’s comparative advantages in local Chinese markets, while promoting
their ability to compete with other leading information based economies in Asia and
in the West. One reason why Taiwan has been successful is due to its ability to up-
grade its production standards. Taiwan has been moving away from labor-intensive
products, and thereby away from direct competition with the other Asian “Tigers”,
toward more innovative trade strategies and diversified product lines. Moreover,
they have been successful by emphasizing more effective globalization strategies.
This means the Taiwan government has avoided choosing which industries to de-
velop, but rather has adopted a functional policy that provides incentives or levies
to influence companies’ external behavior. Consequently, Taiwan companies have
been able, with a high degree of success, to expand the development and export of
information technology products.

Today, Taiwan represents one of the top producers of information products. WTO
free-trade rules help create a more open market where Taiwan’s industries can fur-
ther grow. In the future, Taiwan manufacturers will be empowered through the
WTO to increase its trade in information technology products. As this trade in-
creases, so will their continued success in the production of information technology
products. Taiwanese firms will be able to achieve this through a production shift,
whereby manufacturers can focus on different approaches that promote product dif-
ferentiation in high-tech and high-quality products. Furthermore, an important area
of note is that Taiwan governmental policy has led its domestic industry core to up-
grade its quality product standards during a relatively short period. The implica-
tions are that Taiwanese companies have a tremendous ability to compete in the
dynamic, fast-paced global technology market. Eventually, Taiwan’s domestic envi-
ronment will reflect higher standards in its legal system, higher manufacturing ca-
pacity, and a product mix equal to most advanced countries.

One implication of WTO accession is that as China and Taiwan become members
of this global trade body, China will help accelerate upward, as well as downward,
trends in the technological evolution of the global supply chain. These trends will
contribute to the evolution of information technology industries by promoting the ex-
pansion and diversification of multinational operations for the U.S. and Taiwan
business community. This will empower all three sides to gain a comparative advan-
tage in international markets by enabling them to use their economic strengths in
a triangular relationship. For the United States, this strength involves the owner-
ship of intellectual property (IP), while for Taiwan its strengths are marked by their
advancement in high-tech manufacturing and production, coupled with their success
in sourcing those operations to or in China. As WTO provisions for China’s entry
are phased-in, local Chinese firms and foreign businesses will have a greater oppor-
tunity to develop trade dialogues, to operate in a freer and more liberal business
environment, and to utilize dispute settlement mechanisms offered by the WTO
forum. China’s membership in the WTO will advance Taiwan’s end goal by involving
greater participation from Taiwan manufacturers in the production of computer-
based products and further opening the China market for the sale of those products.

As WTO principles and guidelines help ensure a more friendly business environ-
ment in China, inviting more foreign direct investment, it will help upgrade Tai-
wan’s manufacturing capabilities, adding impetus to President Chen Shui-bian’s
plan to achieve a “sustainable green silicon island.” After widening profit margins
by producing low end products in the mainland, Taiwan companies will be able to
invest more on research and development, and to focus on creating more patents
and establishing rights to intellectual property. As a result, a significant portion of
Taiwan’s high-end business activities will remain in Taiwan, thereby reinforcing
President Chen’s economic plans. This has already hastened some substantial devel-

10“Taiwan Investment In China $1 Bln In 1H 2000; down 17%,” Dow Jones Newswires. By
Stephanie Hoo. 8-7-00
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opments in R&D. For example, “the average number of patents filed in the U.S.
each year by ROC citizens per one million people is approaching 70, behind only
a handful of nations such as the U.S., Japan, Germany, Switzerland and Sweden.
This is three times the number filed by its fellow high-tech “Little Dragon” econo-
mies, such as South Korea and Singapore.1!

American Business Benefits

American companies can gain a great deal from China’s membership in the WTO.
The heart of the U.S.-China trade agreement are information technology trade
issues, and with the WTO trade provisions U.S., Taiwanese, and Chinese companies
will have more latitude in formulating their global business strategies. This means
that global players in IT will be able to shift their patterns of investment in the
global market, which in turn, will spur IT policy reform that directly relates to the
business environment in China. Consequently, one can expect fundamental changes
in China’s IT regulatory regime. A different IT regulatory environment creates a
great deal of opportunity for local, Taiwan, and American companies, working to-
gether or independently in the China market, if implementation proves successful.
In many ways, U.S. high-tech manufacturers will be able to improve business strat-
egies in the China market as trade access improves. For example, China’s participa-
tion in the Basic Telecommunications Agreement, as outlined in the WTO agree-
ment, will create greater access for U.S. and Taiwanese business interests in the
China market. By liberalizing telecom, U.S. and Taiwan companies investing in
Internet ventures will be in a better position to operate in China as Internet serv-
ices liberalize, and as China’s Internet use dramatically increases. The burgeoning
Internet market in China offers tremendous business opportunities for foreign in-
vestors. According to a report issued by the China Internet Network Information
Center, the latest total for August 2000 indicates that the number of online users
has risen to 16.9 million people.12 This represents an increase of 8 million users
since the second half of 1999. In addition, the number of Chinese websites has risen
from 15,153 in 1999 to 27,289 for June 2000.13 China’s online business is estimated
to have reached U.S.$220 million in 2000, and by 2005 online transactions are ex-
pected to reach levels as high as U.S.$11 billion.14 According to a different report,
issued by NUA Internet Surveys, Asian Pacific online transactions are expected to
reach U.S.$1.6 trillion by 2004.15 Most of this will be Business-to-Business trans-
action (B2B), and it illustrates the enormous growth potential for Taiwanese and
American technology firms planning to expand their services and operations region
upon the entries of China and Taiwan to the WTO.

After the phase-in schedules are implemented in accordance with WTO provisions,
U.S. and Taiwanese firms will be able to devise better investment strategies relat-
ing to the China market, either through cooperative business strategies or through
independent initiatives. They will face lower tariffs on information technology prod-
ucts; and will be operating in a business environment that is more transparent and
where risk assessment is easier. In addition, they will have the option to shift in-
vestment vehicles. This in essence means that U.S. and Taiwanese firms will be em-
powered to offer after-sales service and customer support services, which will pro-
mote their ability to penetrate the China market.

Finally, the WTO will provide U.S. and Taiwanese companies with an outlet for
trade disputes. This will empower foreign companies, as it provides them with a
means to overcome the challenges they face when doing business in China. Trade
dispute mechanisms encourage transparency between the business space and Chi-
na’s government regulatory structures, while also rapidly modifying China’s system
of trade.

Conclusion

The China-WTO package offers the potential for a liberalized and more open Chi-
nese market, and could allow China to leapfrog in its economic development. China’s
economic policies can either promote or impede a direction that fosters economic en-

11“Specific Measures for Taiwan’s Economic Development and Liberalization over the Past
Decade and into the Future,” Government Information Office, Republic of China.
(www.taipei.org/press/gio04301.htm). 3—28-00

12“China Internet Network Information Center: Chinese Internet users soar to 16.9 million,”
Nua Internet Surveys. 8-02-00

13 Tbid.

14“Foreign Investment in China’s Internet Business: Forbidden, Forgiven, Forced Open?” Cen-
ter for Strategic and International Studies. By Frank Xing Fan (http:/www.cisi.org/ics/
foreigninvestchina.html). 09—00-00

15“Forrester Research: USD7 Trillion in E-commerce Revenues by 2004,” NUA Internet Sur-
veys. 4-21-00
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gagement, elevates human resources, and advances its expertise in technology de-
velopment. The struggle for China lies in maintaining political control and regional
stability, while creating a more transparent regulatory environment and inducing
renewed confidence from foreign investors, which include Taiwan’s myriad tech-
nology companies and entrepreneurs. As information becomes more accessible to its
citizens, it is likely to corrode social cohesion and political identity. The increase in
imports of new technologies and Western ideas will ultimately force the leadership
to shift some of its domestic practices if social cohesion and political stability are
to be maintained, and if economic cooperation is to be advanced. Ultimately, how
effective China’s behavior is regulated through the WTO will, for the most part, be
determined by how successfully economic and political interests merge to produce
a freer, more open, and more transparent Chinese market.

China and Taiwan’s accession to the WTO, coupled with cross-Strait trade policy
reform, should further strengthen the role Taiwan plays in the international trading
community. In a self-propagating cycle, lower costs for Taiwanese companies due to
investments in the Mainland will continue to promote offshore operations and trade,
as greater profit margins attract further investments in China from Taiwanese com-
panies. Increased trade will accelerate capital flows from Taiwan into China, as Tai-
wanese companies develop more ways to form joint business ventures with their
Mainland counterparts. As trade levels increase, so will access to the Chinese mar-
ket. This trend will bring direct benefits to international corporations who have
forged business partnerships with Taiwanese companies. To be successful in devel-
oping service and marketing networks in China, international companies must first
gain access. Taiwanese companies’ success in this area proffer opportunities for for-
eign companies targeting China’s growing markets. By forging closer business ar-
rangements with Taiwanese companies, American companies will then be in a
unique position to grab a foothold in the China market. The most important bene-
ficiary of direct trade between Taiwan and China under the umbrella of the WTO
is the global technology-driven marketplace, which is dominated by U.S. companies.
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Figure 4: Taiwan’s Pledged Cumulative Investments into China
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PANEL III DISCUSSION AND QUESTIONS AND ANSWERS

Co-Chairman MULLOY. Thank you, Mr. Hammond-Chambers.

