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CHINA’S PREDATORY TRADE AND
INVESTMENT STRATEGY

WEDNESDAY, JULY 11, 2018

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

The subcommittee met, pursuant to notice, at 2:00 p.m., in room
2172 Rayburn House Office Building, Hon. Ted Poe (chairman of
the subcommittee) presiding.

Mr. POE. The subcommittees will come to order. I want to thank
everyone for their patience. As you know, we were in the middle
of votes when this scheduled hearing was supposed to start. With-
out objection, all members may have 5 days to submit statements,
questions, and extraneous materials for the record, subject to the
length limitation in the rules. I now recognize myself for my open-
ing statement.

No nation on earth has benefited more from the post-war world
order than China. From freedom of the seas to free markets to free
exchanges of ideas, China has harnessed the international system
built by the U.S. and its allies to become a major world power.

In the last 30 years with the global economy, more than 800 mil-
lion in China have come out of poverty. But despite these achieve-
ments, China does not want to play by the rules. Rather than help
preserve the global system that allowed China to grow rapidly, it
is exploiting its vulnerabilities to gain a strategic edge over com-
petitors.

China has no intention of becoming an equal partner in the
world community. They do this by cheating. Just as the Chinese
Communist Party does not want rivals at home, it wants to fix a
global system that ensures its dominance and no other country.
This includes surpassing the United States as the leading eco-
nomic, political, and military power.

To achieve economic dominance, China has resorted as I have
said to cheating. This includes enacting policies such as stealing in-
tellectual property from the United States and other countries,
forcing transfers in exchange for market access to technology, im-
posing discriminatory licenses on foreign companies while sub-
sidizing competing Chinese companies that try to operate through-
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out the world, and intentionally investing in American companies
to acquire sensitive U.S. technology.

Beijing is also intentionally overproducing steel and aluminum to
drive down prices—we call that dumping—to make it harder for
competing producers to remain profitable. Ultimately, billions of
dollars and millions of jobs in the United States have been lost be-
cause China cheats. China has shown no sign of changing its
course. Instead, it has launched two major schemes to strengthen
its economy and expand its control of the global economy.

First, through its Made in China 2025 plan, China is attempting
to become the leader in high tech industries. To do this China is
subverting the free market by imposing quotas and state subsidies
to prevent competition and gain self-sufficiency. It is also
prioritizing the takeover of foreign tech companies through state-
owned enterprises. Combined with state-sponsored cyber theft,
China hopes to monopolize high tech innovation and production at
the expense of the United States’ national security and its allies
and their national security.

Second, China has launched the ambitious Belt and Road Initia-
tive. Chinese officials claim the project is intended to strengthen
trade across Africa, Asia, and Europe to revive and modernize the
ancient Silk Road. But in reality, the Belt and Road is a debt trap
for—debt, D-e-b-t—for vulnerable economies that only benefit
China. By providing massive loans to high-risk markets China fools
developing nations desperate for investment into believing it’s a
win-win deal for everybody.

However, 89 percent of the construction contracts go to Chinese
companies, not the company or country in which the investment is
made. Chinese workers and Chinese materials are involved. Mean-
while, the host country is left paying the debt when the projects
go bust. Meanwhile, Beijing bribes and coerces local governments
ensuring Chinese influence. Bribery is a national policy by the Chi-
nese. This results in countries being forced to side with Chinese in-
terests are accepting a Chinese military presence. Additionally, this
practice fuels corruption in struggling democracies.

China does not share our values. We have long since seen this
in their human rights records and now it is obvious in their trade
policies as well. We could spend a whole hearing talking about the
abuse and human rights violations of China with its own people
and different religious groups in China. In 2001 we encouraged
China’s inclusion in the World Trade Organization. We thought
China was evolving from the backward political theories of the past
and opening up a free market and rule based. We were wrong. The
liberalizing economic reforms we expected never came, instead the
government increased its intervention in the economy.

So it is time we adapt our trade policies while working with our
allies to confront China’s bad behavior. Beijing has proven it is not
a responsible partner and a fair player in the global economy. It
should suffer the consequences. This hearing will help us decide
what those should be.

China does have enormous potential as a massive population, its
history of innovation and trade dating back thousands of years. It
doesn’t need to cheat. And then there is the issue of the South
China Sea where China is building islands to control the com-
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merce. China needs to be held accountable for its behavior, not re-
warded.

And I will now recognize the ranking member, Mr. Keating from
Massachusetts, for his comments.

Mr. KEATING. Thank you, Mr. Chairman, for convening this hear-
ing today. It is timely.

For months now, tensions have been escalating with China
around their unfair trade practices and less than a week ago, the
Trump administration triggered a trade war. China’s trade and in-
vestment tactics have long been a major problem for U.S. indus-
tries and American workers, and there hasn’t been a whole lot of
success in reining in their multidimensional tactics for taking ad-
vantage of American businesses and those of our allies. So it is a
tough problem. China has become the most important trading part-
ner of over 100 countries and they have aggressively pursued in-
vestments around the world that will link China with these coun-
tries for decades to come.

So today I hope to focus on what our options are. What do we
do to control and deal with this challenge and how can we do a bet-
ter job of doing more with what we can actually control? What can
we do to support our businesses that are under siege by China’s
unfair tactics? What can we do to expand our own economic oppor-
tunities around the world for American businesses and American
workers?

How we should use our multinational institutions to curb the un-
fair model being applied by China around the world and instead re-
ward rules-based economic practices that the U.S. and our own al-
lies adhere to and which give businesses and communities greater
certainty and reliability for their investments? We should take firm
actions against China, but we can and should also be advancing
our own interests and making the most of our own strengths.

This brings me to the role of our allies. The most recent hearing
we had in the TNT Subcommittee focused on Russia and China and
their nuclear arsenals. A consistent theme of that hearing was that
a major advantage that we have over both countries is the strength
of our alliances, an advantage they don’t have. And that is true in
both the economic and security arenas. We will be stronger the
more we turn toward our friends around the world and offer them
alternatives to Chinese investment. And the more that we foster
economic ties that can support shared values like labor rights, en-
vironmental protections, and the rule of law, the better off we will
be, the better off the global economy will be.

Whether it is joining with our allies and responding strategically
to China’s unfair practices or in being actively engaged around the
world to promote good governance, rule of law, and responsible in-
vestments to spur growth in emerging economies, we are stronger
when we bring our own resources together with those of our allies
who are also committed to the same ideals and goals that we share.

This is just one reason why I have been discouraged by President
Trump’s penchant for imposing tariffs as the sole means of trying
to extract what he wants from other countries. It is a blunt instru-
ment that brings along with it a near guarantee of retaliatory tar-
iffs that simply turn around and hurt Americans here at home. He
has used them against our allies and now he is using them against
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China. And, frankly, I am skeptical this strategy will yield the re-
sults that American workers and families deserve.

Americans don’t deserve just any action, they deserve a com-
prehensively strategic action that maximizes the possible impact
and brings with it the greatest possibilities of likelihood of success.
Where is this coordinated strategy with our allies? What is the
plan when hardworking Americans are feeling the consequences of
a trade war with China? What is the plan when China is able to
weather the tariffs longer than Americans can absorb in those con-
sequences?

China put together a comprehensive plan a long time ago for how
it is going to undermine U.S. business aggressively and strategi-
cally and how it is going to invest in countries around the globe
including here in the U.S. And while it manipulates the rules, it
does so as the game goes on. The Trump administration should not
be pursuing one-dimensional trade wars with China. If we are
going to protect our own economic and national security interests
that are so vital to the well-being and success of American families
across this country, we have to do so with a coalition.

So I look forward to hearing from the witnesses today because
it is critical that we think beyond this approach to also consider the
range of options the U.S. can employ to level out the playing field
and better protect U.S. interests in light of China’s unfair economic
tactics.

And I yield back, Mr. Chairman.

Mr. POE. I thank the gentleman from Massachusetts. I recognize
the chairman Ted Yoho from Florida, chairman of the Asia and Pa-
cific Subcommittee, for his opening remarks.

Mr. Chairman?

Mr. YoHo. I would like to thank Chairman Poe, Ranking Mem-
bers Sherman and Keating, and all the members of the subcommit-
tees for coming together to hold this joint hearing. Ensuring that
the United States can compete fairly with China is one of the most
important tasks in our shared jurisdiction and it is good that we
have come together today to give this challenge the attention it de-
serves.

After years of growing concerns and months of heated rhetoric,
the tariffs unleashed on China on Friday marked a definitive turn-
ing point in the U.S.-China trade relationships from decades of
failed attempts at constructive engagement to coercion and con-
frontation on both sides. While the same can’t be said for other
areas of the budding global fight over trade, when it comes to U.S.-
China trade many agree that the status quo can no longer be held.

The problem has been diagnosed correctly. China has crafted in-
dustrial policies designed to benefit them at other countries’ ex-
pense instead of providing mutual benefit. Trade is not a zero sum
game, but that is the approach that China often takes. Beijing has
implemented these policies through trade and investment tactics
designed to leach the benefits of the global trading system without
accepting its obligations.

This committee has played a role in highlighting this threat. In
one of the first hearings I convened as chair of the Asia Pacific
Subcommittee, Dr. Atkinson summarized the challenge before us,
testifying that rather than reform China has doubled down on its
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unfair mercantilist strategies and is now seeking global dominance
in a wide array of advanced industries that are key to U.S. eco-
nomic and national security. The threat is no longer a matter of de-
bate but an accepted fact.

Our hearing today turns on one of the only remaining areas of
disagreement, which tools should be used in response. The imbal-
ance in U.S.-China trade is about much more than the trade def-
icit. The deficit was caused by a combination of market forces and
unfair practices in the past and present. The United States and
many other nations have been cheated for too long.

But now the biggest threat from China’s predatory trade and in-
vestment policy concerns the future. China’s only response to U.S.
concerns has been an offer to buy more U.S. goods. We should
speak plainly. This is a ploy and a trap in an attempt to trick the
U.S. into claiming an easy but ultimately false victory. A brief re-
duction in the trade deficit will do nothing to solve the main chal-
lenges of the trade relationship. It won’t reduce long-term threat to
the U.S. competitiveness in advanced technologies. It won’t reduce
market access restrictions. And it won’t stop forced technology
transfer or blatant IP theft.

Xi Jinping and his cronies have made clear that they do not in-
tend to make any good-faith efforts to address these valid concerns.
Instead, they have decided to punish innocent U.S. citizens and
workers. Whether or not they are the right tool for the job, U.S.
tariffs are based on longstanding wrongdoing from the Chinese
side. China’s tariffs are pure retaliation designed to do nothing
more than inflict pain.

Because Xi in China refused to do the right thing, that is, com-
pete fairly or begin to offer real structural changes in their negotia-
tions with the U.S., it appears that we will be forced to use coercive
measures which we don’t want to do. Targeted tariffs may well
have a place in the suite of these coercive measures, but tariffs
alone won’t counter Chinese industrial policies, and untargeted ar-
bitrary tariffs may well end up being counterproductive and harm-
ful to Americans.

China recently placed $34 billion worth of tariffs on U.S. ag prod-
ucts that will hit soybean, beef, pork, and dairy particularly hard.
It is likely more will follow. A complete response will require more,
probably a comprehensive combination of targeted economic sanc-
tions on bad actors such as the export ban on ZTE and maybe
Huawei that Congress is seeking to enforce through an NDAA pro-
vision, investment and export restrictions, and upgraded protec-
tions for U.S. intellectual property and innovation.

It is critical for the United States to address the full scope of
China’s predatory trade and investment policies and this hearing
will help us make sure that the U.S. response does not leave any
critical tool by the wayside. I thank the chairman for having this
timely meeting and I yield back.

[The prepared statement of Mr. Yoho follows:]



China’s Predatory Trade and Investment Strategy
Subcommittee on Terrorism, Nonproliferation, and Trade
Subcommittee on Asia and the Pacific
House Committee on Foreign Affairs
Wednesday July 11, 2018
Opening Statement of Chairman Ted Yoho

Good afternoon. T'd like to thank Judge Poe, Ranking Members Sherman and Keating, and all
the Members of the Subcommittees for coming together to hold this joint hearing. Ensuring that
the United States can compete fairly with China is one of the most important tasks in our shared
jurisdiction, and it’s good that we’ve come together today to give this challenge the attention it
deserves.

After years of growing concemns and months of heated rhetoric, the taritfs unleashed on China on
Friday mark a definitive turning point in the U.S.-China trade relationship — from decades of
failed attempts at constructive engagement, to coercion and confrontation on both sides. While
the same can’t be said for other areas of the budding global fight over trade, when it comes to
U.S.-China trade, many agree that the status quo could not hold.

The problem has been diagnosed correctly. China has crafted industrial policies designed to
benefit at other countries’ expense, instead of alongside us. Trade is not a zero-sum game, but
that is the approach that China often takes. Beijing has implemented these policies through trade
and investment tactics designed to leech the benefits of the global trading system without
accepting its obligations. This Committee has played a role in highlighting this threat.

In one of the first hearings I convened as Chair of the Asia-Pacific Subcommittee, Dr. Atkinson
summarized the challenge before us, testifying that “rather than reform, China has doubled down
on its unfair, mercantilist strategies and is now seeking global dominance in a wide array of
advanced industries that are key to U.S. economic and national security interests.” The threat is
no longer a matter of debate, but accepted fact. Our hearing today turns on one of the only
remaining areas of disagreement—which tools should be used in response.

The imbalance in U.S.-China trade is about much more than the trade deficit. The deficit was
caused by a combination of market forces and unfair practices in the past and present. The
United States and many other nations have been cheated for too long. But now, the biggest threat
from China’s predatory trade and investment policies concerns the future. China’s only response
to U.S. concerns has been an offer to buy more U.S. goods. We should speak plainly: thisis a
ploy and a trap, an attempt to trick the U.S. into claiming an easy but ultimately false victory.

A brief reduction in the trade deficit will do nothing to solve the main challenges of the trade
relationship: it won’t reduce the long term threat to U.S. competitiveness in advanced



technologies; it won’t reduce market access restrictions; and it won’t stop forced technology
transfer or blatant [P theft.

Xi Jinping and his cronies have made clear that they do not intend to make any good faith efforts
to address these valid concerns. Instead they have decided to punish innocent U.S. citizens and
workers. Whether or not they are the right tool for the job, U.S. tariffs are based on longstanding
wrongdoing from the Chinese side. China’s tariffs are pure retaliation designed to do nothing
more than inflict pain. Because Xi and China refuse to do the right thing, compete fairly, or
begin to offer real structural changes in their negotiations with U.S. officials, it appears that we
will be forced to use coercive measures.