Mr. Lewis, Commissioner Lewis.

Commissioner LEWIS. Thank you very much for your really in-
formative presentations. I'd like to ask each of you a question. Mr.
Hammond-Chambers, as Taiwan begins to shift the production to
China, what will happen to employment in Taiwan?

Mr. HAMMOND-CHAMBERS. Unemployment is, in fact, rising in
Taiwan at the moment. We've seen some unprecedented levels for
Taiwan, I might add.

Commissioner LEWIS. How high?

Mr. HAMMOND-CHAMBERS. It’s about 4.6 percent right now, ac-
cording to the Ministry of Economic Affairs.

Commissioner LEWIS. And what will happen as these——

Mr. HAMMOND-CHAMBERS. Unemployment will almost certainly
continue to rise until the government comes up with comprehensive
policies to re-employ its people. That, in a short term, certainly
does not look likely as domestic economic reform is in stalemate in
a standoff between the President’s office and the Executive Yuan
and the KMT Legislative Yuan.

Commissioner LEwWIS. Okay, thank you.

Professor Cohen, I gather that you are and advocate of China
joining the WTO?

Professor COHEN. Absolutely.

Commissioner LEWIS. I'd like to ask you and the Wolmans and
Kevin: you're also all concerned about what is happening to the
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American economy as a result of globalization. What can we do
about this? I'd like to ask each of you that question.

Professor COHEN. Well I think

Commissioner LEWIS. What should the U.S. Government policy
be? In an earlier Commission I asked somebody what should the
U.S. foreign trade policy be and one of the people said we shouldn’t
have a foreign trade policy. What should our foreign trade policy
be?

Professor COHEN. Well, I don’t want to go too far beyond my last,
but you've asked me. This morning we heard some suggestions, in-
cluding retraining of our own workers to adjust to the needs of an
international increasingly integrated world economy. Taiwan is
going to have to do the same thing. I should point out there are
about 300,000 Taiwanese working on the mainland now. So they’re
not looking for jobs. They have jobs to do. But we have to adjust
to the realities of the world. I don’t think we can

Commissioner LEWIS. Can we ever compete with Bangalore or
Chinese wages?

Professor COHEN. We'll have to do what we are doing. We can do
different things. We can’t compete flat out in the same identical in-
dustry and the same wages. We have to always keep ahead of
them. That’s the meaning of high tech of course.

Commissioner LEWIS. Thank you.

Mr. WOLMAN. We basically failed to do that, may I say, since the
real income of American workers, except for the window of the——

Commissioner LEWIS. Right.

Mr. WoOLMAN. —last couple of years, has been declining.

Commissioner LEWIS. For 25 years.

Mr. WoLMAN. It has not been rising——

Commissioner LEWIS. Right.

Mr. WOLMAN. —since 1973 basically.

Commissioner LEWIS. Right.

Mr. WOLMAN. My own view of this is somewhat complex. I be-
lieve that we should allow China to join the WTO. There’s just too
much at stake in the world. I've never been to China. I've just seen
too much good being done by opening up the world in other coun-
tries. Wonderful things have happened to very, very, many people.
Wonderful things have also happened to many, many Americans,
including thee and me—and I guess most of the people in this
room, including me. I've benefited, you know, because our business
has prospered because of this. This is not a great year but on aver-
age it really has.

The problem is that there are groups of Americans, especially
workers, who are bearing an undue part of the cost of the
globalization. That is basically the point. They get some benefits,
but they sort of have to pay a lot of the costs. Some of the rest of
us get huge benefits and don’t have to pay much of the cost.

The implication of this is, to me, very, very simple. We simply
have to do things to, in a sense, give them a much fairer shake
than they’ve gotten up to this point.

In this respect, for example, the last tax bill is bizarre; because
fundamentally it does reward those who have gotten most of the
benefits of globalization. It’s payroll taxes, for goodness sakes, that
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should have been cut, not income taxes and particularly not in the
top brackets.

The second thing is my own instinct is that the education efforts
of this country are something of a joke still at this point. I mean,
the love of learning has been expressed by no one in Washington
as the guide to good education just in general terms. Okay? It’s got
to do with something else. Goodness knows what. But the fact of
the matter is that the expenditures in this area should really rise
aﬁ compared to other expenditures. There’s simply no doubt about
that.

One of the great things that has got the world to move since the
end of the Cold War is our military spending has been reduced. We
should fight a war on the lack of education on a much larger and
major scale. Not doing so is totally irresponsible, particularly for
those who are bearing the costs of globalization and sort of sub-
sidizing the rest of us as a consequence.

So, this retraining—I don’t know what retraining means. This
training is a very, very serious matter.

Finally, in this circumstance, and because I do think these forces
will continue to work to hurt American workers, I really believe,
for example, that their health needs and stuff like that ought to be
met more thoroughly. I can’t oppose globalization. I don’t want to
screw a particular group of Americans because of it however, as
we've screwed them since 1973.

Commissioner LEWIS. Thank you. Thank you. Kevin?

Mr. KEARNS. Well, I think I differ with both the speakers on this.
What can we do in our trade policy? It seems to me that we have
to run our economy for the benefit of Americans, not for the benefit
of other global groups. George Bush’s statement a couple of weeks
ago that there’s a moral imperative for free trade to provide good
jobs for others by, in George Bush’s case or Bill Clinton’s case,
trading the jobs of the Americans. So step number one is with-
drawing from the WTO.

The GATT system was fine where we had a veto over things.
We'’re the Big Kahuna. We have the world’s largest market. We be-
lieve in bilateral relationships and agreements where we can en-
gage in unilateralism, where we can enforce our trade laws when
we see situations that are unfair, dumping, subsidies, et cetera, I
think that’s the way to go. We’re Americans. What can we control?
We can’t control what the Chinese do with their legal system, what
they choose to enforce, what they choose to neglect. Let’s con-
centrate on what we, as Americans, can control with our political
process.

Retraining is a joke. I'm sorry. 60 to 70 percent of the cost of a
manufactured good is in labor. If you have an excess of labor, as
China does, and lax or no environmental, labor, other types of reg-
ulations.

Commissioner LEWIS. Safety.

Mr. KEARNS. We you will never compete—you don’t shift into dif-
ferent areas, you don’t retrain people for different areas. We will
never compete, period. That’s the end of the story. We can get all
our cars, all our clothes, all our high tech, all our steel, et cetera,
overseas. So we have to run—yes, we have to do things differently.
We have to go back to the old system and run the American econ-
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omy so that cartelized economies in Europe and Japan and Korea
and these very low wage economies elsewhere in the world don’t
take all our jobs, hollow out our industry.

You know, the best training program is to put a man or woman
together with a machine. That increases their productivity tremen-
dously, it increases their wages. And if they’re not fighting against
Chinese or others armed with American capital and American tech-
nology, we'll do quite well. We did quite well in American system
here for, 200 years.

Commissioner LEWIS. Kevin, thank you. Ms. Colamosca, do you
want to add anything?

Ms. CorLAMOSCA. No, I just wanted to repeat that I think that
both political parties over the last 20 years have really under-
played the loss of manufacturing jobs. And I found it to be particu-
larly disappointing in the 1990’s. It was a story that should have
been covered much more than it was. Nobody had any solution to
it and I just think that as the white-collar jobs start to disappear
and they will, that they have to be covered by the press and by the
Administrations in power. I mean, much—they can’t be ignored the
way the loss of blue-collar jobs have been ignored.

Commissioner LEWIS. Thank you very much. Thank you. Co-
Chairman Mulloy.

Commissioner DREYER. A question for Professor Cohen. You
know, we all see a different part of China, I think. It’s the old
cliché about the blind man feeling the elephant. The China I see
is the China you’ve described in many ways. It’s a weak state and
in some ways it seems to be getting weaker. You mentioned that
they could stop local protectionism if they really wanted to and I
wonder if that’s really true.

I mean, I know that they have the ability to stop local protec-
tionism in Village X or County Y, but I don’t think they have the—
at least, well, from what I see, they don’t have the resources to stop
it everywhere. It’s the old Chinese saying that heaven is high and
the emperor is far away. And the Qing actually wasn’t all that good
at stopping it either. You know, I think you may have just slightly
exaggerated the degree there. The only one

Professor COHEN. I didn’t talk about their success. I said, they
had these rules that recognized the problem.