Targeted tariffs may well have a place in the suite of these coercive measures, but tariffs alone
won’t counter Chinese industrial policy, and untargeted, arbitrary tariffs may well end up being
counterproductive and harmful to Americans. China recently placed $34 billion worth of tariffs
on U.S. agricultural exports that will hit soybeans, beef, pork and dairy particularly hard. 1t’s
likely more will follow. A complete response will require more—probably a comprehensive
combination of targeted economic sanctions on bad actors — such as the export ban on ZTE that
Congress is seeking to enforce through an NDAA provision — investment and export restrictions,
and upgraded protections for U.S. intellectual property and innovation.

It is critical for the United States to address the full scope of China’s predatory trade and
investment policy, and this hearing will help us make sure that the U.S. response doesn’t leave
any critical tool by the wayside. I thank the witnesses for joining us, and look forward to hearing
their testimony and recommendations,
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Mr. PoE. I thank the gentleman from Florida. The Chair recog-
nizes Ranking Member Brad Sherman from California for his 5-
minute opening statement.

Mr. SHERMAN. Before I get tagged with being anti-China, I will
remind the subcommittee that I have been the least hawkish mem-
ber of the committee on issues of maritime items in the South
China Sea.

Now let’s look at our trade deficit with China. Some $375 billion
in goods, an 8 percent increase over what it was in 2016, a 450 per-
cent increase over what it was 18 years ago when we unfortunately
granted it most favored nation status. That is right. The trade def-
icit has grown $28 billion in the first year of this administration.

Back in May 2000 when I voted against most favored nation sta-
tus for China, I said that the agreement was going to have a ter-
rible impact on American working families and on the balance of
trade. It turns out, for once, I was right. I also said we needed an
agreement that set targets for reducing the trade deficit. We didn’t
get them. We are now told that this is Trump’s trade war. No,
China declared war, trade war, on the United States 18 years ago.

And before Democrats get carried away with the desire to repu-
diate our position, remember that 65 percent of Democrats voted
no on MFN for China. We should not abandon that position just
because some Republicans or the White House have embraced it.
And I would point out that we should withdraw MFN—that in
2010, I introduced the Emergency China Trade Act which revoked
MFN for China with 6 months’ lead time. It directed the President
to come back to us with a new trade agreement that would reduce
the trade imbalance to zero over a 4-year period.

Compared to that bill, Trump’s efforts on China are timid, weak,
haphazard, and unplanned. And while Wall Street pays economists
to tell us that the trade deficit isn’t a problem, in fact we have lost
2 million American jobs. That is opioid. That is alcohol abuse. That
is suicide. That is abandoned counties and small towns. And that
is the election of Donald Trump as President of the United States.

Those are the harms of our trade policy, a policy in which China
is allowed to have a 25 percent tariff on American cars going into
China while we have only a 2% percent tariff on Chinese cars com-
ing into the United States. No wonder Tesla feels that it needs to
open up a factory in China.

And now, as the latest insult to the American people and attack
on American workers is this new social score detailed in the For-
eign Policy magazine. I would like to enter it into the record.

Mr. PoE. Without objection, so ordered.

Mr. SHERMAN. China is going to give every one of its citizens a
social score. Bad social score you don’t get a passport. Bad social
score you don’t get a loan. Bad social score, a host of other things
can be taken away from you. There will also be a social score for
businesses, and lo to be a business with a bad social score. What
does it take to get a good social score? You have to buy Chinese
products.

So they are literally intimidating their citizens into increasing
the trade deficit with the United States and the devastation that
that causes, not to mention their theft of technology and their de-
mand for coproduction agreements. The WTO rules are not well de-
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signed to deal with a country that has a host of ways to increase
the trade deficit with the United States that are outside the WTO’s
purview. Whether it be the social score, whether it be coproduction
agreements, whether it be theft of intellectual property, whether it
be the fact that the Chinese Government doesn’t need to pass a
regulation or law which the WTO might look at, when they actu-
ally control the boards of the major companies that might other-
wise import American machinery.

So, all of the decisions, major economic decisions in China, are
government decisions. The WTO doesn’t deal with that and the
trade deficit increases, as does the harm to America. And I haven’t
even had time to talk about how they repress workers’ rights in
order to suppress labor costs and to manipulate the currency. And
I would need another 5 minutes, Mr. Chairman, to review all the
ways in which we do not have a fair trading system with China.
I yield back.

Mr. POE. The gentleman yields. The Chair will not grant you an
extra 5 minutes to give your opinion. The Chair recognizes other
members for their opening statement. Each member may have up
to 1 minute.

Mr. Rohrabacher from California?

Mr. ROHRABACHER. Thank you very much, Mr. Chairman. It is
a little disconcerting to hear our President be called weak and
when he is trying to do something that no other President has tried
to do, especially Bill Clinton who was President when you voted for
WTO and I was against it. Or did you oppose your President?

Mr. SHERMAN. No, I didn’t. I wish you would familiarize yourself
with my record.

Mr. ROHRABACHER. Oh, I am sorry. You didn’t oppose your Presi-
dent then, or you did?

Mr. SHERMAN. On everything affecting China trade I have op-
posed all administrations.

Mr. ROHRABACHER. And also let us note that was 2000. I only
have 1 minute here. So that was 2000, it was Clinton who gave us
that free trade. And did Obama do anything for the last 8 years?
Nothing like this President is doing. This President has been get-
ting right in their face and he is being aggressive on the issue of
everything you just brought up, but the fact the guys on your party
never brought it up.

So with those things said, let me note that China is

Mr. SHERMAN. Will the gentleman yield?

Mr. ROHRABACHER. I only got one—I have less than—I am out
of time right now. If you will grant me 5 more seconds because of
the interruption, China is a country of 1 million oligarchs, no free-
dom, and they are corrupting the world. And those million
oligarchs who control that country with an iron fist mean to do us
harm and I am glad we have a President now who is confronting
that, unlike Clinton and Obama.

Mr. POE. The gentleman’s time has expired.

Mr. ROHRABACHER. Thank you.

Mr. POE. I suspect this will be a lively hearing.

Mr. KEATING. The witnesses haven’t even started.

Mr. POE. Yes and you haven’t got your turn yet.

Mr. Chabot recognized for 1 minute, the gentleman from Ohio.
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Mr. CHABOT. Thank you. This committee, the Foreign Affairs
Committee, has been very engaged in responding to China’s nefar-
ious activities and the more we examine the worse it really looks.
And over in the Small Business Committee, which I happen to
chair, we have examined Chinese cybersecurity threats and probed
the problems created by firms like the Chinese telecom giant ZTE.

Whether we discuss intellectual property rights, the so-called
Belt and Road Initiative, technology transfers, trade, or the Made
in China 2025 plan, it is clear that Beijing continues to enjoy the
blessings of the rules-based international order while routinely
flouting its rules to gain a competitive advantage. This is deeply
unfair and also a direct threat to our national security.

It has also come to my attention that Intel Corporation is in
talks to transfer advanced semiconductor technology to Tsinghua
Unigroup, which is a subsidiary of Tsinghua Holdings, which itself
is a wholly-owned subsidiary of Tsinghua University and a public
university with, oh by the way, direct ties to the Chinese Govern-
ment.

I have the NDAA conference so I will be in and out here, but if
the witnesses are able to address it I would love to hear what they
have to say. I yield back.

Mr. PoOE. The gentleman yields back. The Chair recognizes the
gentleman from Virginia, Mr. Garrett.

Mr. GARRETT. Thank you, Mr. Chairman. I want to associate my-
self with the bulk of the remarks of my colleague from California,
Mr. Sherman, which I know is surprising to some people. But I
have to say that candidly, while certainly the expected partisan
barbs are in there and probably they would have been had the shoe
been on the other foot and I was speaking to the other administra-
tion, that I think he is right on the bulk of this and I think that
Brad Sherman also gave an incredibly insightful analysis of the
Iran nuclear deal, the JCPOA 5, 6 years ago to a mosque or to a
synagogue in California.

We need to stop with the partisan rankle for just long enough to
recognize that our job is to represent our constituents in our re-
spective districts but also the United States of America, collec-
tively, through our responsibility as members of a Federal Govern-
ment.

Now, ironically, I met with Virginia farmers before this com-
mittee hearing and the farmers are taking it on the chin as it re-
lates to this whoever-you-want-to-blame-it-on trade war that has
been going on for generations by virtue of the fact that that is one
of the few areas where in fact we have a trade surplus.

But the reality as stated by Mr. Sherman and candidly echoed
by the chairman and others is there is a 10 to 1 disparity as it re-
lates to automotive tariffs, there is a 5 to 1 disparity as it relates
to which direction the money is going by virtue of the trade rela-
tionship between us and China, and while I am reflexively anti-tar-
iff when that is the tool that has been used to bludgeon our work-
ers for years, it seems the most likely remedy might be found by
virtue of having used such tools ourselves.

So let’s try to work across the aisle together and find com-
monality and not ways to argue and get this right because it mat-
ters to the people who we represent.
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Thank you Mr. Chairman.

Mr. POE. And the Chair finally recognizes the gentlelady from
Missouri, Mrs. Wagner.

Mrs. WAGNER. Thank you, Chairman Poe and Chairman Yoho,
for organizing this hearing. And I thank our witnesses for being
here.

I am deeply concerned about the effect China’s retaliatory tariffs
will have on farmers and ranchers and pork producers and dairy
producers and consumers all over my home state of Missouri. Mis-
souri is a trading state. Exports support 88,000 Missouri jobs and
one out of every three rows of crops is grown to export. China’s 25
percent tariff on American soybeans will hit Missouri hard. Our
local newspapers and press are already reporting that soybean
farmers expect to sell their crops at a loss.

It is abundantly clear that these tariffs will hurt good, hard-
working men and women and their families and I worry that the
escalating trade war will create winners and losers in communities
across Missouri. While I commend the President for standing up to
China’s bullying trade practices, we need to keep these things in
mind as we go forward. I welcome your thoughts on these concerns
and I yield back.

Mr. PoOE. The gentlelady yields back. I will introduce each wit-
ness and then give them time for opening statements. Each
witness’s written remarks will be made part of the record.

Dr. Derek Scissors is a resident scholar at the American Enter-
prise Institute. Previously, Dr. Scissors was a senior research fel-
low in the Asian Studies Center at the Heritage Foundation and
adjunct professor of economics at George Washington University.

Dr. Robert Atkinson is the president of the Information Tech-
nology and Innovation Foundation. Previously he served as vice
president of the Progressive Policy Institute.

And Mr. William Reinsch holds the Scholl chair in international
business at the Center for Strategic and International Studies. He
is a senior advisor at Kelley, Drye and Warren, LLP, and pre-
viously he served for 15 years as president of the National Foreign
Trade Council.

Each of you will have 5 minutes. When you see the red light
come on in front of you, remember, stop talking.

And Dr. Scissors, we will start with you.

STATEMENT OF DEREK SCISSORS, PH.D., RESIDENT SCHOLAR,
AMERICAN ENTERPRISE INSTITUTE

Mr. Scissors. Thank you, Mr. Chairman. I apologize in advance
for being more boring than the committee has been to now. It is
a high bar for me to try to reach.

My written testimony is about Chinese investment and construc-
tion in the U.S. and around the world. Last night we got the first
set of $200 billion 10 percent tariff list which, you know, we will
be talking about for the next few months. I welcome any questions
along those lines however you see fit, but my time now is going to
be spent on the Chinese economic picture as it pertains to our rela-
tionship with them going forward.

The first observation I want to make is that people talk about
China as still growing rapidly, basically because a dictatorship in
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charge of the country says it is growing rapidly, and I would urge
you to be suspicious of that. China is in fact an aging and highly
indebted society at the moment. To keep people happy when they
will probably never become rich, the party is cleaning up air, land,
and water. They are making some progress in that effort. They will
pay good money and for decades to come for environmental tech-
nology and for food imports.

So there is an opportunity and we need to remember that as the
Representative from Missouri just reminded us. There is less of a
problem in one sense that for about 35 years the Chinese Com-
munist Party has emphasized jobs and it did so by subsidizing its
production to draw jobs from everywhere else. It was predatory eco-
nomic action for the sake of jobs in China.

Now the labor force is shrinking and aging and the Chinese will
be willing to import more and export less. Unfortunately, they will
only do that up to a point and the reason is they have a very seri-
ous debt problem. I would say on a bipartisan statement that our
debt performance from 2009 to 2017 was bad and China’s was
much worse. China keeps its domestic finances, and this can be
very technical and dull, but it keeps its domestic finances walled
off from its international finances because if it doesn’t money will
pour out of the country even faster than it is now.

Getting back to my first point about people who think China is
a powerhouse and is growing really rapidly, then why is money
leaving the country on a net basis every year? So because of this
risk the Chinese need money from a trade surplus and this is
something that many of my colleagues don’t recognize. Chinese say
they are not trying to run a trade surplus. That is not true. They
need the foreign exchange from a trade surplus to stabilize their
balance of payments and without it they have a possibility of a fi-
nancial crisis of a certain kind. Therefore, they are going to con-
tinue to run a trade surplus and we are going to continue to have
some of the problems that we have with them now.

The worst situation with regard to China’s economic future con-
cerns innovation. Growth is not going to come from China’s dam-
aged land. It is not going to come from an aging population. It is
not going to come from their debt-ridden financial system. It has
to come from innovation. The party recognizes this, but the party
also really doesn’t like competition as several members have al-
ready stated. And in my opinion, without competition you are not
going to get much innovation.

So what do we get from that? We are going to get the Chinese
trying to buy technology to upgrade their innovative capabilities
and steal it whenever they can’t buy it. I used to think Chinese IP
practices would get better over time, but their economic mis-
management means I think they have more incentive to steal tech-
nology and their practices are going to get worse.

You know, to qualify this a little bit, China is not taking over the
world. The Belt and Road is something I know a fair amount about,
is far smaller than its hype but it has been harming the U.S. The
main harm used to be subsidies to take American jobs. I think that
will lessen over time. But the coercing and stealing of American in-
tellectual property, which is the core of our comparative advantage,
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the core of what we get benefits for in trade, is going to get worse
because the Chinese need that innovation quite desperately.

And I am going to make a statement which I wasn’t going to
bother because the U.S. responses are long overdue, it sounds very
vague but here is a way to put it into context. I am pretty sure I
sat in this room 6 years ago when Chairman Ros-Lehtinen held a
hearing on Chinese IP practices and we all agreed in a bipartisan
fashion that we needed to respond to Chinese IP practices. And
here we are 6 years later and we all agree again, but we haven’t
done anything that has worked.

My own recommendation at the time and continues to be that we
target Chinese companies specifically who have gained from co-
erced or stolen IP and we target them internationally. Not just
banning them from U.S. business but applying global financial
sanctions. My concern with tariffs is that it targets the guilty and
the innocent together so you have no reason to stop stealing. Go
after the people who really commit the crimes and go after them
more strongly than perhaps a 10 percent tariff, which I don’t think
is particularly effective in light of Chinese subsidies.

There are many other possible steps we could take. I am happy
to talk about them, but I am actually going to stop here and yield
back my last 15 seconds.

[The prepared statement of Mr. Scissors follows:]
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Key Points

» China is investing much less i the US than it did just a vear ago. It has never invested

much in the Belt and Road. Yet China's glo
with impressiva diversification across countr

aring is considerable but uniikely to expand much, as the proj

nvestient spending remains healthy,

fes and the reemergence of private firms.
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drain China's foreign reserves, Construction ir

the number of countries is rising, not because China is more activ
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ut to change its investment review framework with new le
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Ars CONT

American headlines stress coming restrictions on
Chinese activity in the US. Global headlines stress
transformation wrought by the Belt and Road Ini-
tlative.! Actual measurement shows China has not
invested heavily in the US since early 2017 and never
invested heavily in the Belt and Road (BRT}.
Severel large transactions have driven China’s
2018 cuthound invesument, featuring 2 & billion
transport play in Germany, plus a series of health

care acquisitions. The top five investment targets
in 2018 o dare sit on five different continents. China’s
averseas spending habits are more diverse than many
observers believe,

The China Global Investment Tracker (CGIT)
from the American Enterprise Institute is the only
fully public record of China’s outhound investmeat
and construcrion.® Rather than presenting only wtals
or a map, all 3.000 transacdons are profiled in a pub-
lic data set. The CGIT estimates the number of in-
vestments in the first halt of 2018 dropped 13 percent
from the first half of 2017, Based on the number of

transactions and total amount spent, the first half
of 2018 strongly resembles the first half of 2015,
before the pace of capital exit first soared and then
was curbed by Beifing.

‘There are encouraging signs. Transport, energy,
and metals investment led in the first half but, con-
trary to Befjing's
estate are not dead. Perhaps the single best devel-
opment is priv

insistence, entertainment and rea

te Chinese firms are spending again
this year. While the rew quantity is Jower, the private
share of investment is back to its 2016 level, If 2018
continues to follow the pattern of 2015, total invest-
ment volume will be in the $115~5130 billion range
for the year. Another $1 willion globally could be
added by the end of 2024.

Investment by the People’s Republic of China
(PRC) is often contlated with construcrion of rail
lines, power plants, and sa forth. Construction does
not involve ownership, as investment does. Since
2003, there are more construction contracts worth
$100 million or more than investments, though the
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average construction deal is smaller. In the first half
of 2018, the PRC iniriated at least one 1
tion contract In over 40 countries, chieflv in energy
and transport.

Chinesc engineering and construction is the core
of the BRI Using the latest, 76-member version of
the BRI for the largest possible size, the BRI accounts
for over 0 percent of Chinese overseas construc-
tion since its inauguration in the fall of 2013, with
that pace holding in 2017-18. On this tally, in not
quite five years, BRI construction bas been worth
more than $250 billion. In contrast, the current sct
of BRI countrics accounts for less than 25 percent
of the PRC’s outbound investment over the period,
a bit morce than $150 billion total.

BRI investment weakness is especially troubling
for Beijing because the preferred location for Chi-
nese companies is closing off. The PRC’s investment
in the US exceeded $50 bittion in zo16, fell by more
than half in 2017, and was only $4.5 billion in the
{irat half of 2018, Congress has been crafting legis-
lation to tighten oversight of Chinese ventures since
the 2016 surge,? but there is less and less to oversee.
Chinese enterprises exist at the sufferance of the
Communist Party and must be treated according
The American goal should be to do so yet still offer
clear, stable policies to welcome investment when
national sccurity is not involved.

' CONSEruc-

CGIT vs. MOFCOM

The CGIT contains all documented investment
and construction transections worth $100 milk
(rounded) or more, starting in 2005 and updated
cvery six months. This features 1,400 investments
worth 8. trilion. The construction data set includes
1,500 projects worth $780 biliion and s stillincom-
plete. The CGIT also lists over 250 troubled trans-
actions worth $350 billion, in which investment or
construction was impaired or failed after a commer-
cial agreement was struck.

The CGIT does not inchade loans or bond pur-
chases, It measures gross capital outlay, excluding
depreciation and disinvestment. Disinvestment was
trivial until 2017 but then jumped, as private firms
faced financial and political pressure. Disinvestment
remains well under $100 billion in total and will ikely
fade by 2019, as retrenchment has alveady eased.

A

Finally, the CGIT relics on corporate scurces.
Companies frequently disclose a transaction and
then later describe it as occurring at an earlier time,
Tor this reason, isolating single-vear results can be
misleading.

China’s Minisery of Commerce (MOFCOM) pub-
tishes the official data on outhound investment. There
ig at present a base series on “equity and other” in-
restrents, which moves in similar fashion to the
CGIT and is subject to revisions MOFCOM does
wot explain,

Chinese enterprises exist at the
sufferance of the Communist Party
and must be treated accordingly.

Unfortunately, there is rnore. MOTCOM augments
the base scrics with refnvested earnings. Only it does
not measure this series; it just assumes a dollar value
for each month. There is also a “financial investment”
series, which is added after the fact but is typically
not published and difficult to verify. The various
moving parts mean that, when the commerce minis-
ter reporsted to the National People’s Congress that
2oty outbound investment was $124.6 billion, it was
unclear exactly what he was reterring to.3

After almost a decade in which the CGIT was com-
piled first and MOFCOM figures published later
matched it well, there was a divergence in 2013 when
the CGIT showed stability and cach MOFCOM com-
ponent rose, A onc-year gap is not itsell remarkable,
but it did coincide with Comniunist Party General
Secretary X1 Jinping’s branding of the BRI MOFCOM’s
2014 figures built off this basc. In 2015-16, China saw
heavy capital outflow and eventually imposed tighter
contrals.® Beijing was thus obliged to announce suc-
cess in the form of lower 2017 spending.

Private firms indeed spent less in 2017, but
MOFCOM simply excluded the vast bulk of the $43
biflion acquisition of Swiss agro-tech firm Syngenta,
clabming it was financed outside China. At worst, this
is deceptive. At best, it means money was either not
transparentt as investment or not recorded at al) when
originally sent out of the PRC—and definitely not
recorded when it was actually spont overseas. The
PR(s largest-ever acquisition was rade to vanish,
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If 2013 did not represent politicization of the data,
2017 certainty did.

MOFCOM indicates less than 33 billon of the
Syngenta acquisition was counted. Against that, the
assumed pace of reinvested earnings and opaque
financial investment, at $87 hillion and $79 billion
aver 201317 respectively, constitute dubious spend-
ing ¢laims. The MOFCOM column in Table 1 rep-
resents replicable figures, exclnding reinvestment
in 2013-17 but Including Syngenta fully. The total
is Jikely too low, perhaps by several tens of billions
of dollars.

Regardless of which numbers arc used, 2017 was
wegker than 2016 i1 at least one important respect:
The number of large transactions declined sharply.
That declinc was arrested in the first half of z018.
Because it manufactured a lowbase for 2017, MOFCOM
s reporting investment volume as rapidiy climbing
this year. The CGIT shows a drop, but this may just
be due to the limits of corporate disclosure. Both
measurements portray 2018 as thus far stmitar to 2015,

Reyond animual series, the CGLL has at least two
crucial advartages over MOFCOM’s data. First, in-

ividual transactions are disclosed. Second, national
policy requires MOFCOM to treat Hong Koug ¢
external customs port. Tt thevefore js said to receive
rnore than half of Chinese ourbound spending, Funds
flow through Hong Kong to final destinations, but
the ministry does not follow them further, Hence
irs bilateral figures, such as for Brazil, can be much
too low. The CGIT follows money to the true recip-
ient, providing far more accurate bilateral figures.

China’s Global Footprint

The CGI'Ps far supevior bilateral figures make clear
that neither the BRT nor Hong Kong draws the butk
of Chinese spending. The top 10 investment recipi-
ents feature only two BRI members and none in the
top seven (Map 1). While the US easily leads in terms
of total investment attracted, the American figure
is not nearly as impressive afrer adjusting for popu-
lation ar economic sive, and the trend is rapid decline.
For 2018 to date, Germany leads, but on the basis
of one large transaction. The story is similar else-
where--large transactions or their absence determin-
ing country resules. This s common when considering
such a small rime period, and half-year numbers
should not be taken too serionsly. One tentative

Table 1. Two Views of Chinese Qutward
Investment ($ Billion)

2005 10.2 12.3
CO6 ie.8 212
200 300 205
2008 55.9

2013 80,
2014 103.1

2015
2016
207
2N8HT 56.4
Total 1,090.5

F oo

4, 2018, rtip/
1372539872 harrs

flisn/ 2015068/ 147 ¢

result to watch: The Russian Federation fost o large
deal and as yet has drawn nothing at all to compen-
sate for that.

Another intriguing development is MOFCOM
depicting investment in the BRI as a whole as weak.
‘Iracking the BRI over time is difficult because the
number of participants continues to rise. And the
BRI would be immediately much larger ifa country
such as Britain joined. But MOFCOM pute the BRI
ivestment share at less than 15 percent through May
and falling, as growth lagged the rest of the world.
CGIT investnient munbers are currently more fa-
vorable to the BRI, perhaps because MOFCOM is
using only the original set of member countries.

Investment involves ownership, China may own
few assets in a country yet sign contracts worth bik-
Tions 1o build dams, housing, and more. The PRC
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Map 1. Top Recipients of Chinese Investment, 2005-18 {$ Biition}
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has far Ic y of investment than construc- information on Chinese activity may not be sutfi-
tion in Angola, for example. Even at $780 billion, the ciently documented to appear in the CGIT.
value of construction contracts that the CGI'F captures The most striking result sbout the construction

ew wwop 10 Hist is bow littie of the total it caprures, onty
35 percent versus 60 percent in investment (Map ).
iz bacause the economiss are smaller; there

is too low. Tarly years were underreported, and
projects trickle in slowly. Moreover, construction
activity is concentrated in poorer countries where This
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are no rich countries in the top 10. Eight are BRU
members. The totals differ, bur MOFCOM condirms
the CGIY result that the BRI construction share is
arger than its investment share.” Observers of
the BRI should facus on construction and engineering.
Because construction contracts appear more
slowly than investments, available 2018 numbers
may be missing up to $20 billion worth of deals.
Cwver the past 18 months, Argentina, Australia (pri-
marily through Chinese-owned john Holland), the
UAF, Egypt, and the Russian Federation saw the
most PRC construction and engineering activity.
An important difference between investment
arud construction lies below the quantities involved:
The role of private Chinese

in investment

soThpanic

Map 3. China’s Worldwide Reach

is now considerable, while state-
(SOEs) such as China National

wied enterpriscs
uilding Marerials
utrerly dom istruction. These 8Os have a
proven record in difficult settings ut home and over-
seas and arc massively aided by concessionary finance
from state-controlled ba (iven the state role, it
is no surprise that many Chinese projects are money
losers; they are usually not initiated for the sake of

profit.

A dollar invested and a dollar received for engi-
neering and construction do not have the same value
or impact. Nonetheless, investment and construc-
tion can be usefully combined simply to understand
the scope of the PRC’s activity (Map 2). Through one
or the other, PRC enterpi have a truly global
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footprint, including in comntrics that most multina-
tonals shy away from. China has not only intera-
donalized; it has successfully diversified. Investment
and construction cormbined now excred $10¢ billion
on all six populated continents. They exceed $200
hillion on all but South America and Australia.

The PRC’s Priorities and Problems

While some Chinese investment and construction
ig aimed at winndng diplomatic influence, most is not
concerited with the host country but rather targeted
at sectors where the PRC has cither need or expertisc
(Table 2). 1t is havdly a surprise, then, that ensrgy
dominates both investment and construction (in
the form of power generation). Since 2003, oil and
gas plays alone are larger in size than all metals
mvestment. Real estate just broke $100 billion.®
Technology is controversial but is barely half that
size. For 2018 to date, transport and metals invest-
ment are outperforming their historical trend, and
finance and agriculture are underperforming.

In constuetion, encrgy and power share the spot-
fight with transport. Coal and hydropower plants
draw the most energy contracts, each about one-
quarter of the total. Notwithstanding the attention
paid wo the PRC’s presence in global ports, rail and
roads easily lead transport construction. Real estate

Table 2. Sector Patterns, 2005-17 ($ Biliion}

is large-scale low-income housing plus specialty
buildings for host governments, and the pace of
activity there has picked up over the past 18 months.

Many of the numbers are impressive, but the growth
trajectory from herc is uncertain. On the positive
side for investment, the heavy capital outflow that
began in fate 2015 is now well in the rearview mirror.
Formal controls and detention of unruly CEOs?
combined to basically stabilize foreign exchange
outflows by the second half of 2017, and that has
held since.” However, the days of ever-rising for-
cign exchange reserves are even farther in the rear-
view mitror, and Befjing will continue to guard against
a repeat of 2015-16. Annual investment volume is
lkely capped at $175 billion for the next fow years,
less if the US remains hostile.

The determining factor for both the TS and global
totals way be how much private companies spend.
SOEs will of course conrinue to make large purchases
with the backing of the central government as long
as host countries permit. But hostility toward SO
acquisitions is growing among rich countries since
their multinationals cannot acquire the same SOEs.
Large SOE investments must be spaced over time
to avoid a tagh.

Private companies, especially those not relving
on state bank financing, can generally acquire asscts
with Iess opposition. It is thus encouraging, ifas yet
only suggestive, that the
private share has rebounded
in 2018 from a sharp drop in
2017 {Table 3). Private firms
not dictate the PR in-

vestment patterr; Befiing does.

Still, they can make the di
ference between a series of

$130 billion years ar a series

of $16¢ billion years.

Another positive develop-

— meri is move of a surprise and

even more tentatve: The 2018

share of greenficld spending
has climbed back to 2015 lev-

els after being minor compared

to mergers and acquisitions

in 206174 This also serves

e
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Transport 242.4
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Real Es 850.6
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Technology 52.4 6.0

Entertainment 40,7 2.3 1.0

Tourism 71

Logistics 32.8

Madlical 15.7 3.4

Other 54.6 49.0 .

Total 1,090.5 780.2 370.8
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to boost host country recep-
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Acquisitions carry
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fear of loss of competitiveness and technology and
the possible telocation of jobs. Greenfield invest-
roent avoids these problerns, if it can be sustained.

Construction activity averaged a hefty $100 bifion
anmually in 2015-17. (Jtis too early to assess 2018.)
The trend is for stability rather than growth. The
PRC no longer needs to engage in overseas projects
for the sake of emploving its own people, since the
labor force is shrinking and aging. Moveover, because
SCEs dominate construction and many projects are
unproficable, their financing constitutes another
drain on foreign reserves, which Befj
o contain?

The BRI has a minor impact on investment. BRI
constriction and engineering appears to be growing,
but that may just be a function of adding countrics
and, in any case, is not enough to raise overall activ-
ity. The BRI is in fact largely 2 branding of enginecr-
ing and construcrion Chinese firms were alrcady
undertaking for vears. But it was announced by and
is politically tied 1o Xi Jinping."? As a result, there
is heavy pressure to hide failures, though failures
arc unavoidable when building highways across
ousty closed borders or acquiring contested

ing will seek

The PRC fails the basic reciprocity
fest: itwants SOEsto be ableto
controHoreign giants yet never be
acquired themselves.