Commissioner DREYER. And which often didn’t work since they
didn’t get down below the county level. And so there’s plenty of
local protectionism it has a long history in China and as govern-
ments get weaker, their ability to enforce the laws they have gets
weaker still and I wonder if you wouldn’t apply that to the legal
system you’ve described in terms of WTO.

Professor COHEN. I think it’s a question of priorities. First of all,
China’s financial intake at the central level is insufficient. They do
not get enough share of the taxes they collect and they have a poor
inefficient, often corrupt system of tax collection. So the central
government is starved for funds.

With the funds they have, they have to have a sharp set of prior-
ities. They give too low a priority to these questions of structural
reform except when you get a security case involving so-called spies
or religious elements, whatever because they think that goes to
their own ability to hang onto power.
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I think that I say in the paper, the Zhu Rhongji, a brilliant, dy-
namic executive, himself although he talks the talk of law reform
and the importance of fulfilling contracts, doesn’t really give it the
same priority by any means as state owned enterprise reform,
banking reform, tax reform, securities regulation reform, but he
doesn’t see there’s a connection. They’ll never fully succeed in these
reforms if they don’t have a credible legal system. They’ll never at-
tract sufficient financial investors to meet their huge needs if they
don’t have a credible system.

People call me up every day and they say, “Can you tell me
about the enforceability of contracts in China, can I get security
and property in China, can we rely on enforcement”? When I tell
them what the facts are, they say, “Maybe we’ll wait a little
longer”. So it’s a question of priorities and obviously, behind all this
insecurity of the leadership that’s leading to these espionage cases,
et cetera, is a sense of loss of control.

The Communist leadership in China sees it’s losing control
gradually. That’s really—I share your perception of that and
they’re fighting a rear guard action trying to hold out but their
power is shrinking. And the only way I think they’re going to pull
it all together is to reform their political system and they have to
include the courts in that reform.

Commissioner DREYER. A quick question for Mr. Rupert Ham-
mond-Chambers; I just came back from Taiwan 10 days ago and I
found a great deal of concern there, from Tsai Yin-wen and others,
about what computer manufacturing on the mainland by Taiwan
firms is doing, and tremendous concern that this is undermining
not just their, Taiwan’s, security, but our security as well. I sup-
pose there could be a cutoff of computers. And would you address
that question, please?

Mr. HAMMOND-CHAMBERS. It’s a big question. The Taiwanese use
the term “hollowing out”, increasingly, particularly for the southern
parts of Taiwan where we’d seen some of that traditional manufac-
turing be based and now we’re seeing it predominantly in Fujian
province directly across the Taiwan strait.

Taiwan’s optimists believe that this is a natural progression and
that Taiwan should take the next step just as the United States
did in it evolution as a technology based economy and focus more
on the owning of its own intellectual property as opposed to manu-
facturing somebody else’s, given that the real value is in the owner-
ship of that IP.

However, it does not address the issue of a growing number of
Taiwan’s workers who are not employed as a consequence. If you
do travel to the south of Taiwan, you're led to believe that the ac-
tual figure of 4.6 in and of itself is not accurate, as you need only
see the myriad of noodle vendors to know that possibly unemploy-
ment is far higher. These men and women just aren’t counted on
the rolls. From the council’s standpoint and our relationships with
U.S. technology companies, they are themselves innovating in at-
tempting to take into consideration this evolution in the production
of these products, particularly as we move into a post-PC environ-
ment. You’re seeing now companies like Microsoft, Palm, IBM with
Linox, moving in and really starting to work with the Taiwan com-
panies on the next generation of products.
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And T fully expect Taiwan’s position in the IT technology supply
chain not to decrease but, in fact, to increase for they have posi-
tioned themselves better than anybody to be the base or the main
cog, if you will, the central cog, in the IT supply chain. Where these
products are produced is incidental. They will still be produced for
the most part, by Taiwan companies. They will just be produced in
China.

From America’s standpoint, as I touched on in my formal re-
marks, I do happen to believe that we need to spend some more
time thinking about how that exposes us and our economy. If we
look at the two scenarios for a PRC attack on Taiwan, you've got
the highly unlikely invasion and the far more likely blockade sce-
nario.

Well, a blockade would in essence end the movement of most of
these technology products almost overnight just, indeed, as the
awful earthquake that struck Taiwan almost two years ago did.
And if you read some of the quarterly results of some of our pre-
eminent technology brands like Compaq or Dell, in the formal an-
nouncement going with those results, their chief executives cited
the earthquake and the brief end to the supply chain of technology
products like chips, as a reason that they had a slight blip at a pe-
riod of actually extraordinary growth for these companies. It hurt
them a little bit.

And I think that is a small indication of the problems that we
would face if something more serious were to take place in the Tai-
wan strait.

Commissioner DREYER. Thank you.

Co-Chairman MULLOY. Thank you. Commissioner Reinsch?

Commissioner REINSCH. Thank you, Mr. Chairman. I had an ab-
solutely brilliant question for Mr. Wolman, but Ken Lewis already
asked it, so I'll move on to something else and perhaps save a little
time.

Commissioner LEWIS. It was a brilliant question.

Commissioner REINSCH. It was.

Commissioner LEWIS. Which one was it?

Commissioner REINSCH. It was also a thoughtful answer on
globalization, and I was interested in it.

I want to ask a couple questions, if I may, to dig a little deeper
and cover your points. I think at one point you were talking about
how American investment in China has crowded out investment
elsewhere in Asia, and it seems to me that from the point of view
you're articulating, you really are probably more concerned about
not more U.S. investment elsewhere in Asia but U.S. investment
outside the United States.

I mean, isn’t it your view that we’d rather have that investment
here than there?

Mr. KEARNS. Sure, I think I said that in my remarks. I mean,
to the extent that we can arrange a system where the investment
goes here and you get the volumetric effects of the investment in
our own economy, that’s fine. If it has to go somewhere overseas,
I'd prefer it go over the right seas, so to speak, that it go to friends
and allies as opposed to hostile powers.
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Commissioner REINSCH. Well, let’s talk about here for a minute
and not there. How do we keep it here? Do you want to just let
companies invest abroad?

Mr. KEARNS. Well, of course, it’s a complex question but, you
know, if you look at the genesis of why all this investment started
to go overseas and continues to go overseas, part of it is the fact
that Communism as a system fell apart so you have the Soviet
Union, former Soviet Union and you have China as it shifted at
least part of its economy to a capitalist or state-directed capitalist
system, putting all these workers at the disposal of western cor-
porations, in other words, political barriers for many years pre-
vented those things from happening.

You have a country like India or Indonesia opening up to a cer-
tain extent to market economics. So certain factors are beyond our
control in that sense.

Commissioner REINSCH. Well, wait a minute, though. You were
talking earlier that what we ought to be doing is managing the
economy for us.

Mr. KEARNS. Yes, yes.

Commissioner REINSCH. There are things that are under our con-
trol.

Mr. KEARNS. Yes, sure.

Commissioner REINSCH. And to me, one of the things we ought
to be able to control is what American companies do with their
money. Now, are you suggesting that we do that?

Mr. KEARNS. Well, I'm trying to lay down the historical track of
how we got to where we are today.

Commissioner REINSCH. Well, sure. I mean, there’s a lot of rea-
sons why they’'ve done what they’ve done. The question is, at this
point do you think we should try to change that.

Mr. KEARNS. Yes, I think we should, absolutely. I think that
Japan, China, Europe, all these economies, various countries, trade
blocks that are not open to U.S. exports. We long ago should have
engaged simply in reciprocal trade relations—if they didn’t open up
adequately to American goods, that is a direct export of manufac-
tured goods there, we should reciprocate and not let their goods in.
I think that the trade deficit with Japan is as much of a disgrace
as the trade deficit with China.

The Chinese trade deficit is more troubling simply because of the
security implications.

Commissioner REINSCH. You're slipping away from me here. I'm
not talking about trade. I'm talking about investment.

Mr. KeARNS. Bill, I'd like you to follow what I'm saying. What
I'm saying is that a reciprocity-based trade policy, simply will pre-
vent American investment from going overseas. If those countries
are shut down through various actions that America takes, because
they’re unfair. I mean, the reason to go overseas is we can’t get our
goods in there. So let’s take Boeing for example.

Boeing has a strategy. Phil Condit says they’re going to be, if
they’re not now, an international company, a company of the world,
that type of thing, manufacturing all over the world. They have a
philosophy that giving Japan, China and Korea part of their manu-
facturing, in other words, making investment over there, is going
to help sell aircraft—but it doesn’t work that way apparently. So
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they come to the Ex-Im bank for $3.3 billion worth of subsidies last
year.

I don’t know why they didn’t go to the UN or some other inter-
national agency. I don’t know why since theyre an international
company they come to the U.S. taxpayer. So I think it’s a com-
plicated answer but the simple answer is, yes, we can control it
and we ought to.

Commissioner REINSCH. Okay, well, I think that we’re probably
not in agreement about that but

Mr. KEARNS. No, I’'m sure we'’re not.

Commissioner REINSCH. But let me move on because time is lim-
ited. I'd also, just as an aside, dispute your comment about the Ex-
port/Import Bank being a subsidy. I've been working on that one
for 20 years. Apparently, thanks to this Administration, we have
to fight it again, but—let me just ask you one more quickly that
I'm just curious about.

I can’t help being sort of in the weeds for the moment, but I am
struck by your comment about the satellite amendment. That hap-
pens to be one of the few subjects that I have some background in.
I assume that in view of what you've said that you were probably
happy with the action of Congress two years ago that addressed
that problem.

Mr. KeEARNS. Well, again, it’s a complicated problem and we’ve
done the wrong thing in the past and the horse is out of the barn.

Con})missioner REINSCH. So do you think that Congress fixed it
or not?

Mr. KEARNS. Well, they're trying to fix it again this year, aren’t
they? No, I don’t think it’s fixed.

Commissioner REINSCH. They’re trying to put it back the way it
was before then changed it. I mean, the consequence of the action
that Congress took in 1998 was to reduce the domestic satellite in-
dustry’s world market share from 75 percent to 45 percent which
I think was probably not good for American jobs among other
things and also for American technological leadership, but it seems
to me that was in line with what you were advocating.

Mr. KeEAarRNS. Well, you know, youre again trying to isolate on
one point. If we had a sensible program for a launch industry in
this country, we wouldn’t have the satellite problem that we did
and that goes back

Commissioner REINSCH. I agree with that entirely.

Mr. KEARNS. You know, that goes back to the Challenger dis-
aster, et cetera.

Commissioner REINSCH. No question about that, but here we are.
We have to deal with the——

Mr. KEARNS. Yes, we can undo certain things and we can still
have a more effective launch industry. Boeing, of course, as you
know, has been trying to do something along those lines with the
offshore platforms. I mean I don’t advocate—there are no quick fix
answers, but there are complex policies that can be put into place
by reasonably knowledgeable people in the American Government
and private industry as opposed to looking for the fix by always in-
vesting overseas.

Commissioner REINSCH. Thank you.

Co-Chairman MULLOY. Commissioner Bryen?
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Commissioner BRYEN. Thank you, Mr. Chairman. This question
is for Mr. Hammond-Chambers first but I think Mr. Kearns may
like to comment and others may comment. In the case of Taiwan
and their investment in China, you were talking with Commis-
sioner Dreyer about some of the impacts on the computer industry.

I'm more interested in the impact on Taiwan itself and whether
they’ve put themselves in a precarious position, vis-a-vis, China in
terms of their freedom of action in the future, whether they’ve cre-
ated potentially inside of Taiwan a Fifth Column that weakens
their ability to have a flexible policy and aside from my concern
about Taiwan, given the level of investment of the United States,
is that just—are we seeing in the Taiwan case a pre-cursor of what
we might see in the U.S. case. That’s my question.

Mr. HAMMOND-CHAMBERS. Certainly Taiwan has increased its
vulnerability through the aggressive investment that we saw
through the 1990’s in China. There’s no denying that. However, it
is noteworthy that China, for the most part, almost exclusively has
shied away from using Taiwan’s investment in the mainland as a
political tool to force concessions out of Taipei.

Now, there were some slightly alarming statements post the elec-
tion of Chen Shui-bian and this committee of advisors that was put
together to help Chen beef up his credentials prior to his election.

And we had some PRC officials stepping up and questioning
their loyalty, if you will, to the concept of unification. But really,
that didn’t amount to anything at all and for practical purposes,
Beijing has an open arms policy towards Taiwanese investment in
the mainland.

To the extent that WTO accession, and we hope the breakdown
of the barriers to cross-strait trade increase that investment, there
is always the chance that Beijing may be feel it’s forced into a cor-
ner and look at this as a solution.

Commissioner BRYEN. You're getting away from what I was——

Mr. HAMMOND-CHAMBERS. I'm sorry.

Commissioner BRYEN. I mean, look there’s over 200,000, someone
gave a number, 250, 260,000 Taiwanese working in China.

Mr. WoOLMAN. At least.

Commissioner BRYEN. At least, probably a lot more, who are es-
sentially hostages, if the Chinese government wants to treat them
that way. There’s nothing the Taiwanese can do about it. It’s a very
politically risky situation, don’t you think? I mean, I wonder, we
have one or two American citizens put in jail by the Chinese arbi-
trarily which caused great concern here. Look at the potential for
trouble that’s there. That’s what I was——

Mr. HAMMOND-CHAMBERS. Oh, okay, then, in that respect, you
know, that’s the high wire that Taiwan walks in so many of the
aspects to its relationship with China, whether it’s its investment
policy or the fact that it has a myriad of executives working in the
companies that have now based themselves in Taiwan, or whether
it’s an actual-—you know, whether it’s some sort of conflict situation
arises between Taiwan and China, I——

Commissioner BRYEN. I'm glad you said that because it’s a very
risky profile and therefore, adds to overall insecurity rather than
to security. The argument’s been made a lot today that all this
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trade stuff is adding to security but, I think there’s the other side
to the coin.

Mr. HAMMOND-CHAMBERS. There is the other side, but I happen
to believe that actually it’s good for them.

Commissioner BRYEN. Well, it depends if you were one of those
260,000 Taiwanese, you may have a different—Mr. Kearns, did you
have something to say about that?

Mr. KEARNS. Well, I am increasingly disturbed by the high tech
investments from Taiwan in the computer area, in semi-conductor
lithography equipment, et cetera, going from plants in Taiwan or
businesses in Taiwan to China and I think that that can—by giving
the Chinese—and they’re not necessarily just Taiwanese compa-
nies, ASML, for instance, of the Netherlands giving the Chinese .25
micron lithography machines and helping them step them down
through phase masks. From a strictly security point of view, not
just an economic point of view, there’s a lot going on that I think
enhances military capabilities and developments in China.

Commissioner BRYEN. Do we have time for a follow-up?

Co-Chairman MULLOY. Steve, if we get finished, we’ll come back
and we’ll do another round that might be the better way.

Commissioner BRYEN. Okay.

Co-Chairman MULLOY. Ambassador Lilley?

Co-Chairman LILLEY. My questions follow right on Steve Bryen’s
and others. The first thing, Rupert, do you realize that you’re going
to cause a great unemployment problem in the United States if
some of the things you've said actually transpire? You just put the
China watchers out of business. These hand-wringers that say,
“War is going to start in the Taiwan strait, the issue is deployment
of missiles and missile defense and sovereignty, unity, independ-
ence and China is going to go to war”. I heard this all day yester-
day from some of the most eminent China watchers.

It was right out of Alice in Wonderland. And you said, there are
linkages, there’s a inter-dependence. Steve raises the 300,000 Chi-
nese—Taiwanese in China as hostages. I think it could be a Trojan
horse. I think the Chinese have got a tiger by the tail in this one.
The Taiwanese have their own churches, their own associations,
their own schools and some Chinese are even saying, “How about
a special political zone in Dong Guan”. A process is taking place
and if people worry about Taiwan, they must also know China is
dependent on Taiwan inputs to keep its growth rates up and thus
to keep stability in China.

If they cut that off, they’ve got big problems and I think it’s an
inter-dependence, which plays in our favor. It links the supply
chain. Some of our so-called China watchers that stress war and
spend their time looking at it, call it the dirty little secret.

That is the United States dependence on Taiwan in the time
when the earthquake happened. What happened is we’ve suddenly
figured out as you’ve figured out a long time ago, the dependence
of Taiwan on Chinese manufacturing, and one of the leading Tai-
wan manufacturers, the best in the business on chips. Last year he
wouldn’t touch China. This year he’s over there saying it’s eco-
nomic imperative to go in.

And he’s went there right with the former premier Vincent Shao
and Shao talked about common market. These are positive trends,
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which are ignored here to a large extent in the intelligence and in
the State Department. It’s very complex and we do not know of the
contents such as the conversations between Chang Jung Fa and
Chen Shui-bien, which can affect the whole balance between the
two sides of the strait.

But having said that, do you think that the people in Taiwan
have a real strategy of any kind in marshalling their impact on
China? I mean, when I asked them about the impact of their
groups in China they often draw a blank. Are you getting the im-
pact that the Chinese are receiving from Taiwan the way—Hong
Kong for instance has changed the environment in the Pearl River
Delta, and that Taiwan’s investment is now going up towards
Shanghai. There’s about 70,000 Taiwanese that are buying up the
villas in Shanghai and there’s something happening there that has
a dynamism. Our time here is spent on missiles as you have said.

We miss the point and that’s one thing that strikes me. Jerry,
you know, I had this experience with Ren Jianxing, do you remem-
ber that old guy, I think we called him the wall man in China. He
would never admit that China’s courts were linked to the party. He
said we have an independent judiciary.