When noncommercial factors impair a commer-
cial agreement, this qualifies as a “troubled” trans-
action. PRC construction and engincering companics
typically face §6-37 billion in such impairment annu-
ally, such as several road contracts in Bangladesh.
Because investment involves indefinite ownership,
it faces more obstacles than construction, to the

tune of $25 hillion or so in annual losses of some
sort, despite the commercial partners wanting to
proceed.

Beijing has belatedly unraveled deals either di-
rectly or by finding fault with Chinese enterprises
Involved, Domestic or international security con-

Table 3. The Private Share of Investment
Since 2010 (Parcentage)

are was tiny beiors 2010
\rrerican Literprise Institute and ¢ feritage £
bal fracker, b

undation,
Hina

frontations have made continuing business impos-
sible. Multiyear operating losscs or vaiuation declines
also qualify.

The main issue, though, is host countries inhib-
iting or outright barring investment. The PRC fails
the basic reciprocity test; it wants SOFs to be able
to control foreign glants yet never be acquired then-
setves. This imbalance is more stark in sectors desmed
strategic, such as in the now-infamnous Made in Ching
3025 program. ™ And this current round is hardly the
first set of industrial polices. Beijing likes compe-
tition everywhere except at home,

A second concern of host governments has grown
in importance over the past 18 months: a large-scale
PRC economic presence bringing unwanted social
and political influence campaigns. Developing coun-
tries have long fretted over being overwhelmed by
Chinesce firms. The problem has recently expanded
with accusations of extensive Chinese interference
and graft o Austratia and Malaysia.s Some Furopean
Union member states fear Beijing is buying votes
on certain issues, especially from cast Ewwope® As
with lack of reciprovity, concerns about inappro-
priate influence engender broad hostlity in host
countries, including those just watching.

The top two recipienis of the PR(s investment
by velume are unsurprisingly by far the top two in
terms of troubled transactions {Fable 4). The US
has effectively barred attempted technology invest-
ments; Australia is more cautious in rejecting China.
fran and Germany are present due to older events.
The main event in troubled transactions in 2018 is
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the collapse of private encrgy firn CEFC China En-
ergy, which atrempted to make a major purchasc in
Russia and could not even complete much smaller
transactions in the Czech Republic snd Romania.
Ir usually takes time for a transaction to unravel
completely, so there will eventually be more for
2017-18.

The US Needs to Be Clearer

Since 2011, the CGIT has come part and parcel with
a call for reforming the Committee on Foreign In-
vestment in the United States (CFIUS). In just the
past month, reform bills have passed both House
and Senate, leaving onlv reconciliation, and have
been blessed by President Trump.® Problem solved?
Only partly.

There is little Chinese investment v the US at
present, bur Bejjing could casily trigger another rush
with supportive financing. A maore legally and tech-
nically capable CFIUS is entirely justified in that
sense. A controversial point is whether the unre-
formed CFIUS has failed to protect advanced rech-
nology until now. The CGIT does not show successtul
purchases of advanced technology. Thi
it the House and Senate bills empha-
sizing transactions that are hard ro monitor, such
as small scquisitions of emerging technology or deals
in which Chinese participation is intentionally ob-
seured.’”

Both hills also expand CFIUS's authority fo new
areas. They corvectly idendfy as important the related
issues of eybertheft, personal data, and rule of law.
American Josses from Chinese theft of intellectual
property (IP), by cyber means and otherwise, run
at least in the tens of billions of dollars annually.2°
Loss of technology through IP thett is evidently a

igger problem than Joss of technology through
poorly monitored transactions. Punitive tariffs were
applied in July 2018, but these punish endire sub
tors, with no incentive for individual firms to stop
stealing,

A number of Chinese firms are interested in enti-
ties holding Americans’ personal data. This can be
secn in the rise of PRC healrh care investments. The
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danger lies in the party then deciding it wants these
data. The absence of ruie of law means previously
legitimate Chinese transactions would immediately
TUrn into security ri

s. In 2017, CFIUS blocked the

Table 4. Most Troublesome Countries, 2005-17
{$ Billion}

Germany

Russian Federation 14.3
Libya

Subtotal for Top Six 1927.2
Total for All Couniries 370.8

MoneyGram acquisition on these grounds, but it
recently permitted Ceeanwide to buy health insurer
Genworth.®

This leaves a series of challenges still facing CFIUS
and American policy genevally. Sancrions for 1P theft
should be developed outside CFIUS, Regarding
personal data, the US needs a clear and consistont
position to emerge, so that firms do not need to
anticipate which side of the MoneyGram/Genworth
divide they fall on. The CFIUS biils themselves are
lengthy, and implementation will be complex. Yet
it needs to happen quickly to mininize security visks.
The additional security intervention, eyeing the PRC,
should not inhibit spending by thousands of com-
panies from partner countries that have proved their
value to the US for decades, CFTUS therefore needs
both more and highly capable staff, which of course
requires money.

The single most imporrant guestion for CFIUS
staff is identifying who is involved in a deal, which
is no Jonger a simple task. 1f identification is not done
properly, CETUS reform goals cannot be achieved.
"The biggest PRC acquisition in the US in 2017w
routed through ireland. The most controversial deal
saw Lattice Semiconductor briefly pretend it was
being bought by an American firm. The money was
inese.?* Money ultimately means influence, no
matter the company naine or headquareers location.
Shell companies mean any minimum owncership
standard can be gamed, so the best way to deter-
mine control of a firm is to trace financing.

It is reassuring that the CFIUS bills sidestep
several largely faise concerns. Reciprocity is a long-
standing sore spot. The Chinese market is certainly
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less open than the American, bur calls for sirmple
rociprocity in investment are misguided. The US
will not open advanced technotogy sectors just
because the PRC supposediy does, nor would there
be any value in Befjing opening industrics that alveady
see enormons overcapacity. As tempting as calls for
fairness are, they would make for bad policy if applied.
Another commonly misunderstood matter is
state ownership. While SOEs account for most of
China’s global investment, their US share is below
40 percent and falling. More important, there is tittle
difference in Communist Party control of private
firms and SOEs. The absence of rule of law means
te Chinese companies have no way to appeal
23 When censidering commercial com-
petitivencess, private Chinese companics are subsi-
dized less than SOEs and hence are superior investors.
But they are as beholden to the party for their sur-
vival as SOEs arc,* and there is no justification to
treat them differently regarding national security.
A final issue is dormant but could reappear after
the next elect: i8 shoudd remain focused on

Abgout the Author

national security, not be used to evaluate cconomic
criteria. As demonstrated, protecting secarity is
daunting erough on its own. Moreover, notions of
“net economic benefit” and the Eke would lead Im-
mediately to domestic interests sceking to avoid
competition. Foreign investment brings jobs, and
competition brings innovation. Neither should be
curbed, by CFIUS or another body,

In sum, PRC entities should be sanctioned for
gaining from 1P theft. Because there Is no rule of
Taw, Chinese firms generally cannot be trusted with
personal data. As has always been frue, Amoerican
dual-use technology must be protected. These are
the priorities, but they do not cover all Chinese ven-
tures or close to it. Long-standing American policy
is o welcome foreign investrnent. This policy should
be extended to the PRG, subject to the needed im-
jtations. Ching has shown it will invest and build
globally regardiess of whar the US does. The best
American response is clear and consistent policy
that draws the Chinese spending we want.

Derek Scissors (derek.scissorsi@aet.org) is a resident scholar at AETand the immodest creator of the China

Glebal Investment Tracker.
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Mr. PoE. Thank you, Dr. Scissors.
Dr. Atkinson, recognized for 5 minutes.

STATEMENT OF ROBERT D. ATKINSON, PH.D., PRESIDENT,
INFORMATION TECHNOLOGY AND INNOVATION FOUNDATION

Mr. ATKINSON. Thank you, Chairman Poe and Ranking Member
Keating. I will take Derek’s 15 seconds. I appreciate you inviting
me here today.

I think it is important to recognize that the problem with China,
in our view, is not so much the trade deficit, it is that they have
a contra-strategy to seek and attain global technology dominance
in a wide array of technology-advanced industries that the U.S.
specializes in. And unchallenged this could and potentially is re-
sulting in the loss of U.S. competitive advantage in a wide array
of industries that we enjoy right now that provide high wages to
American workers.

Technology acquisition is at the center of China’s strategy. They
lag behind us in most industries and absent cheating, as the chair-
man said, it is going to take them 20, 30 years to come close to
catching up. They understand that and so their entire strategy, the
first part of it, is premised on getting technology from foreigners
by hook or by crook.

There is a recent study by the National Bureau of Economic Re-
search looking at joint ventures in China. This is one key tactic
they have. Between 98 and 2012 there were over 4,000 U.S. joint
ventures in China. The study found that not only did the Chinese
JV partner gain substantial technological capabilities, but so did
other Chinese firms in the same industry which isn’t a surprise be-
cause that is exactly what the Chinese want with joint ventures.

There has been a lot of talk about the fact that we don’t have
a right to force China to roll back its 2025 ambitions. I disagree
with that—I agree with that. We don’t have a right to ask them
to not advance technologically. Every country has that right. What
we do have a right to insist upon is that they do it through fair
practices, and right now the bulk of their practices are unfair.

I would argue though that success is an incredibly daunting task.
They have several weapons that they are able to use that we don’t
have. One of them is they can punish and they will punish U.S.
corporations with impunity. They know how to do that. There is no
rule of law. They can retaliate against U.S. firms in pretty much
any way they want to do. And secondly, it has been raised before,
the WTO provides little redress so much of what China is doing is
in the gray area of the WTO or even in areas that the WTO proto-
cols don’t cover.

So what do we do? Number one, I agree with the Trump adminis-
tration. We have to focus on results-oriented trade. This is not
about winning a case or not winning a case. This is about insisting
upon a wholesale set of practices that they change, which to me
have to be around forced technology transfer and IP theft, and then
a significant reduction of their industrial subsidy regime.

So what do we do, how do we do that? I think number one, the
best way we are going to be able to do that is we need a coalition
of the willing. We have to have our allies at our side because they
are hurt by China as well—the Japanese, the South Koreans, the
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Europeans in particular, and the Canadians. Not having those al-
lies at our side makes this a much tougher fight.

Secondly, even if we don’t win, in other words winning meaning
rolling back their practices, getting the Chinese to admit and roll
back their practices, even if we can’t do that we need to put road-
blocks in their way. One roadblock would be obviously passing
FIRRMA, having the President sign it, and really taking a hard
line on restricting Chinese investment in the United States par-
ticularly in areas around innovation. Second would be enacting a
regime where we treat their technology licenses in the U.S. the
way we treat theirs.

We should limit science and technology cooperation with China.
It is not clear to me why we continue to cooperate. Dr. Scissors
mentioned a few things going after specific Chinese firms that have
benefited. So, for example, we should prohibit Chinese firms that
have stolen intellectual property from using our banking and finan-
cial system. We should enact an antitrust regime that is much
tougher on the Chinese. So, for example, U.S. DOJ does not take
into account the fact that when state-owned enterprises merge that
is not covered by U.S. antitrust law, whereas private sector merg-
ers in other countries do that.

Lastly, we need on this, we need to, I would argue, set up a new
regime in the antitrust bureau to focus on foreign government-led
enabled antitrust violations. Subsidies, all of these other practices,
these would be, if the private sector were doing them, antitrust vio-
lations. We should treat Chinese firms that benefit from these as
antitrust violators.

And lastly, we shouldn’t let China gain the moral high ground.
That has been one of the most disconcerting things I have seen
when you have President Xi claim and have the media agree that
he is the defender of free trade when there is nothing more ludi-
crous under the sun than that statement. We need to be seen as
the defenders of global free trade and we can’t let China have the
high ground. I am sorry I don’t remember which member said this,
but we didn’t start the war, the Chinese started the war. Mr. Sher-
man said that. We are just now finally fighting back. So thank you
and I look forward to your questions.

[The prepared statement of Mr. Atkinson follows:]
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Good afternoon Chairman Poe, Ranking Member Keating, and members of the Committee; thank you for
inviting me to share the views of the Information Technology and Innovation Foundation (ITIF) on the issue

of Chinese predarory trade and investment policies and what the U.S. government should do in response.

The Information Technology and Innovation Foundation is a non-partisan think tank whose mission is to
formulate and promote public policies to advance technological innovation and productivity internationally,
in Washington, and in the states. Recognizing the vital role of rechnology in ensuring prosperity, TTTF focuses
on innovation, productivity, and digital economy issues. ITF has long focused on the issue of how unfair
foreign policies and practices, particularly Chinese, negatively impact the U.S. economy. I very much
appreciate the opportunity to comment on these issues today.

The Existential Threat of Cocrced and Purloined Chinese Technology Acquisition

Ever since the first industrial revolution advanced countries have worried abour technology transfer to foreign
nations. For example, it was against the law to transfer technology designs outside of Britain; something that
Samuel Slater did when he memorized the plans for wextile machines before immigrating to the United States
and establishing the first U.S. textile mill in Rhode Island.

Today the United States leads in the so-called fifth industrial revolution (information technology) and hopes
to lead in the 6th (artificial intelligence, robotics, etc.), but a major threat t our Jeadership is technology
ransfer to China. China is secking global technology dominance in an array of advanced technology
industries through an unprecedented array of predatory economic and trade policies and practices, including
theft of U.S. technology and coerced transfer thereof. The world has never seen a country like China before,
with its organized and strategic system of authoritarian statc capitalism. [t is not a market cconomy where
firms largely dictate their own strategy and behavior. It is not a country governed by the rule of law. Ttis nota
country constrained by global norms of acceptable economic and trade behavior. It is a country where the
government is concerned with one and only one economic goal: winning in advanced technology industries

by any means possible.