Professor COHEN. He was the head of the party political legal
group as you know.

Co-Chairman LILLEY. He stood there and looked me right in the
fz}llce. I had the documents. I put them in front of him. He wouldn’t
change.

Professor COHEN. That’s great. Well, that’s why they fired him.

Co-Chairman LILLEY. Ren said he was independent. Now when
you deal with that kind of double think and when you are trying
to influence their legal system and then they try to get away with
that double-talk they’ve in fact done it for years, it’s almost Orwell-
ian. You could try to crack that I suppose. One of the best pro-
grams I've heard about is the Temple Law School Program, trans-
ferring the whole law school in China. And I think Yale law stu-
dents started something fairly

Professor COHEN. NYU and Temple are now cooperating in that.

Co-Chairman LILLEY. Are they? But that is a whole law school
in China giving Americans LLB’s.

Professor COHEN. That’s right. LLM’s, masters of law, yeah.

Co-Chairman LILLEY. But that’s a real step forward.

Professor COHEN. Absolutely.

Co-Chairman LILLEY. Without government money?

Professor COHEN. No government money yet. We’re hoping to
have some, some day.

Co-Chairman LILLEY. But that would seem to me to be the area
where you could make a lot of progress.

Professor COHEN. You know, if you link law reform to economic
development especially foreign investment, Chinese leadership will
go a long way in working with you, as long as you don’t use the
phrase “human rights”, even though they know law reform is obvi-
ously going to enhance the likelihood of human rights getting en-
forced. You've got to link it to the magic words and they’ve gone
a long way.

The other day, one of the major courts in China came to see me
and said, “Can we cooperate with your law school on the improve-
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ment of our court trials in criminal matters”? I almost fell over.
Now, there are a lot of people of goodwill, more and more younger
people, better trained, coming into the system. I admire the cour-
age of many of the lawyers in the big cities of China. I've been
dealing in criminal cases lately as I've said and I've met a whole
new cadre of Chinese lawyers who weren’t known outside of China
because they don’t speak English.

But these are gutsy, able lawyers who are trying to fulfill the
traditional lawyer’s role at great risk to themselves. Lawyers are
getting locked up in the provinces in China if the prosecutors think
they’re too vigorous in their defense. They're are lots of people here
that we could be cooperating with and giving more than moral sup-
port to. And I think we’ve got to look at that.

Now, we’ve been talking about risks. There are all kinds of risks
in everything you do. Doing nothing has its risks. I think you're
right, the likelihood of the PRC trying to use 300,000 Taiwanese
as hostages upsetting the whole PRC economic development pro-
gram, is very, very limited. We have hundreds of thousands of
Americans in China, too. The greater likelihood is what’s taking
place on the ground.

And there’s one other point, I think we should keep in mind. So
far we keep bilateralizing this discussion. It’s not like we can con-
trol things in China by refusing to cooperate with China by not let-
ting them in the WTO or getting us out of WTO. There’s something
called Europe and Japan. They're going to go on with this process.
We can’t stop it. The only question is, are we going to ride the
horse, benefit from it and manage it as well as we can.

And finally, I want to associate myself with Mr. Wolman’s re-
marks about our government should be paying for the cost of the
painful readjustments the minority of our population has to suffer
as a result of the greater economic benefit that comes from our in-
tegration with the world.

Co-Chairman LILLEY. Rupert, there’s one other thing that Sen-
ator Sarbanes raised this morning, you weren’t here but he said,
one of the big problems we have in China is our investment is get-
ting way ahead of our trade. We've got this terrible imbalance
which is all wrong and the investment in China goes to produce
products for the United States exported from China whereas our
trade exports to China keep shrinking.

Taiwan has a huge trade surplus with China, gigantic invest-
ments.

Mr. HAMMOND-CHAMBERS. How do they do it?

Co-Chairman LiLLEY. Well, I know how they do it.

Mr. HAMMOND-CHAMBERS. They prohibit most of the goods and
services that China produces from being imported, so they export
but they don’t allow imports from China. That’s how they do it.

Co-Chairman LILLEY. There’s also very shrewd businessmen in
Taiwan that go into China and they looked at me and they say,
“We don’t know how you Americans do business in China”. It’s
money under the table. It’s keeping your investment at a certain
level. It’s getting to provincial officials. It’s using our geography,
using all of these advantages we have and we can lay terms on the
Chinese, A, 75-year lease, B, hire and fire, C, no party in the orga-
nization, D, they go right down the list and the Chinese say, “Yes,
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yes, yes, yes, yes”, and there’s a little exchange that goes on there
that gets this thing done and the places absolutely proliferate all
over China, because it’s a hell of a good business.

Mr. HAMMOND-CHAMBERS. If you go—sorry.

Co-Chairman LILLEY. Yeah, so I'm just saying Taiwan has a real
formula for getting a lot out of China. They've outsmarted the Chi-
nese at their own business in some ways, whereas the game goes
back and forth.

Mr. HAMMOND-CHAMBERS. Just quickly a couple of things, to go
back, you actually labeled a quick question about what sort of im-
pact Taiwan felt it was having on China. I actually subscribe to
your sort of Trojan horse theory that all of a sudden, there’s going
to be a sort of crack and Taiwan’s going to come out in China and
all of a sudden, China will become Taiwan and not visa versa.

If you visit with America’s technology companies in Taiwan, if
you go and see the heads of these businesses where they have—
where most of them, if you think about Intel or Motorola, for exam-
ple, you have a terrific amount of devolved power into these offices
to manage their regional relationships and they’re responsible for
the management of these Taiwan company accounts.

Now, these companies have now straddled the strait. They're in
Taiwan and they’re in the mainland and this is presented over the
past couple of years particularly a problem for some of our pre-emi-
nent technology brands because they’re models for servicing their
clients weren’t designed to function both in Taiwan and in China.
So what you’re seeing now is far more regional cooperation between
these offices.

Intel is a very good example because I happened to be with those
guys just on my last trip to Taiwan this spring and listening to
them talk about their meetings that they’re holding in Taipei, in
Singapore, in Shanghai where they're talking about this trend and
the need for U.S. companies to continue to look for ways to better
service the Taiwan companies that they have relationships with,
not just from the aspect of servicing the interests of those clients
but increasingly because Taiwan companies have demonstrated an
ability to be successful on the mainland and because traditionally
our companies have had so many problems. They’re recognizing the
benefits there of going into China together and that’s a very real
trend.

Co-Chairman MULLOY. Good. Thank you. Commissioner Wessel.

Commissioner WESSEL. Thank you. I'd like to go back to the—
which, of course, underlies all our questions, the question of secu-
rity and the question of manufacturing that several of us are very
concerned about the hollowing out, as you use the term, in Taiwan,
the hollowing out of manufacturing here.

How concerned should we be about what has happened to the
manufacturing base in this country as we look at our overall secu-
rity interests? Anyone who wants to respond.

Mr. KEARNS. Well, something that seems to be missing from to-
day’s discussion is the overall American trade deficit and according
to neoclassical free trade theory, there has to be some major adjust-
ment coming up soon. We can’t continue to run trade deficits at
this level and inspire world confidence in our economy—which
means people are going to unload these dollars that they’re holding
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now and interest rates will have to go way up and it will plunge
us into a very deep recession or depression.

So all the various aspects of China aside, whether it’s the legal
system or the military, potential military threat, et cetera, the
overall trade deficit with China, with Japan, with rest of East Asia,
with Europe—China has to be seen in the framework of this, the
worst offender, as it were, in terms of the trade deficit, but cer-
tainly part of this picture.

The dollars that people earn through the trade deficit, through
their surpluses with the U.S. come back to the U.S. They buy high
technology companies, well, they buy all sorts of companies but
under the CFIUS process we've seen 1300 high-tech companies in
the last 12 years bought by foreigners, defense-related companies.

If we don’t have the technologies here, if we don’t have the
money to invest in high technology, if we don’t have the manufac-
turing processes, that’s what modern weaponry is all about. It’s
about computing and optics and lasers. The next war, if it comes,
is going to be fought on the basis of technologies like these. To the
extent that our manufacturing is hollowed out and our high tech
is hollowed out, we are not going to be as effective in that war as
we were, say in the Persian Gulf War.

The Europeans realize this. Certainly the Persian Gulf War gave
China—set off alarm bells there and has led to their—it’s one fac-
tor in their defense modernization. So I would be very concerned
that the overall trade deficit, specifically that the China portion of
it, but the overall thing, is hollowing out our manufacturing, our
ability to defend ourselves.

Mr. WoLMAN. I'd like to play another kind of a little game if 1
might. Fundamentally, you know, the amounts of payments works
in two ways; either the trade account adjusts to the capital account
or the capital account adjusts to the trade account. I mean, appar-
ently, you know, there’s a bit capital inflow in the United States
so the trade account may simply be adjusting to that. And every-
body, you know, says this is a wonderful thing because, you know,
for whatever reason, people love to invest their money in the
United States, which I do not dispute.