As ITIF has documented across a seties of reports—including “False Promises: The Yawning Gap Between
China’s WTO Commitments and Practices,” “Enough is Enough: Confronting Chinese Innovation
Mercantilism,” and “Stopping China's Mercantilism: A Doctrine of Constructive, Alliance-Backed
Confrontation "—China has deployed a vast panoply of innovation mercantilist practices that seek to unfairly
advantage Chinese advanced-industty producers over foreign competitors.’ These practices have included
forced technology transfer and forced local production as a condition of market access; theft of foreign

s to Chinese markets in certain sectors;

intellectual property (IP); curtailment and cven ourright denial of acc
manipulation of technology standards; special benefits for state-owned enterprises; capricious cases to force
foreign companies to license technology at a discount; governmene subsidies of Chinse companies, and

government-subsidized acquisitions of foreign enterprises. U.S. and foreign enterprises across virtually every
advanced technology sector—from acrospace and biotechnology to information and communications
technology (JCT) products, Internet, clean energy, and digital media—have been harmed by China’s
aggressive use of these types of innovation mercantilist policies and will continue to be harmed if China

cannot be pressured to roll back its egregious predarory practices.
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In the last few years, though, the focus of China's efforts has shifted. In 2015, Chinese President Xi Jinping
unabashedly trumpeted a goal of making China the “master of its own technologies.” China’s arrival at that
point resulted from the evolution of Chinese economic policy over the past two decades. Up to the mid-
2000s, China’s economic development strategy sought principally to induce foreign multinationals to shift
relatively low- and moderate-value production to China.® It used an array of unfair tactics, including currency
manipulation, massive subsidies, and limits on imports. That strategy changed in 2006 as China moved to a
“China Inc.” development model of indigenous innovation which focused on helping Chinese firms,
especially those in advanced, innovation-based industries, often at the expense of foreign firms. Marking the
shift was a seminal document called the “National Medium- and Long-term Program for Science and
Technology Development (2006-2020),” the so-called “MLP,” which called on China to master 402 core
technologies, everything from intelligent automobiles to integrated circuits and high-performance computers.

The MLP announced that modern Chinese economic strategy sought absolute advantage across virtually all
advanced technology industries. [t rejected the notion of comparative advantage: which holds that nations
should specialize in the production of products or services at which they are the most efficient and trade for
the rest. Instead, China now wishes to dominate in the production of a wide array of advanced technology
products including jet airplanes, semiconductors, computers, machine tools, robots, electric vehicles, artificial
intelligence software, and pharmaceuticals. Essentially, Chinese policymakers wish to autarkically supply
Chinese markets for advanced technology products with their own production while still benefirting from
unfettered access to global markets for their technology exports and foreign direct investment (FDI).

In recent years President Xi has doubled down on this approach, through new promulgations such as the
“Made in China 2025 Strategy,” the “13th Five-Year Plan for Science and Technology,” the “13th Five-Year
Plan for National Informatization,” and “The National Cybersecurity Strategy,” among other policies. The
“Made in China 2025 Strategy,” for instance, calls for 70 percent local content in manufacturing components
in China, while policies enumerated in documents such as the “13th Five-Year Plan for National
Informatization” and “The National Cybersecurity Strategy” effectively deny access to ULS. enterprises
seeking to compete in emerging ICT industries such as cloud computing in China. The “National
Cybersecurity Strategy” further outlines a goal for China to become a strong cyber power by 2020, and that
includes mastering core rcchno[ogies, roany of which the United Stares is currcnr]y the international leader in,
such as operating systems, integrated circuits, big daa, cloud computing, large-scale software services, the
Internet of Things, 5G wireless systems, etc., as the country increasingly pursues a strategy of shutting ouc
foreign competitors in the interest of advantaging domestic enterprises and industries. As the Mercator

Institute for China Studies in Germany writes, “Made in China 2025 in its current form [means that] China’s
leadership systematically intervenes in domestic markets so as to benefit and facilitate the economic
dominance of Chinese enterprises and to disadvantage foreign competitors.“/‘ For instance, with regard to
1CT-enabled manufacturing (i.e., “smart manufacturing”) the strategy calls for 80 percent domestic market
share of high-end computer numeric controlled machines by 2025; 70 percent for robots and robot core
components; 60 percent for big data; 60 percent for I'T for smart manufacturing; and 50 percent for
industrial software.
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China’s economic strategy can be summarized as follows: China seeks global competitive advantage in
virtuaﬂy all advanced industries. However, attaining that requires signiﬁcam “leaming” as the production
“recipes” to make a jet aircraft, a computer chip, a genomics sequencer, a robot, or a biotech drug are
incredibly complex and can’t be obtained from scholatly journal articles or other widely available sources of
scientific knowledge. The United States has gained competencies and leadership in these and a host of other
industries the hard way: trillions of dollars of investment in R&D, producrion testing, workforce training,
and other areas in order to master incredibly complex products and production systems. The Chinese
government knows that if it proceeds the fair and “nacural” way that it will take it many decades for Chinese
firms to close the gap with global leaders. Most of their firms are too far behind to be able to catch up any
time soon through organic and fair means. Hence, it has embraced a multifaceted set of policies and programs
to obtain the knowledge and capabilities it needs from foreign producers; including through theft of
intellectual property, forced joint ventures and technology transfer as a condition of market access; and state-
subsidized purchases of or investments in foreign advanced industry firms. And once it obtains that know-
how, it then proceeds to lavish subsidies and other benefits on its Chinese business champions so they can
advance and scale up, while at the same time limiting foreign company market access in China. Once the
Chinese champions have the protected “aircraft carrier” of a domestic market they provide subsidics and other
incentives to enable their companies to launch attacks (“going out”) to take market share from global leaders
in non-Chinese markets.

Foreign Technology Acquisition Underpins “Made in China 2025”

At the heart of China’s strategy is foreign technology acquisition. The Chinese leadership knows that if it just
relies on market forces few if any foreign technology leaders will provide them with the technology Chinese
firms need. Fewer would even establish factories in China, preferring jnstead to simply export products to
China. As a result, China has deployed a panoply of tools to obtain needed foreign technology.

Intellectual property theft is one important tool in the Chinese arsenal. China has deployed industrial spies to
obtain foreign secrets. As the New York Times documented, a leading Chinese computer chip maker allegedly
paid employees of a Taiwanese chip company working with the U.S. company Micron to steal valuable chip
designs. Another vector is cyber theft. Seven percent of U.S. firms operating in China listed cyber theft asa
problem, a number that presumably would be higher if every firm that had faced an intrusion was aware of
it.” The IP Commission Report on the Theft of U.S. Intellectual Property found that China accounted for nearly
80 percent of all [P thefts from U.S.-headquartered organizations in 2013, amounting to an estimated $300
billion in lost business annually.® An updated 2017 Commission report put the figure at $600 billion.” Then
NSA Director Keith Alexander has called Chinese IP theft, “the greatest wansfer of wealth in history.™

Weak enforcement of IP faw is another vector. Chinese firms can often copy and reengineer foreign
technologies with impunity (what they call introducing, digesting, absorbing and re-innovaring), even those
technologies protected by patents. As a MIT Sloan Management Review article, “Protecting Intellectual
Property in China,” noted, “tatelectual property protection is the No. 1 challenge for multinational
corporations operating in China.”"! According to the U.S. International Trade Commission, in 2009, U.S.
IP-intensive enterprises conductng business in China reported losses of approximately $48.2 billion in sales,

royalties, or license fees due to Chinese IPR infringement.” In 2018, according to the American Chamnber of
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Commerce in China, one-quarter of surveyed U.S. companies cited “Insufficient protection offered by text of
1P-related laws and regulations,” while 24 percent cited, “Difficulty prosecuting IP infringements in court or

via administrative measures” as significant challenges.””

Another vector is to trick companies in the United States into thinking that a Chinese firm wants to invest in
them. A seemingly independent Chinese investment fund will approach a small o mid-sized U.S. technology
company and indicate a willingness to invest needed capital in the company. But before the Chinese company
can do this, they must do due diligence and they send in employees, who turn out to work for a state-owned
Chinese company) to obtain key information abourt the company, including trade secrets. The firm never
hears back from the investment company again.

An increasingly important way for Chinese firms to gain access to needed technology is to simply buy up U.S.
technology companies or invest in high-tech startups. Indeed, until recently, a not-insignificant share of
Chinese foreign direct investment into the United States was in technology industries. According to Select
USA, the wp four industrial categories in terms of numbers of Chinese FDI projects from 2003 w 2015 were
electronics, industrial machinery, software and informarion technology services, and communications.' The
Rhodium Group reports that over the last 16 years there has been roughly $18 billion of Chinese FDI into
ICT and electronics industries deals, with most of that in just the last few years. Of the $4.9 billion invested
in electronics, $4.2 billion was invested in 2016, with 99.99 percent of that going to buy U.S. firms.”” Of the
$14.2 billion invested in ICT, 74 percent was made from 2014 to 2016, with more than 95 percent going to
acquisitions.’® These numbers would have been considerably larger if the federal government had not
informally or formally blocked some deals through the Committee on Foreign [nvestment in the United
States (CFIUS).

The main purpose of most Chinese technology companies buying U.S. technology companies is not to make
a profit, burt to take U.S. technology to upgrade their own technology capabilities. The Rhodium Group
notes that in the aviation sector, “Ihe dominant player is aviation conglomerate AVIC, which is looking to
the US market to upgrade its technology and other capabilities.”"” Likewise, in the electronics and electrical
equipment sector, “Chinese investors are drawn to the US electronics and electrical equipment sector for
building their brands, expanding their sales and distribution channels, and upgrading their innovative
capacity and technology portfolios.”"® Investments in pharmaceuticals and biotechnology are “often driven by
upgrading technology (such as Wuxi’s acquisition of AppTec, a laboratory services firm).”*? As one study of
Chinese FDI estimated, 30 percent of the private firm deals and 46 percent of the SOE deals are motivated by
technology acquisition.” The authors go on to state that Chinese acquisition of overseas firms “has become
the most widely used methods [of investing overseas] for Chinese firms, largely because it provides rapid

»21

ACCess to propriera ry YSC‘] l'lOl()gy.

China has also ramped up its efforts to buy into catly-stage U.S. technology start-ups. A recent report from
DOD’s Defense Innovation Unit Experimental (DIUx) finds that “Chinese participation in venture-backed
startups is at a record level of 10-16% of all [U.S.] venture deals (2015-2017) and has grown quite rapidly in
the past seven years.” And some of this investment comes from venture firms that are backed by Chinese
governments (federal or provincial). For example, the Zhongguancun Development Group, a state-owned



31

enterprise headquartered in Beijing has sec up “Danhua capital” to promote the strategy of “Zhongguancun
capital going global and bringing in overseas advanced rechnology and talents.” Likewise, Shenzen Capiral
Group, a purportedly private venture capital firm that has invested in at least one advanced U.S. rechnology
company,”™ has actually received about 80 percent of its invested capital from the Chinese government,” and
its investments are focused, not surprisingly. to match the central governments key targeted industries. The
firm even boasts a chart the compares the technology allocation of its investments and how it compares to the

governments priorities.®®

Forced Technology Transfer as a Key Weapon in the Chinese Arsenal

Dwarfing these tools is forced technology transfer. Although China’s World Trade Organization (WTO)
accesston agreement contains rules constraining it from tying foreign direct investment or market access to
requirements to transfer technology to the country,” China routinely requires firms to transfer technology in
exchange for being granted the ability to invest, operate, or sell in China.® As Harvard Business School
professors Thomas Hour and Pankaj Ghemawat document in “China vs the World: Whose Technology Is
1e2,” Chinese technology transfer requirements as a condition of macket access have affected scores of
companies in industries as diverse as aviation, automotive, chemicals, renewable energy, and high-speed rai
To be sure, because such conditions usually contravene China’s WTO commitments, officials are careful not
to put such requirements in writing, usually resorting to oral communications to pressure foreign firms to

12

transfer technology.™ In 2011, then-U.S. Treasury Sectetary Timothy Geithner laid such concerns about
China’s technology transfer requirements, stating that “we’re seeing China continue to be very, very aggressive
in a strategy they started several decades ago, which goes like this: you want to sell to our country, we want
you to come produce here. If you want to come produce here, you need to transfer your technology to us.™'
In 2012, 23 percent of the value of all foreign direct investment projects were joint ventures.” And the U.S.-
China Business Council’s “2014 China Business Environment Survey” reports that 62 percent of companies
had concerns about transferring technology to China, while 20 percent reported that they had been requested
to transfer technology to China within the past three years.”

Forced technology transfer is not new. A 1987 Congressional Office of Technology Assessment report states,
“Alchough most U.S. firms approach the China market with the intent to sell products, many find they must
include technology transfer if they wish to gain access to the China market.” But what is new are two things.
First, there are more foreign companies sc:cking to get in the Chinese market, such that the scale of forced
technology transfer is much larger than it was two decades ago. In 2015 for example, 6,000 new international
joint ventures, amounting to $27.8 billion of FDI inflows, were established in China.*®

Second, the sophisricarion and value of the rcchnology the Chinese government is now dcmanding is
significantly higher than in decades past when U.S. companies could afford to give their Chinese “parters”
older generations of technology, confident that the U.S. firms could innovate faster. Now for many foreign
advanced industry companies, doing business in China requires transferring ever-more valuable technology to
Chinese joint venture partners. ln 2013, 35 percent of ULS. business respondents in China said that tech
transfer requirements were a concern, and 42 percent in advanced technology industries voiced this concern.*
Fifty-six percent of survey respondents who gave a response thought that tech transfer requirements were
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increasing.” And as USTR points out in its 301 report on China, it is likely that these numbers are under-
re})or[ed.js

For example, the CEO of a large multinational telecommunications equipment company recently

shared with ITIF that he opened up a large R&D facility in Beijing that employs over 500 scientists and
engineers. When asked if he did this 1o access Chinese engineering talent, he responded bluntly: “Unless I
promised the Chinese Government that T would open up an advanced technology lab there, I was told that |
would not be able to sell to the Chinese telecommunications providers,” (most of which are de facto
controlled by the Chinese government).

The Chinese government has employed the weapon of forced technology transfer to gain technological know-
how in a variety of industries. A well-known case in point concerns high-speed rail. Over the past 15 years
China buile the largest high-speed rail network in the world. That massive purchase of rolling stock, signal
systems, and related equipment was something no foreign rail producer could afford to ignore. As such, the
Chinese government had enormous leverage o pressure foreign producers o give the Chinese state-owned
enterprise competitors key technology and IP. The Chinese term for this is “exchanging market for
technology.” As Chen and Haynes document, in 2004 the State Council of China adopted a new railway
development strategy that shifted from jusc subsidizing domestic producers in order to help them improve
their technology to one where they “introduce advanced technology through joint design and manufacturing,
[with an ultimate objective to] to build a Chinese brand.™ After that the state Ministry of Railways (MOR)
launched three tenders for foreign high-speed electric trains and in each one MOR stipulated that foreign
companies had to collaborate wich domestic partners in the competition and had to transfer key technologies

to achieve localization.'®”

I'he tender included two key conditions: to win, the bidder had to transfer
technology to China and the final products had to marketed under the Chinese state-owned enterprise rail car
brand. This was all in support of the government’s “Action Plan for the Independent Innovation of Chinese
High-Speed Trains.” As a result, multiple foreign train companies were pressured to transfer valuable
technology to the Chinese companices (now principally one company due to the central government forcing
the two main companies to merge intw a powerful national champion, Chinese Railway Construction
Corporation, now the largest rail producer in the world.) As Chen and Haynes write, “The resule is a new
HSR {high speed rail] industry in China has emerged which now serves the new vast HSR network and looks
externally to export its new skill in HSR production and its new cutting-edge activity in HSR innovations.”
Not only are CRCC and related Chinese companies virtually guaranteed all Chinese rail projects, bue CRCC
is now aggressively exporting trains and train systems coneining advanced foreign technology to other
nations, backed with generous export subsidies from the central government. For example, the China Export-
Impore Bank (a state ﬂgcnc.y) announced in 2017 the equ ivalent of $30 billion in ﬁnancing assistance for
CRCC exports.* (Surprisingly, the U.S. Department of Commerce International Trade Administration, in its
document promoting U.S. rail export opportunities to China, makes no mention of the fact thar the lion’s
share of these opportunities come with forced technology transfer requirements.*?)

The Chinese have employed different tactics to the same end in the biopharmaceutical industry, where
vatious policies enable Chinese firms to get access to U.S. technology. For example, the relatively short six-
year term for data exclusivity, coupled with the lack of a formal definition of a “new chemical entity,” means
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the Chinese government can pressure U.S. firms to turn over important data to Chinese generic drug firms.
Similarly, the Chinese government requires that any drugs sold in China must go through Chinese clinical
trials, even if they are approved in the United States. This extends the time for sales before 2 company can sell
a drug by as much as 8 years, meaning that the company has only 12 years left of patent-protected sales in
China before a Chinese generic company can copy the drug. Moreover, in China, unlike the United Seates
and Europe, thete is no extension of marketing exclusivity at the back end to take into account long clinical

trial delays. Morcover, China also issues compulsory licenses for the intellectual property for particular

drugs.® Finally, it presses foreign biopharmaceutical companies to form joint ventures if they want their drugs
more easily put on the government list of drugs to qualify for reimbursement.*

We also see this in cloud computing. China requires companies running cloud-computing operations to be
locally controlled. This means that if a company like Amazon Web Services or Microsoft wants to serve the
rapidly growing Chinese marker it must parener with a Chinese company and sell their services under the
Chinese company brand. And as pare of this partnership the expecration is that the foreign cloud provider will
provide the Chinese firm with technology and know-how.” Chinese doud providers, like Aliyun, the cloud
services unit of Alibaba, is able to establish its own data centers in the United States without any similar
requirements.

The Chinese have long had policies in place reqairing joint ventures with local firms in order for foreign
companies to produce automobiles in China.* And many of those production JV requirements also include
joint R&D facility requirements. The government is now doubling down on this approach in order to be the
global leader in electric vehicles. For example, Renault-Nissan and Ford Motor have established joint electric-
car ventures in China.” Indeed, the New Energy Vehicles program under Made in China 2025 strategy
requirtes foreign companies wishing to sell in China to disclose and share valuable technology with their local
joint venture partner.’™® We see this pattern in many other advanced technology industties, including wind
turbines.”

Tools to Force Technology Transfer

The Chinese have a host of tactics with which they use to pressure foreign companies to transfer technology.
involve “making them an offer they can’t refuse.” The first and most important is to set up industries tha

All invol tking th ffer they t refuse.” The first and most TAINC S tO set dustries that

are off-limits to fully-owned forcign dircct investment. China’s “Catalogue of Industries for Foreign Direct
Investment” classifies industries based on categories: “encouraged,” “restricted,” “prohibited.” Other
industries are considered to be “permitted.” It is in the restricted category, (which includes 35 sectors, such as
automobiles, commercial aircraft, and high-value added telecommunications services) that foreign firms are

legally required to partner with a domestic firm in a joint venture.

China wields a host of other weapons o help foreign firms understand that it is in their interest to share their
technology. One is to bring bogus anti-trust charges against foreign advanced industry companies and then as
part of the sertlement make it clear that they must transfer technology to local Chinese partners.™ And with

Chinese courts largely rubber-stamping the government’s dictates, foreign companies have litde choice but to
comply. And, all too often, complying means changing their terms of business so that they sell to the Chinese
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for less and/or transfer even more IP and technology to Chinese-owned companies, often after paying
SUbS[}lnti'cll ﬂlles to [he g()\’erllmentﬂ

Another tool is to force foreign companies operating in China to store data abour Chinese users in China and
turn over encryption keys and source code for inspection. Likewise, in some industries companies muse
disclose trade secrets as a precondition for receiving regulatory approvals for investments. Still another is to tie
regulatory and licensing approvals needed for operation in China to technology transfer. Still another is to tie
purchascs by the state, including state-owned enterpriscs, to technology transfer. For example, the
Commercial Aircraft Corporation of China (COMAC) requires foreign suppliers to enter into JVs with
Chinese suppliers if they want to sell to COMAC.*>

Forced Technology Transfer is Effective

Some apologists for Chinese coercion argue that China is shooting itself in the foot with these practices and
that if we are just patient the Chinese government will see the error of its ways. Their argument is that by
making it so painful for foreign firms to do business in China, the foreign firms will decide to participate less
in China and not transfer any technology. Clearly this is naive at best. The Chinese government is masterful
at understanding the maximum amount of pain they can impose without the foreign firm balking.

Moreover, forced technology transfer has been an extremely successful strategy for helping China catch up
technologically. One recent study published by the National Bureau of Economic Research examined all
international joint ventures (JV) in China from 1998 to 2007. Between 1998 and 2012, they counted 4,057
U.S. JV’s in China. First, they found that the Chinese firms the government chose to be partners of foreign
investors were on average the best Chinese firms in the particular industry; they were Jarger, more productive,
and more subsidized than other Chinese firms. Second, the Chinese JV partner firm gained substantial
technological capabilities from its participation in the JV, even though foreign partners usually took steps to
limit the transfer of technology to the partner. Third, it was not just the joint venture firm that benefited; so
did many other Chinese firms in the same industry. As the authors write, there is a high level of “technology
leakage” to other Chinese firms. This should not be a surprise because the Chinese government sees JVs a tool
w upgrade entire Chinese industries, not just che designated champions. Fourth, the tech transfer effect is
larger if the foreign firm is 2 U.S. firm compared 1o a Japanese or Taiwanese firm. This should not be
surprising as in general U.S. firms are more focused on short-term returns (something they can get if they are
more accommodating to the Chinese government and Chinese industrial partners) and also because there is
more domestic government pressure of firms in Japan and Taiwan to not wransfer valuable technology to
China.” Finally, in contrast to what promoters of China’s accession to the WTO might have hoped for, the
amount of technology spillovers to other Chinese firms was actually higher after the Chinese joined the WTO
than before™*

Other Steps to Gain Dominance

Once Chinese firms gain access to needed foreign technology, the next step of the Chinese strategy is to
ensure that they have the capital needed to scale up. This involves direct and indirect subsidies and also
designing markets protected from foreign competition, so the Chinese firms can accumulate capital. Once
firms have the wchnology, competencies and scale to go global, die government often subsidizes global

9
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matket expansion, such as through the China Export-Import Bank (an entity the World Bank has funded)
and China’s Export and Credit Insurance Corporation (Sinosure).”” Maoreover, by leading to glohal
overcapacity and selling below cost, China uses that overcapacity as a cudgel to disrupe the economics of
innovation-based industries (i.e., subsidized competition prevents forcign competitors from carning
reasonable profits from one generation of innovation to reinvest in future generations of innovation) and thus
weaken foreign competitots, enabling Chinese firms to gain even more global marker share.

The Chinese government also works to limit foreign competition for its budding national champions. For
example, in the high-end equipment manufacturing sector, China maintains a program that conditions the
receipt of a subsidy on an enterprise’s use of at least 60 percent Chinese-made components when producing
intelligent manufacturing equipment.’® And despite the fact that China “clarified and underscored ... that ic
agreed that enterprises are free to base technology transfer decisions on business and marker considerations” at
a December 2014 meeting of the United States-China Joint Commission on Commerce and Trade (JCCT),
USTR notes that China has “announced two measures relating to [local procurement of] information
technology equipment used in the banking services sector and in providing Internet- or telecommunications-
based services more generally.””’

China also lavishes Chinese firms that have obrained foreign technology with massive subsidies. As George
and Usha Haley document i their book, Subsidies to Chinese Industry: State Capitalism, Business Strategy, and
Trade Policy, China’s game plan has long been to “aggressively subsidize targeted industrics to dominate
global markers.” As they docament, in the 2000s, China provided almost $100 billion in subsidies to just
three industries alone: $33 billion for paper, $28 billion for auto parts, and $27 billion for steel.” China’s
share of global solar pane] exports grew from just 5 percent in the mid-2000s to 67 percent today, with
Chinese solar output turbocharged by at least $42 billion of subsidies from 2010 to 2012 alone.” China now
wants to replicate this strategy in other advanced-technology industries, such as semiconductors and electric
batteries.”’ For instance, China’s National Integrated Circuit (IC) Strategy calls for at least $160 billion in
subsidics to create a completely closed-loop semiconductor industry in China, including explicit plans to
halve Chinese imports of U.S.-manufactured semiconductors by 2025 and eliminate them entitely by 2035.
The “Made in China 2025 Serategy” is supported by some 800 state-guided funds to che tune of more than
$350 billion, including advanced-bartery manufacturing, wide-body aircraft, and robotics.

China is Unique in Global Economic History

It is important understand how China differs from past Asian mercantilise nations. Japan and the four “Asian
Tigers” (Hong Kong, Singapore, South Korea and Taiwan) all implemented mercantilist practices to leapfrog
their industrialization process, including state subsidies, protcctcd home marke
China is different in three fundamental ways.

, and other policics. But

First, these nations, especially Korea, Japan and Taiwan, largely closed their markets to U.S. firms, preferring
to develop their own domestic champions. This reduced the leverage they had over U.S. firms to transfer their
technology as a condition of market acces

Moreover, it led U.S. companies to protest much more against
these unfair practices since the competition was between “our companies” and “their companies.” This
explains why there was strong bipartisan support in Congress and the executive branch in the 1980s and early

10
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1990s for tough action against these practices and for robust domestic competitiveness policies. U.S.
businesses strongly pushed for these policies.

In contrast, China took a different tact, welcoming in (some might say seducing) U.S. companies, bue
holding out access to the largest market in the world in exchange for what China wanted: advanced
technology. Moreover, because so many U.S. firms are now ensconced in China and would be significantly
hurt if they walked away, or if the Chinese government retaliated against them for U.S. government
enforcement action, most have been less than full-throated supporters of tougher enforcement action againse
China.

Second, Japan and the tgers were largely “rule of law™ nations. While the Japanese government, for example,
could exercise considerable discretion through so-called “administrative guidance,” it did have a Constiturtion,
a legislature (the Diet), and laws that courts would enforce. This meant that not only were more of their
mercantilist actions WTO-actionable, but there was a limit on how capricious and unfair the government
could be. China knows no such bounds. For example, the Chinese government is wo savvy and
understanding of W1'O legal arcana to ever put its rules on forced technology transfer in writing. Tt knows
that if ic did, this would be actionable under WTQ rules. Rather, its rules are informal—known to all, but
“hidden” behind face-to-face meetings and vague bur ultimately clear informal messages. Moreover, when the
Chinese government wants to send a message to a U.S. firm doing business in China—either to retaliate for
some legitimate action the U.S. government has taken vis-i-vis China or simply to require a U.S. firm to toe
the party line—it can pretey much do whatever it wants, including generating a trumped up anti-trust charge,
denying permits and approvals, or otherwise making life difficult for a U.S. company.

Finally, Japan and the Tigers were not only allies of the United States, they benefited from and required the
U.S. security umbrella. Without U.S. protection, these nations would have to cope with military and other
security challenges from China, North Korea, and Russia on their own. As such, that gave the U.S.
gOVCrnant some 1C\"Crﬂgc to (‘ha”cngc thcir more Cgfegiol]s pOIiCiCS ﬂnd prac‘ticcs, A/IOI'COVCY, th(‘
technological rise of these nations never posed a military and national security threat to the United States. In
fact, an increase in their economic and technological strength benefited U.S. national security. The exact
opposite is the case with China, which is working vigorously to upgrade its military capabilities to be on par,
if not ahead, of the United States.

What is at Stake?
Given China’s Made in China 2025 plan, it is no exaggeration to suggest that, without aggressive action, the

United States may face a world within two decades where ULS. jobs in industries as divers emiconductors,

computers, biopharmaceuticals, aerospace, Internet, digital media, and automobiles are significanty reduced
due to Chinese policies unabashedly targeting domestic and global matker share in those industries.

It is important to understand that the challenge to America’s leadership in technology-based industries is
much different than the process of losing more commaodity-based, low-skilled industries to China in the
2000s. If, for example, the value of the dollar was o fall significantly related o the yuan (and other
currencies), it is possible that America could regain at least some of the production lost to China in industries



37

like textiles and apparel, farniture, metal pares, and other similar low- and medium-value added products.
Companies could simply buy machines, set up factories, and restart produclion domestimﬂy in a cost-effective
way. But if America’s technology companies were severely weakened or even put out business, no currency
decline could bring them back because competitiveness in technology industries is based less on cost and more
on a complex array of competencies at the firm- and ecosystem-level. For example, a firm cannot simply buy
some semiconductor equipment and start producing chips. To do that would require not just machines but
deep and complex tacit knowledge embedded in the firm in workers (from the shop floor to scientists o
managers) coupled with an innovation ecosystem (universities training the right talent, a network of suppliers,
etc.). Once those capabilities are lost, they are essentially gone, and are very difficult to resurrect absent
massive government intervention.

There is an additional reason why losing advanced technology industries is problematic. Most technology-
based industries have high barriers to entry. In contrast to the t-shirt industry where entry largely requires just
capital to buy sewing machines, entry into innovation-based industries requires both physical and intellectual
capital. [nn an industry like semiconductors, for example, firms spend hundreds of millions, if not billions, of
dollars developing technical capabilities to enable production. Producing the first chip of a particular
generation is incredibly expensive because of the amount of R&D involved. Producing the second chip is
much cheaper because only the material and labor costs are involved. Tn this sense, fixed costs are extremely
high, but marginal costs are low. In these innovation-based industries losing market share to unfairly
competing firms supported by their innovation mercantilist governments means two things. ¥irst, sales fall.
This is true because global sales are largely fixed (there is only so much demand for semiconducrors, jet
airplanes, and other similar advanced products), and if a mercantilist-supported competitor gains market
Shﬂrc, thC mal’kct—basﬁ(l COmpCTitOr ]()SCS Shﬂrc. SCCOnd, bCCﬂuSC proﬁrs (‘Cflin(’, more Than SG]CS, it iS now
more difficult for the market-based innovator to reinvest revenues in the next generation of products or
services, meaning that the mercantilise-supported entrant has an advantage in the next generation of products.
This can lead to a death spiral whereby the market-based leader can lose complete market share.