I'm not too dumb about why they love to invest their money in
the United States and the reason for that is, is that profits in the
American economy have been very strong for a long time now. The
profits are growing, you know, in case you don’t know, in nominal
terms about twice as fast as GDP over the past 15 years or so. It’s
a big number and the proportion of profits in total American—in
national income has risen, you know to virtually unprecedented
levels, which one can ask questions about whether they will be sus-
tained or not.

Now, just for fun take another case. If what we’re really seeing
is massive portfolio investment by the rest of the world in Wall
Street, imagine the following scenario. Unless something terrible
happened to the stock market today, the price earnings ratio on the
S and P 500 had the moment is 27, okay, on trailing earnings.
That’s a very big number, folks. The post-World War II average is
something more like 15, PE is 15 and, you know, Jeremy Seigel’s
200-year average is more like 11 or 12 or something like that, okay.
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So the American market is still very, very highly valued. There’s
no question about that. Now, suppose the rate of profits starts to
decelerate, which I guarantee you that it will because we’re now—
we had this little lead for awhile but the fact of the matter is that
competition tends to erode profits, particularly in the high tech sec-
tor and that’s what we’re really seen.

Now, suppose for fun that the American market goes down, I
mean, to say 15 or 16, I'm just giving you a scenario in which
you’re going to get your thing, okay. Under those circumstances, of
course, you will not see this flow of capital in the United States,
you know. So then the trade account is going to have to adjust to
the balance of payments. The capital account is going to have to
adjust to the trade account and we could get into a real mess and
that’s the end of my story.

I take this very cynical—I mean, I work for Business Week. I
love business, I love profits, but I just think things have gotten out
of line to a very considerable degree here and I think, really, that
we’re going to get a very large—I mean, this hasn’t been already
positioned, folks. We're going to get a very sharp readjustment on
the stock market and that’s what’s going to trigger the problem
with the American balance of payments.

So, 'm not very—if you want to be complacent about the future,
be my guest. If you don’t want to be complacent, be my colleague.

Commissioner WESSEL. Let me ask another question. Thank you
for that. Let me ask another question. I wish you had been avail-
able during our trade deficit hearing.

Mr. WOLMAN. I'm sorry, I was ill at the time.

Commissioner WESSEL. No, no, we appreciate that because we
had wanted you to participate. The steel industry is currently un-
dergoing a crisis and perhaps deeper—not perhaps but deeper than
it had during the 1980’s. At that time the steel industry paid
roughly $100 million in legal fees to bring their cases. As a rep-
resentative of smaller sized businesses, predominantly, how do you
view access to the trade laws? If we're all talking about the need
to monitor and enforce the WTO agreement, if China accedes, can
your clients, can your member companies afford to do that?

Mr. KEARNS. Well, we have been to USTR on two occasions with
member companies and because theyre small businesses, small
manufacturers, in terms of getting into the Chinese market, USTR
won’t even look at us. You know, they just don’t have the resources.

To be absolutely fair, if you want to try to open the Chinese mar-
ket, the amount of market opening that will be done for these two
small companies getting into China, vis-a-vis, maybe some other
larger problems, is a smaller benefit to the U.S. economy. So the
U.S. Government does not, in my opinion, dedicate the resources it
needs to, to market opening and it certainly doesn’t dedicate the
resources it needs to compliance.

I don’t know if Harry Wu has appeared here or will appear here
but you know, he can tell you an American businessman goes over,
thinks he’s dealing with a Chinese businessman and then the sub-
contract goes from the Chinese businessman to the prison labor
factory, for instance, and there’s no way that two or three Customs
visits a year to China in a country that vast are going to, turn up
these things.
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So, yes, it is a question of money and resources and they’re abso-
lutely inadequate, which is why I want to try to focus on what we
can control here as opposed to trying to change behavior in Japan
or China.

Commissioner WESSEL. But just as a priority as we—or a crea-
ture of Congress, if I remember NFIB and other small business or-
ganizations have told members of Congress and their staff that 80
percent of the new jobs created are in small businesses. So if em-
ployment, wealth creation portion of economic security is impor-
tant, then our priority should also be helping clients of your organi-
zation and others who need the resources, who need the help.

Boeing can afford to be able to press its case forward. Your com-
panies are the ones who need help.

Mr. KEARNS. Yes, I won’t dispute that. NFIB, of course, is mainly
service businesses, it’s not manufacturing. And I think the empha-
sis has to be on manufacturing. Again, you put a man or woman
together with a machine, they can command higher wages than
stocking a shelf at WalMart.

Commissioner WESSEL. Thank you.

Co-Chairman MULLOY. If I can add just one thing to that discus-
sion, the Commerce Department is trying to build a good—USTR
is too small of an agency to really do compliance. They’ve got 175
people over there and are negotiating. You need compliance and
they’re trying to build a unit in the Commerce Department which
I headed for a couple of years and we got some additional resources
precisely to take on those types of cases that you're talking about
Kevin.

Now, I don’t know how effective they’ll be but I do think that’s
where we really need to press because USTR is not going to be an
adequate mechanism to do the compliance work in my view.

Mr. KEARNS. No, I agree with that.

Co-Chairman MULLOY. Commissioner Robinson.

gommissioner ROBINSON. Rupert, we’re delighted you’re here
today.

Mr. HAMMOND-CHAMBERS. Thank you, Roger.

Commissioner ROBINSON. I think it was a very interesting ex-
change we’ve had on your portfolio more generally and, of course,
Jim Lilley has a view on this as does Commissioner Bryen and oth-
ers that make for a very animated debate and I think it’s going to
be an important element of our work to flesh this out, particularly
the issue of who has the leverage here. Is it indeed Taiwan that
is perhaps becoming over-exposed from an investment potentially
debt which is going to get to the root of my question and other ac-
counts, or in fact, do we have the tail wagging the dog.

Are they actually a good deal more clever than we might imagine
and in fact, insinuating themselves into Chinese society and polit-
ical life to a greater extent, et cetera? In that connection of just try-
ing to basically flesh out some of the statistical side of this, you
may not have it available and I'm not trying to put you on the spot.
I'm the last one that would, but I was wondering if we might be
able to acquire a sense of Taiwan’s total credit exposure to the
mainland both in public and private sector debt. I can’t imagine
that even you have that off the cuff, but it would be something that
if it is around, would be useful, I think, to us.
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And similarly, the idea of if many Chinese imports are, indeed,
restricted, is it also true that China is not able to float equity and
debt offerings in the Taiwan securities markets? Is that likewise
restricted?

Mr. HAMMOND-CHAMBERS. It is but just to go back to your first
point, I don’t have those figures off the top of my head. However,
I would be very happy to generate some statistics for this Commis-
sion if you would wish and submit those in a timely manner.

Commissioner ROBINSON. That would be very helpful because, if
we do have, God forbid, something take place in the Taiwan Strait
or whatever, it is going to be important to understand what the eq-
uities—what the balances are, so to speak literally and figu-
ratively. But as I say, your testimony has been of great value.

Mr. HAMMOND-CHAMBERS. Thank you very much.

Commissioner ROBINSON. As far as the next hearing of the Com-
mission is concerned, and I certainly don’t mean to jump ahead but
we are going to be looking at Chinese fundraising in the U.S. cap-
ital markets on July 6th for those interested and that will likewise
be a public hearing.

But I did want to ask Kevin Kearns while we have him here,
about his view and I'd be interested in the views of others on the
panel, Mr. Wolman and certainly, Mr. Cohen, if—but Kevin, your
view on the rapid escalation of Chinese fundraising in the U.S. cap-
ital markets via principally the offering of securities by Chinese
state owned enterprises. Do you have a view on that?

Mr. KEARNS. Well, we do in the written testimony we’ve sub-
mitted. We clearly oppose this. We believe that no Chinese state-
owned company or even if it’s partially owned, any company with
Chinese Government involvement should be allowed to raise cap-
ital, period. All the issues of accountability and transparency, nor-
mal accounting practices, et cetera, all go by the boards and you
don’t get any transparency. So the point is that investors cannot
make rational decisions in the vast majority if not all of these
cases.

And the second thing that worries me just in terms of capital
flows is that Chinese ability to raise money. I remember at one
point last year we talked and there was—China had a backlog of
200 IPO’s that they were about to bring or willing to bring or ready
to bring to U.S. capital markets, and I know we did a quick cal-
culation. The amount of money was several times the trade deficit,
hundreds of billions of dollars that would be involved in capital
going to China.

Capital is fungible gets transferred there perhaps into Chinese
military. It’s a question of how much military involvement there is
in these various companies, et cetera. So I think it’s very problem-
atic and I think it’s something that this Administration needs to
look at and we all need to look at much more closely. The large
pension funds, potential holders of these IPO’s need a new set of
principles, whether it’s Chinese or companies that invest in oil in
the Sudan—which Chinese companies are involved in but Cana-
dians and others are involved in.