A loss of advanced technology industries has two major negative impacts on the U.S. economy. The first is on
prosperity, as the average wage in these industries is approximately 75 percent higher than average U.S.
wages.®” The second is on national security and the defense industrial base. U.S. defense superiority is based is
in large part on technological superiority. Our service men and women go into any conflict with the
advantage of fielding technologically superior weapons systems. But maintaining that advantage depends on
the U.S. economy maintaining global technological superiority, not just in defense-specific technologies but
in a wide array of dual-use technologies. To the extent the United Srates continues to lose technological
Cﬂpabiﬁrics to China, U.S. rcchnological advrmtagc in defense over China will diminish, if not evaporate, as
U.S. capabilities whither and Chinese ones strengthen. It is certainly a highly risky proposition to assume that
the United States can concinue its weapons systems superiority over the Chinese ift 1) the Chinese continue to
advance, largely through unfair, predatory practices at the pace they are; and 2) the United States loses a
moderate to significant share of its advanced technology innovation and production capabilities. As ITIF
wrote in 2014, “The United States defense system is still the most innovative in the world, but that leadership

is not assured and is in danger of failing. This decline is not only impacdng defense innovation and
G2

capabilities, but also overall commercial innovation and U.S. competitiveness.™
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Why Action is Needed

Some have invoked the “willing-buyer, willing-seller” defense to describe the relationship between U.S.
companies and their Chinese company partners, especially with regard to joint ventures and technology
transfer. For example, in interview in China’s People’s Daily, Liu Chunrian, Professor of Law School of
Renmin University of China, argues, “the transfer of technology from American companies to Chinais a
normal business practice. It is the resule of two-way choice and independent decision-making by enterprises.
It cannot be regarded as a mandatory behavior of government procurement.”

There are indeed some cases where the U.S. company is willing and engages in partnerships under no duress.
But in most cases, foreign companies have litde real choice between doing at least some of whar the Chinese
government wants and leaving the market. A survey of companies conducted by the EU found that only 12
percent of respondents would have chosen their current JV structure in the absence of JV requirements.” As
Prud’homme writes, “Foreign firms are allowed some flexibility to decide whether or not they want to comply
with China’s FI'T' [forced technology transfer] policies. Yet all are accompanied by consequences for non-
compliance.”“ And as Hout and Ghemawat note, “Executives working for multinational companies in China
privately acknowledge that making official complaines or filing lawsuits usually does little good.”®

There is another challenge that relates to market failures. One challenges is that for many U.S. firms the
negative consequences from sharing technology won’t accrue to the firm for five or ten years, while the
negative consequences of not sharing technology are immediate. Given that the median renuse fora CEQ ata
U.S. large cap company is just five years, the rational decision for a typical CEQ is to avoid the short-term
pain, even if it means longer-term damage to the company.” The CEQ will likely be gone by the time the
damage is done. In the short run they get to continue to participate in the Chinese market with minimal
hassle fl'()(n dle go\’er[l]]lCﬂL They Cffeclively get CO’OP‘.ed.

A second market failure relates to spillovers. Sometimes U.S. firms share technology with Chinese firms that is
not very important to them but is important to its other U.S. competitors. 1f a U.S. company has only a small
share of the U.S. market in a particular technology, it is often willing to share that technology with its
Chinese partner, knowing that this will do little to hurt its core business, but might hurt ies other ULS.
competitors, all the while buying goodwill with the Chinese government. Often China is able to succeed at
this by focusing on second-tier players in any particular indusery segment which, as McKinsey notes, “have less
to lose than global giants—and everything w gain.”® The problem, of course, is that the U.S. company’s actions
harm other U.S. companies that are still competitive in that particular technology.

Why the U.S. Government Is Justified in Pushing Back Against Chinese Innovation Mercantilism
Broadly, and Forced Technology Transfer Specifically

The Chinese government defends these predatory practices on the grounds that as a sovereign nation it has
the right to build its own advanced industries. The state-run Global Times newspaper wrote that it’s “our
sovereign right to develop high-tech industry and it is connected to the quality of rejuvenation of the Chinese

GO

nation. Tt will not be abandoned due to external pressure.”
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1t is China’s sovereign right to do so the way they are doing it: as Jong as they are not members of the World
Trade Organization. But when China joined the WTO it made a binding set of commitments to live by that
So if

China insists on its right to practice predatory practices with impunity, it should withdraw from the WT'O.

at least in the spirit, if not the letter, of the law made these practices a violation of that commitment.”

Others argue that China is justified in its practices because it faces pressures to modernize. As an article from
Australia’s Lowy Insticute writes, “what is not negotiable for China is relinquishing the ambition of becoming
a global leader in advanced technology industries. That is central to its economic proggess as Chinese wages
rise, the workforce begins to contract, and its labous-intensive manufacturing moves to other countries.””
Likewise, a Council on Foreign Relations blog states that China’s “ambition makes sense within the context

of China’s development trajectory: countries typically aim to transition away from labor-intensive industries

and climb the value-added chain as wages rise, lest they fall into the so-called ‘middle-income trap.’

Bur these views are wrong on two grounds. First, as the McKinsey Global Insticute report How to Compete
and Grow: A Sector Guide to Policy shows, per-capita income growth is overwhelmingly related to the ability to
raise productivity in all industries, and not from changing an economy’s industrial mix toward higher value-
added industries.” Moreover, the so-called middle income trap is largely a myth.™ Developing nations are not
consigned to this trap; they can get out of it by raising productivity across the board in all industries.

Second, even if China wants to grow its technology economy, the key problem is the way in which they are
going about it. The major problem with Made in China 2025 s the vast panoply of illegal, unethical, and
unfair means China employs to reach its goals, which damage not only U.S. firms and workers, but the global
innovation economy.

Limits of the WTO

One major barrier to getting China to roll back its predatory practices is that the World Trade Organization
is not designed to deal with nations like China. The entire WTO framework, including its dispute settlement
process, is premised on governments abiding by the rule of Jaw and there being a fundamental separation
between the state and the private seceor. Neither is true in China, If something is in a law that is problematic,
the WTO can rule against it. But that is not how China works and the Chinese are extremely canny on
designing measures that can avoid triggering successful WO challenges. As Harvard Law Professor Mark Wa
notes, the lines between what is public and private in China blur, at least from a WTO perspective. He goes
on to ask, “These scenarios remain complicated. Would SASAC's ability to remove the firm’s top
management or the NDRC’s coordination on sector-specific policy suffice to render the firm a “public body?”
For cxamp]c, in China private banks often providc subsidics to an exporter because of informal demands from
the government. As Wu writes, “At the heart of this challenge is the fact that China’s economic structure is

75

sui genetis, having evolved in a manner largely unforeseen by those negotiating WTO treaty law.

Second, also another problem is that given the WT'()’s limited capacity, it can realis ly handle only about
two-dozen major trade dispute cases annually, meaning China can flood the zone with a gaundet of unfair

practices that could simply never get adequately adjudicated under WTO auspices.
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Finally, the U.S. government relies on firms to provide specific evidence of the unfair policies and harms. But
U.S. firms know that if they cooperate with the USTR in a case against China they will face recaliation. As
one corporate counsel related to me, representatives from their company met with the minister of a Chinese
agency to complain abourt an egregious and predatory action from the Chinese government and warned that if
this did not stop thar the firm would go to USTR 1o imitate a WTO case. The minister told the company
representatives that they certainly had every right o do that, bue that if they did that they would never sell
another product in China again. Needless to say, the ULS. company “turned the other cheek” and did not
Initiate the case.

This is not to say that more cases could not be effectively brought before the WTO, but there should be no
illusion that as an institution that WT'O can do more than push back at the margin. As such USTR should
develop WT'O “non-violation nullification and impairment” claims that would assert the United States is
being denied the benefits of reasonably expected market access. The claims can contend that China’s manifold
mercantilist policies undercut and undermine the benefits and rights the United States thought it was getting
when it assented to China joining the WTO. If that fails to produce satisfactory results, ultimately, the
United States with its allies should consider establishing an alternative organization that can and will do the
job. Nations that are governed by the rule of law and which do not put predatory praceices at the center of
their economic strategies would be welcomed to join. Others would be excluded, at least until they reformed
enough o comply.

What the U.S. Federal Government Should Do

The main approach now being tried is tariffs under Section 301 authority. The Trump administration has
announced placed tariffs on Chinese exports (including products ranging from aircraft to chicken incubators)
and has announced his intention to add to that, But it is not clear what the administration’s strategic goal is.
Is it to reduce the trade deficit with China? Is it to restore production in traditional sectors, such as steel and
autos? Or is it to pressure China to roll back egregious “2025” practices that threaten America’s advanced
industries? in our view, the goa] should be the latter.

Regardless, any effective campaign to roll back Chinese innovation mercantilism will require a concerted joint
campaign with our allies. The United States should be doing much more to develop such a coordinated
agenda with like-minded allies.

In any case, the U.S. government can and should take a number of steps on its own. And there are steps
Congress could take to help roll back Chinese innovation mercantilism. The first relates to boosting the
institutional capacity of the federal government to understand and address th ssues. The House should
introduce and pass a companion to the National Economic Security Strategy Act of 2018 (8 2757). By
requiring the administration to develop a national economic strategy to support the national securiey strategy,
the legislation will not only help the administration make stronger connections between economic security

and national security, it will help identify challenges and policy needs. By focusing attention not only on the
strengths and weaknesses within American industry related to national security broadly defined, but also on
the threats from other nadions, policymakers will be better prepared to take the decisive steps that are
required. ITTF has also published a list of proposals for legislative and administrative actions that would help
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with trade enforcement.”® Congress should also pass the Foreign Investment Risk Review Modernization Act
(FIRRMA), to modernize CFIUS. Tt should instruct USTR to bring a WTO case against China over its
ongoing failure to publish thousands of trade-related final measures, including subsidies, in a single official
journal as it’s required to do under W1T'O rules. One reason it’s been difficult to bring subsidy cases against
China at the WTO is that China fails to properly publish its subsidies. Getting the WTO to enforce China’s
publication requirements would make it possible to bring additional WTO cases for subsidy or other

violations, such as forced TP or technology transfer.

The United States also needs a new regime to contest China’s strice technology-licensing laws. Under Chinese
contract law and technology import-export regulations (or TIER), a foreign licensor into China is obligated to
offer an indemnity against third-party infringement to the Chinese licensee.”” In other words, a foreign
licensor licensing into China has to provide insurance that practicing the licensed technology does not
infringe any IP held by a third party. But, under TIER, this legal obligation only attaches to “technology
import contracts.” That is, this obligation only attaches to a foreigner licensing technologies into China; the
Chinese licensor has no such obligation. This discriminates against foreign licensors. The foreign licensor is
legally bound to offer something that the Chinese licensee is not, making it difficult for small companies,
companies which may cxperience high litigation risks in China’s litigious environment, and companies
engaged in collaborative research and development (such as cross-licensing, open-source licensing, and
charitable activities) to arrive ar mutually beneficial licensing agreements. TTER makes it almost impossible
for small companics, such as start-ups, to license their breakthrough technologies in China, because no start-
ups {due to their limited resources) would be able to conduct the complex analysis required by China’s high-
litigarion environment and industrial policies that limit the value of foreign IP in order to offer insurance
against third-party infringement disputes. While large multinational companies could avoid this issue by
licensing rechnology (e.g., through their China-based subsidiaries), start-up companies cannot do so because
they typically do not have subsidiaries in China. Consequently, the impact of the mandatory indemnification
requirement on stnall- and medium-sized companies, and especially start-ups, is particularly acute.

Another provision in TIER mandates that in technology-import contracts, improvements belong to the party
making the improvements, which typically is the Chinese licensee. Thus, foreign licensors, including U.S.
firms, cannot negotiate to own any improvements or to share the improvements with Chinese licensees, even
if both licensing parties desire for the improvements to be shared or owned by the foreign licensors.
Moreover, TIER prohibits any technology-import contracts to “unreasonably restrict the expore channels” of
the Chinese licensee, thereby impeding the ability of the two licensing parties to allocate markets as they see
mutually bereficial. Put simply, U.S. companies are obligated under TIER to let Chinese firms own the
improvements and cannot freely negotiate with Chinese entities.

To address this discrimination, Congress should enact a regime whereby if Chinese entities seck licenses in the
United States, then the Chinese enterprise must license on the same terms by which foreigners are required wo
license into China. Such legislation would specifically require the Chinese licensor to offer an indemnity
against infringement by the U.S. Jicensee and to stipulate that the U.S. licensees are entitled to own the
improvements they make and receive a reasonable market allocation under the licenses. Another possible
approach would be for Congtess to pass legislation requiring that the U.S. company whose original



42

technology was improved by the Chinese entity receives an automatic exclusive license to use that improved
technology {in the United States}, such that the full potential of the original technology owned by the U.S.

companies is not encumbered by improvements owned by the Chinese entity. Although technology-licensing
law is usually a matter of state contract law, the legislation would be enacted pursuant to Congress’s power to

legislate international commerce.

There are other ideas that are at least worth considering and developing further, The United States could limit
Chinese student visas to the United States. It could limit ongoing science and technology cooperation with
China. The administration could take a hard line on limiting most Chinese investment in the United States,
including in Chinese-backed tech accelerators.™ It could prohibit Chinese firms that are stealing IP from
accessing the ULS. banking and financial system. Tt could deny Chinese-headquartered enterprises access to
listing on ULS. stock exchanges if they fail to provide financial statements in line with generally accepted
accounting principles. It could build an “inspection wall” against counterfeit and pirated Chinese goods, with
the goal of stopping them all. China accounts for 87 percent of counterfeit goods seized each year, with costs
estimated to be between $30 and $40 billion.
in negotiations to roll back some of China’s most egregious innovation mercantilist actions, including forced

g

These kinds of steps could be employed to gain more leverage
technology transfer and massive subsidies.

The federal government should also work to establish a deeper North American supply chain, as at least
somewhart of an alternative to the Chinese supply chain. This would entail ¢ maintaining (if not improving)
NAFTA and expanding it to other Latin American nations.

It should also consider ramping up the use of anti-trust policies to discipline Chinese actions. Unfortunately,
our antitrust regime is like the WTO: it is premised on the view that it is private companies that are in the
driver’s seat and call the shots, not sovereign nations. For example, China has abused the doctrine of “foreign
sovereign compulsion” to justify anticompetitive behavior that has harmed U.S. interests, even though it
initially passed muster in U.S. courts. In 2016 the U.S. Second Court of Federal Appeals threw out a casc
against Chinese vieamin C makers alleged to have conspired to fix prices and limit supplies in international
markets, including in the United States, on grounds thac the behavior was directed by the Chinese
government and thus wasn’t actionable under U.S. antitruse law because deference must be given ro the
official policies of forcign governments (i.c., the foreign sovereign compulsion defense). While this verdict was
recently reversed by the U.S. Supreme Court, Congress should curb foreign governments’ ability to abuse the
foreign sovereign compulsion defense for these kinds of mercantilist ends.® One way to do so would be o
require courts t give consideration to the implications for U.S. industries’ global competitiveness in cases
should also call on the administration o

involving the forcign sovereign compulsion defense.*' Congre:
eliminate a regulation that exempts mergers involving Chinese state-owned enterprises from having to be
announced in accordance with U.S. anticruse law.®?