Commissioner ROBINSON. But benign civilian, to the extent that
they have them, private sector firms, would be another matter?
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Mr. KEARNS. Well, if it’s completely private, which is somewhat
unusual, and if they can satisfy western accounting standards and
things aren’t papered over by Goldman Sachs the way they were
in the Petrochina IPO, I'm willing to consider it, but I see very lit-
tle of that.

Commissioner ROBINSON. Thank you.

Mr. WoLMAN. I have a couple comments on this.

Commissioner ROBINSON. Yes, please.

Mr. WoLMAN. I think the most relevant one is the one I would
make. I have no—I want to make two points. First, I have no prob-
lem with going to state enterprise because I'm not enough of a free
enterpriser to say I don’t want state enterprise, okay? So to me
that’s, you know, an irrelevant question.

The thing that interests me in the Petrochina thing is, is it pos-
sible for the investment bank—to find some kind of a Sullivan sys-
tem, you know, as we had in South Africa, of the investment bank-
ers. What the hell are these guys doing with the money, what are
they doing, the people with the money, what is it they’re doing to
our people. So the fact of the matter is, I'd like some sort of set
of Sullivan rules so I want—I'm really going to change my meta-
phors now, the investment to be kosher from our point of view be-
fore they do them.

I have no problem with the idea. I think it’s a great idea as a
matter of fact.

Professor COHEN. I think it would be a great mistake to try
through government control to limit access to U.S. capital markets
to Chinese enterprises even state owned enterprises that have con-
verted now to joint stock companies. We have standards. If they’re
not adequate, we should improve the standards.

Secondly, we have mechanisms for enforcing those standards.
I've been involved in litigation that’s been brought against invest-
ment banks that have helped certain joint ventures between North
American companies and Chinese companies that have gone onto
U.S. capital markets and they’ve been accused of not making accu-
rate reporting disclosures, have been insufficient, inaccurate. We
have mechanisms for going.

Also, I don’t know of any scandal of any significant proportion
where the American public has been bilked by these enterprises. I
say leave it to the market, leave it to the democratic process to do
things as we’ve done with South Africa, more recently with China.
Let people decide whether they think these risks are worth it or
not. The market has already put its own evaluation on a lot of
these Chinese state owned enterprises and they’ve been seen to be
both in Hong Kong and here, not great investments.

Mr. WOLMAN. I've learned a lot from what you’ve just said, but
I would like Sunshine to

Professor COHEN. Sure, I'm not against that.

Commissioner ROBINSON. To strengthen disclosure requirements
would not be something that you would oppose, I take it, because
that’s a market-oriented event.

Professor COHEN. Not at all but we ought to have adequate dis-
closure requirements for all companies and not only Chinese com-
panies.

Commissioner ROBINSON. Right.
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Mr. KEARNS. But the Sullivan principles did not leave it to the
market. I mean, that is not markets doing their magic. The Sul-
livan principles were anything but.

Professor COHEN. I simply want to say, leave it to the market
and the democratic process.

Co-Chairman MULLOY. If we could now, I'm going to call on Com-
missioner Becker.

Commissioner BECKER. It’s getting late in the day and I'll make
it as quickly as I can for everybody. I would have liked to have felt
encouraged, Mr. Wolman, in reading, following along, in your re-
marks. I can’t say that I was, as far as the future is concerned, as
far as workers are concerned and as far as the transfer of capital
and the effect that this has on workers and families and commu-
nities.

One point that you raised in there of—in that you drew a correla-
tion with Germany and with Japan after World War II and talked
about 30 or 40 years of catch-up time, so to speak for wages and
benefits and all that to catch up.

Mr. WOLMAN. Yeah.

Commissioner BECKER. One thing I would point out, there was
a free trade union movement in Germany following World War II
which was sponsored and helped fostered by the United States
Trade Union Movement that went over there, the same thing hap-
pened in Japan. You had a Free Trade Union Movement so that
the workers were able to, when circumstances permitted, they were
able to share in the wealth that they helped create. Can that be
in China where you have a repressed society and you do not have
a free trade union movement? Can that be in a totalitarian coun-
try? Can we have that catch-up?

Mr. WOLMAN. If you're asking what we pressure for, to me this
is basically unacceptable. What you're saying is basically correct. A
lot of the reconstruction of Europe and of Japan actually after
World War II—I mean, those were my days in some sense. I was
relatively young and under those circumstances, I knew a lot of
guys who ultimately were involved in this kind of thing and some
of them were from the Trade Union who had an integral—had a
really integral role in those countries. I mean, I can remember this
very, very well.

And I think there’s a lot to be said in favor of that kind of thing.
The trouble is that the, you know, the movement has eroded. Now,
again, I'm not enough of an expert to really say about this thing,
but the other question you asked is am I very cheerful about the
future? I speak neither for Business Week magazine, or for the
MecGraw Hill companies, but I'm not particularly bullish, okay. I
think the Bush 43 economy is going to look a lot like the Bush 41
economy.

Commissioner BECKER. But my question though, my question
though, really is can we have a catch-up

Mr. WoLMAN. I haven’t wrote the book about this thing.

Commissioner BECKER. —situation in China? Can we have a
catch-up situation in China without having a free trade union
movement? Do we have a free trade union movement in Taiwan?

Mr. WoLMAN. Go ahead on this one.
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Mr. HAMMOND-CHAMBERS. Taiwan’s trade unions are actually
quite evolved and very active particularly within the state owned
enterprises.

Commissioner BECKER. The answer is yes.

Mr. HAMMOND-CHAMBERS. Yes.

Commissioner BECKER. We have a free trade movement in Tai-
wan and the answer is we don’t have one in China.

Mr. WoLMAN. Well, you guys go do something about it, okay?

Commissioner BECKER. Well, can we rebuild? My question is, in
your opinion, can we rebuild—can we get into a catch-up, can we
catch up to the standards like we did in Germany and Japan to the
8}111ite(}? States without developing a Free Trade Union Movement in

ina’

Mr. WoLMAN. I think we’d be very hard pressed to do so.

Ms. CoramoscA. No, just if you look at some of the numbers
going back to Bangalore, the medical transcriptionist here is paid
about $25,000.00 a year and there and their wages are fairly good,
you know, for Southern India, they’re being paid $125.00 a month.
And Mr. Muhrti said that he is frightened to death of the Chinese
software companies coming on line because theyre being paid a
tenth of what his workers are being paid, so I don’t see how we can
catch up.

Professor COHEN. That sounds exaggerated.

Ms. CoLAMOSCA. Really?

Professor COHEN. Yeah.

Ms. CoLaMOSCA. Which numbers?

Professor COHEN. A tenth?

Commissioner WESSEL. I'll yield my time.

Co-Chairman MULLOY. Okay, he’s yielding a second to you.

Commissioner WESSEL. A quick question; I believe it was in 94,
it may have been '95 that the administration proposed—wrote and
proposed a voluntary code of conduct for U.S. businesses doing—
having operations in China. Following up on the disclosure issue
that Roger has raised here a number of times today, is it appro-
priate for us to ask as a matter of disclosure if those companies
should disclose whether they were abiding by the voluntary code of
conduct in terms of their access to capital markets?

Professor COHEN. Sure.

Co-Chairman MULLOY. Let’s turn to Commissioner D’Amato.

Chairman D’AMATO. I’'m going to be very brief but I just wanted
to mention that I think that the discussion on Taiwan that we’ve
had today is really rather important for this Commission. We’d like
to work with you in terms of developing a better understanding of
the nature of that relationship and the puts and takes and what
those flows are like. I think we’re interested particularly in not
only who’s dependent on who which I'm not clear who’s dependent
on who, maybe there’s something in a third place that’s controlling
everything, I don’t know, but the transfer and—that transfer of
high technologies via Taiwan into the mainland, I don’t know to
what extent that is the developing issue, whether the mainland—
whether the PRC is using the tremendous relationship now devel-
oping with the Taiwanese business community to try and acquire
technologies more conveniently than it otherwise might or just
what the nature of this relationship is in terms of, you know,
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maybe the whole military overlay is more and more irrelevant to
what the importance of the Taiwan relationship is to the PRC.

Mr. HAMMOND-CHAMBERS. Firstly, it would be an honor to work
with this Commission on this issue to the extent you feel that there
is value in doing so. Secondly, in respect to the triangular relation-
ship between the United States, Taiwan and China and the tech-
nology space, this is not, for the most part, cutting edge technology,
not yet. Really, the evolution of the global technology supply chain
and Taiwan’s role in that is really characterized by the production
of low end technology products, the sorts of products that go into
%ur personal computers and our laptops that you can buy now for

799.00.

You know, quite frankly, the majority of those products now
probably have been made by a Taiwan company even though they
reflect the United States brand. In respect to intellectual property
itself, what we are beginning to see now is U.S. technology compa-
nies in Taiwan still, not really in the mainland, but in respect to
R and D, you're seeing U.S. companies start to construct quite sig-
nificant research and development facilities in Taiwan’s technology
parks with the idea of producing technology specific for a greater
China market.

For them that first and foremost interestingly encompasses the
overseas Chinese, all the global Chinese communities that are now
interwoven by the Internet, who can access goods and services
through the Internet and who can purchase things through the
Internet. It is this community that is invariably well educated,
quite affluent and Internet savvy. And you’re starting to see high
end products starting to be developed by some of Taiwan’s tech-
nology companies in conjunction with U.S. companies.

A good example is Microsoft’s relationship with a company called
Gigamedia, and they're starting to focus on the more high end
products specific for Chinese around the world. And it’s that joint
development of intellectual property for the market itself that I
think 1s something to keep an eye on. I don’t believe at the moment
that we’re circumventing any laws, certainly not that I'm privy to.

Chairman D’AMATO. There’s one matter that came to my atten-
tion. I don’t know how true this is, that the Deputy or Vice Chair-
man of the Koumintang apparently went on kind of a state visit
to Beijing and recently was greeted by the visiting potentate or
that sort of thing. Is that accurate?

Mr. HAMMOND-CHAMBERS. Well, Vincent Siew, who is the Vice
Chairman of the KMT, just did travel to Beijing in his capacity as
Chairman of the Cross-straits Common Market Foundation, which
is a concept that he’s pitching in Taiwan which has, in fact, the
backing of Chen Shui-bian and in the mainland where he got a rel-
atively cool reception, I'm not sure specifically because of the con-
cept that he was pitching and more because he has sort of at-
tempted to push the Beijing leaders to start talking with Chen. I
think that was probably the reason that he received the relatively
cool reception while he was there.

But this concept of the cross-strait common market is an intrigu-
ing one since the Europeans have used the common market concept
to either build walls or tear them down, depending on your per-
spective.
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Professor COHEN. I just wanted to say in this regard one ought
to give some attention to the implications of WTO entry for both
Taiwan and the mainland because people don’t see clearly enough
what this will mean and many of its reverberations, but I think
they’ll be significant.

Chairman D’AMATO. And does that mean that there will be more
U.S./Taiwan combinations of business that will then try to pene-
trate the mainland?

Mr. HAMMOND-CHAMBERS. I believe that that’s the trend to be
perfectly honest. It’s going to be—if you focus in on the World
Trade Organization, there are actually a number of very significant
issues in the Taiwan/China relationship coming down the pipeline
that we’re not talking about at the moment, specifically, again, we
come back to this issue of Taiwan’s sovereignty.

And a working example of that would be if Taiwan allows its
banks to go to the mainland, who would be the entity within Tai-
wan to guarantee the legitimacy of those banks? Will the Chinese
Government now start recognizing and talking with the Ministry of
Finance or is there sovereignty issues there and it’s not clear what
mechanisms they’re going to need to develop, whether those are
NGOs or some other mechanism that we’re not aware of to allow
the different governments to talk with one another in an acceptable
framework.

Professor COHEN. Also the mainland wants access to the markets
in Taiwan and I think the next step is those markets will start to
open to investment, et cetera.

Mr. WoLMAN. But there is the other side which has been made
before, which is that this triangular thing, I mean, does give China
a great deal of power over the American economy because my un-
derstanding is they can shut down the computer—I mean, I'm
probably exaggerating, they can do great damage to the computer
business at this very moment.

Mr. HAMMOND-CHAMBERS. They could but it wouldn’t serve their
interests——

Mr. WoLMAN. No, no, but it depends on how they—you know, not
the way you define their interests but they may change the way
they define their interests.

Mr. KEARNS. You don’t need to shut it down and cut off all your
profits. Merely the threat of action in some cases, the threat of cut-
backs, et cetera, are enough to produce results, political or eco-
nomic results that you want.

Co-Chairman MuLLOY. Now, I want to ask a question. Ambas-
sador Barshefsky stated on page 1 of her prepared testimony,
quote, “The November 1999 agreement that she negotiated on Chi-
na’s WTO accession, secures broad ranging, comprehensive, one
way trade concessions on China’s part, granting the U.S. substan-
tially greater market access across the spectrum of industrial
goods, services and agricultural”, end quote.

Some critics of the agreement contend it is unfair to depict this
as a one-way concession. They contend that the Chinese are not
stupid negotiators and what they got was to lock the market open
of America.

In other words, giving China permanent MFN and entry into the
WTO means the United States gives up its option which it pres-
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ently has, to use its market as leverage on the Chinese in either
commercial or political disputes. This assurance, they contend will
encourage U.S. manufacturers to invest in China and sell back
here to increase profit margins and I wanted to start with Pro-
fessor Cohen.

Do you think such criticisms of Ambassador Barshefsky’s depic-
tion of a one-way concession by the Chinese has any merit?

Professor COHEN. Well, I'm glad you asked that because it raises
a question I had in listening to other testimony. On the one hand,
we heard from Mr. Trumka that China’s WTO entry means we
have given up all our unilateral trade measures against China, 301
and all that.

On the other hand, Ambassador Barshefsky assured us those
aren’t effected at all and I assume we also have our anti-dumping,
et cetera. So that if we find violations on Chinese—on the part of
Chinese entities and government agencies, et cetera, I take it we
still have options to bring pressure against them, apart from doing
it through the WTO, but we have to ascertain what’s the correct
understanding of the legal position.

Co-Chairman MuLLOY. We asked for CRS to give us a legal
memo on 301 and they did, and the way it works is, you have to
first win your dispute in the WTO, then you use 301, but you can’t
use 301

Professor COHEN. That explains that apparent contradiction be-
tween the two statements.

Co-Chairman MuLLOY. Right, that’s what the CRS analysis
would suggest. Do you have any comments on that, that it was a
one-way concession on the part of the Chinese? Kevin?

Mr. KEARNS. Yes, I guess I would say, has anyone in this room
ever heard a U.S. trade negotiator come back from a long and ar-
duous trade negotiation and say, “I've failed”? No. I mean, every
trade agreement that I have witnessed in the past 30 years has al-
ways been the greatest and it is going to increase our access, it’s
going to do X, Y and Z and then two years later we are back negoti-
ating some sort of protocol.

We negotiated three separate intellectual property agreements
with the Chinese during the last decade. Each one, if you look at
the announcement was going to end the problem and it didn’t. I
think that Ambassador Barshefsky means well. She worked hard
on it.

The fact that it’s taken almost two years to get where we are
today, that is the recent agreement that Mr. Zoellick concluded
where apparently we agreed on an agricultural subsidy at 8.5 per-
cent, between five and 10 percent but closer to the 10 percent, indi-
cates that a lot of things weren’t nailed down in that trade agree-
ment. The figures on their, grain supplies, grain reserves, et cetera,
indicate that a lot that was negotiated in agriculture and promises
made to the farming community simply are not true in terms of
China being a market.

Again, I think the WTO is a mistake; that we should use U.S.
unilateral actions; and we can enforce access to foreign markets by
denying access to ours. I think that’s the most effective. We don’t
oppose greater trade. The question is, it has to be balanced. It is
not in balance. It is terribly imbalanced right now and it is going
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to lead sto some sort of financial catastrophe, a collapse or some
sort of rejiggering.

Co-Chairman MULLOY. Jerry?

Professor COHEN. I think we do need greater transparency in the
U.S. Government with respect to learning about the details of a lot
of things that has been indicated here are not really given to us
up front. The truth seeps out gradually.

I think secondly, however, to the extent we know this, we are
benefitting from this deal. It’s going to be a better situation than
existed prior to China’s WTO entry but I can’t tell you there aren’t
going to be a lot of problems and a long process but Barshefsky
herself recognizes this. I like the Chinese phrase, Xu yao yi ge guo
cheng, which means Rome wasn’t built in a day. Everything re-
quires a process. And I think we've seen huge progress since 1978
December when this whole thing started. We mustn’t lose sight of
that but it’s been inch by inch by inch.

But looking back over 23 years and I've been involved from Day
1, the progress is tremendously significant but insufficient.

Co-Chairman MULLOY. Let me thank all of you on behalf of the
Commissioners and the Commission for being here today and pre-
senting very, very thoughtful testimony and for being very respon-
sive to the questions.

Mr. Wolman, I thought the point you made about what
globalization is doing to working class and it’s going to move up the
food chain, and the need to really take care of those issues in our
own society was right on the mark and I think it will cause us to
think through some of these issues as we move along, but thank
you all for being here.

Mr. WoLMAN. Thank you very much. I would just like to say that
I learned a great deal during the time I was here and thank you.

Co-Chairman MULLOY. Thank you.

[Whereupon, at 4:42 p.m. the proceedings were adjourned.]