Congress should also pass legislation that would allow firms to ask the Department of Justice for an
exemption to coordinate actions regarding technology wansfer and investment to other nations. One of the
key levers China has is that it’s 2 monopsonist: its market is so large it can pressure foreign companies to hand
over technology in order to sell their products in China. But if companies in similar industries can jointly
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agree that none of them will transfer technology to China to gain market access, then the Chinese
government will have less leverage over them. The same would be true if companies agreed that they would
not invest in China until China improved its IP protections. Such an amendment to antitrust law would be
similar to the 1984 Cooperative R&D Act, which allowed firms to apply to form pre-competitive R&D
consortia.

Congress should consider going even further to stand up a new arm of DOJ’s antitrust division focused on
foreign government-enabled and led antitrust violations. Currently, DOJ can bring actions against foreign
firms if they are found to be acting in an anticompetitive manner. DOJ needs to not only be able to but be
willing to bring actions against foreign firms if their actions are helped by their state in a way that leads to
anticompetitive results. In the case of China, its subsidics, forced rechnology transfer, 1P theft, and other
unfair actions give Chinese firms unfair advantages that distort markets in an anticompetitive manner. DOJ
should be able to investigate cases and if they found a violation, bring those to an administrative law judge
who would adjudicate the case and the damages the U.S. government could impose on the Chinese
companies that benefited from the anti-competitive Chinese government policies or practices. The challenge
will be that not all Chinese companies likely to have cases brought against them are involved in the U.S.
market. But some are, and for the ones that aren’t such a ruling would effectively preclude them from
entering the U.S. market,

In summary, taking firm and strategic action against Chinese predatory, mercantilist practices is long overdue.
Whether such action can be successful is an open question, given the limits of the WTO, the unwillingness of
the administration to engage our allies in the fight (and often their reluctance to be in the fight), and the fact
that our leverage over China is much less than it was a decade ago. But one thing is clear: not taking action
will make it much easier for the Chinese government to achieve their goal of dominating globally advanced
technology industries.
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Mr. PoE. Thank you, Dr. Atkinson.
Mr. Reinsch?

STATEMENT OF MR. WILLIAM ALAN REINSCH, SCHOLL CHAIR
IN INTERNATIONAL BUSINESS, CENTER FOR STRATEGIC
AND INTERNATIONAL STUDIES

Mr. REINSCH. Thank you very much. It is a pleasure to be here.
China’s economic strategy is well known. It has been discussed
here at length. Rather than repeat that I want to spend my time
discussing what the United States might do about it.

Mr. POE. Could you pull the mike a little closer there?

Mr. REINSCH. Sure. How is that? Better?

And I begin with a fundamental principle. If a country has an
adversary and wants to stay ahead of them there are only two
ways—hold him back or run faster. Both strategies have their limi-
tations which is why the best approach is to pursue both. Let me
take them one at a time.

Holding the adversary back means denying him the means of
gaining advantage, if possible, while trying to leverage better be-
havior. This has been the focus of the administration’s efforts thus
far. We are attempting to deny China advantage through invest-
ment controls and export controls, both designed to impede the flow
of critical technology beyond our borders. Congress has recognized
that the current CFIUS process does not subject enough trans-
actions to review and has moved to expand its reach. Both versions
now in conference are thoughtful and carefully drafted. The admin-
istration has expressed its support and I think its enactment would
be a positive step.

Similarly, your committee has reported and the House has
passed legislation to reauthorize the Export Administration Act.
This is long overdue as you know and its enactment would also be
useful step. I caution the committee, however, against a too broad
expansion of controls. Maintaining control over the crown jewels of
our economy is important. Attempting to re-control technologies
that have already been released are not critical and are available
from multiple sources would accomplish nothing and would do seri-
ous harm to our exporters.

In addition to investment review and export licensing, devoting
more resources to compliance and enforcement is critical. The prob-
lem is not with large established companies which know the rules.
I am worried about the small start-up, the proverbial two guys in
the garage with a brilliant idea. When a savvy Chinese investor of-
fers them $100 million for their company they may not know or
care that such a transaction would require CFIUS review or that
any technology transfer pursuant to it could require an export li-
cense. The government does not currently do an adequate job of
finding and monitoring those situations and making sure
innovators know what their responsibilities are and that is some-
thing I think the committee could constructively work on.

Leveraging better behavior is more complicated. As the President
has said, the Chinese are doing what is good for them. Persuading
them to do what is not good for them is a heavy lift. I think there
are some areas where agreement ought to be possible and my
statement cites a couple of them as an example.
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The most difficult problem to address is Made In China 2025.
Here, we are asking China to restructure its economy into a mar-
ket-based system and effectively abandon its technology competi-
tiveness goals. Doing that would reduce the Party’s control of the
economy and the society, which is the last thing they will be will-
ing to do. Many of the technologies at issue involve aspects of the
digital economy. For China these are not trade issues. They are na-
tional security and public control issues and they are not suscep-
tible to resolution in a trade negotiation.

The President is attempting to force changes through tariffs.
That is not likely to succeed for the reason I have indicated. We
are demanding that the Chinese do something that will imperil the
Party’s control and it will certainly produce a great deal of collat-
eral damage in its wake. The better approach is through building
coalitions and I endorse what Rob said, I won’t repeat that ground.

I would also suggest that a more productive course would also be
to recognize the long-term battleground with China is not in China
but is in the United States and in third countries where the play-
ing field is level. We can deny them advantages here and in the
process give a boost to our own manufacturers and innovators.

In third countries we cannot only compete with the Chinese on
more equal terms, we can also develop networks of rules and stand-
ards that work to the advantage of Western economies. That is
what TPP was about. That is what TTIP is about, building trading
structures based on Western rule of law principles and standards
to which the Chinese will ultimately have to conform if they want
to access the very large market structures and global supply chains
that we are creating through those agreements.

Beyond trade agreements there are some time-tested things the
United States can do: Let the Export-Import Bank function as it
was intended; use trade missions to promote American products;
aggressively defend American commercial interests in third coun-
tries. If there is one data point I hope you remember it is that 95
percent of the world’s consumers are outside the United States.
Maintaining a competitive advantage over China inevitably means
beating them in third countries. If we cannot do that we
marginalize ourselves and yield leadership to China.

Finally, a few words about running faster. It is not my primary
topic but it is more important. The reality is that holding the other
guy back doesn’t work all that well and I speak from somebody who
spent the Clinton administration trying to do that. There are sim-
ply too many ways to get around the steps we take. There are inev-
itable limitations also on what we can do to control somebody else’s
economic policy.

What we can control is our own economic policy and if we do it
well we can surmount the Chinese challenge. In today’s totally
globally-integrated economy that means more than pro-growth
macro policies and more than job creation. I have suggested three
things in the past which I will just list: Training our workforce to
meet the demands of the 21st century economy; giving our compa-
nies incentives to stay here; and promoting innovation. We are very
good at promoting innovation. We have a demonstrated record
since the Lincoln administration of targeting government resources
in sectors that will define global leadership in the future. That is
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what the Chinese intend to do. We should remember that we
thought of it first, we can do it better, and we can do it without
the massive subsidies, the WTO-illegal subsidies that they plan to
do, but with expanded support for basic research, encouragement
for our private innovators, and immigration policies that encourage
smart people to study and stay here. Those are debatable.

Rob has made some other suggestions which I endorse also. But
the principle of running faster remains fundamental. Thank you.

[The prepared statement of Mr. Reinsch follows:]
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Thank you for the opportunity to appear before you today. T want to begin by making clear the
views I am presenting are my own and not those of either CSIS or Kelley, Drye & Warren.
China's economic strategy is well-known. The Foreign Affairs Committee has discussed it in
previous hearings, and the administration has documented it in its Section 301 report. Rather
than repeat that material, I will spend my time discussing what the United States might do about
it. 1begin with a fundamental principle: if a country has an adversary and wants to stay ahead
of him, there are only two ways: hold him back or run faster. Both strategies have their
limitations, which is why the best approach is to pursue both. Let me take them one at a time.

Holding him back means denying him the means of gaining advantage, if possible, while trying
to leverage better behavior. This has been the focus of the administration's efforts thus far, and it
remains to be seen how successful it will be. We are attempting to deny China advantage
through investment controls and export controls, both designed to impede the flow of critical
technology beyond our borders. Congress has recognized that the current CFIUS process does
not subject enough transactions to review and has moved to expand its reach. Both versions now
in conference are thoughtful and carefully drafted. The administration has expressed its support
for the legislation, and T agree that its enactment would be a positive step.

Similarly, your committee has reported and the House has passed legislation to reauthorize the
Export Administration Act. That is long overdue, as you know, and its enactment would also be
a useful step. I would, however, caution the committee against a too-broad expansion of
controls. Maintaining control over the crown jewels of our economy is important. Attempting to
re-control technologies that have already been released, are not critical, and are available from
multiple sources would accomplish nothing and would do serious harm to our exporters.

In addition to investment review and export licensing, devoting more resources to compliance
and enforcement is critical. The problem is not with large, established companies which know
the rules and devote considerable resources to comply with them. Rather [ worry about the small
start up -- the proverbial two guys in a garage with a brilliant idea. When a savvy Chinese
investor offers them $100 million for their company, they may not know -- or care -- that such a
transaction would require CFIUS review or that any technology transfer pursuant to it could
require an export license. The government does not currently do an adequate job of finding and
monitoring those situations and making sure innovators know what their responsibilities are.

Leveraging better behavior is more complicated. As the president has said, the Chinese are
doing what is good for them. Persuading them to do what is not good for them is a heavy lift.
Nevertheless, there are some areas where agreement ought to be possible. The Chinese have in
the past promised to end commercial IP theft, and there is no reason they couldn't do that again --
and actually mean it. It is a serious domestic problem in China -- most of the current 1P litigation
is between Chinese companies -- and very much in the government's interest to crack down on it
if it wants to keep its own innovators from leaving. Similarly, discrimination against foreign
companies in China based on corruption -- for example, the Chinese competing company gets
favorable treatment because it is owned by the provincial Party secretary's nephew -- is
something the government is already trying to stop.

The most difficult problem to address is Made in China 2025. Here we are asking China to
restructure its economy into a market-based system and effectively abandon its technology
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competitiveness goals. Doing that would reduce the Party's control of the economy and the
society, which is the last thing they will be willing to do. Many of the technologies at issue
involve aspects of the digital economy. For China these are not trade issues; they are national
security and public control issues, and they are not susceptible to resolution in a trade
negotiation. The president is attempting to force changes through tariffs. That is not likely to
succeed for the reason I have indicated -- we are demanding that the Chinese do something that
will imperil the Party's control — and it will certainly produce a great deal of collateral damage in
its wake.

A better approach is through building coalitions. We have learned over the years that the
Chinese do not like to be outliers. They do not like to be singled out as rules violators. When
we have been able to get other major nations -- the Europeans, Japanese, Koreans, Indians,
Australians and so on all conveying the same message at the same time at a high level we have
had some success. So far, the administration has not shown much interest in this approach.

I would also suggest that a more productive course would be to recognize that the long-term
battleground is not in China but in the United States and in third countries where the playing
field is level. We can deny them advantages here and in the process give a boost to our own
manufacturers and innovators. In third countries we can not only compete with the Chinese on
more equal terms, we can also develop networks of rules and standards that work to the
advantage of Western economies. That is what TPP was really about, and it is what TTIP is
about -- building trading structures based on Western rule of law principles and standards to
which the Chinese will ultimately have to conform if they want to access the very large market
structures and global supply chains we have created.

Beyond trade negotiations our government can also help Americans compete more effectively
through more aggressive use of time-tested tactics: letting the Export-lmport Bank function as
intended, using trade missions to promote American products, and aggressively defending
American commercial interests in third countries. The single data point I hope you will
remember is that 95% of the world's consumers are outside the United States. Maintaining a
competitive advantage over China inevitably means beating them in third countries. If we
cannot do that, we ultimately marginalize ourselves and yield leadership to China.

Finally, let me say a few words about running faster. Although it is not my primary topic today,
it is more important. The reality is that holding the other guy back doesn't work all that well.
There are simply too many ways to get around the steps we take. Plus, there are inevitable
limitations on what we can do to control someone else's economic policy. The one thing we can
control is our own economic policy, and if we do it well, we can surmount the Chinese
challenge. In today's globally integrated economy, that means more than pro-growth
macroeconomic policies and more than job creation. In the past [ have suggested a
competitiveness tripod:

1) Train our workforce for the demands of the 2 1st century economy through more effective
adjustment assistance programs and education policies that help future workers be more agile
and acquire the skills necessary in a digital economy.
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2) Give our companies incentives to stay here. In my fifteen years representing large companies
at the National Foreign Trade Council Ilearned you can't bludgeon them into submission but you
can incentivize them into better behavior.

3) Promote innovation. This is something we have always been good at. Beginning in the
Lincoln Administration, the United States has a long history of successfully mobilizing public
support and resources to meet national priorities. World-class agriculture, wireless
communications, aerospace and the Internet are good examples. Over the years we have shown
ourselves to be very good at targeting government resources on innovation in the sectors that will
define global leadership in the future. This is what the Chinese intend to do, and we should
remember that we thought of it first and can do it better -- not with the massive WTO-illegal
subsidies they plan to use, but with expanded support for basic research, encouragement for our
private innovators, and immigration policies that encourage smart people to study -- and stay --
here.

These can be debated, and I know my colleague Rob Atkinson has a more detailed plan, but the
principle of running faster remains fundamental. A strategy based solely on trying to hold China
back will not succeed.
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Mr. PoE. I thank the gentleman. The Chair will recognize the
gentleman from Florida, Mr. Yoho, for his opening statements in
the—started to say court. But the Chair will reserve its 5 minutes.

Mr. YoHo. I don’t want to see you in court.

Mr. POE. Nobody did.

Mr. Yoho.

Mr. YoHo. Thank you, sir. China prefers to play a one-sided
trade agreement and the U.S. has been tolerant or worse, neg-
ligent, as the trade inequity has built up to $350 billion to $400
billion, somewhere in there. But China wants a zero sum game in
their favor and it is time for that adjustment. And this is not a
trade war recently started by President Trump. This has been
going on. President Trump has been bold enough to say enough is
enough.

The past seven Presidents have ignored the situation of trade
with China and that is how you accumulate a trade deficit that
large, and that is not talking about the intellectual property theft.
China cries foul when we go to intervene, well too bad. That is wel-
come to capitalism. They want to maintain their Communist form
of government with its historically terrible outcome, but realize,
they realize they could not compete in the world economy.

So they coyishly disguise a market economy, capitalism tied with
socialism with Chinese characteristics that still is nothing more
than a Communist pig painted with lipstick. They want the bene-
fits of capitalism, which incidentally is the antithesis of Com-
munism, because they like the money, but they want to hide be-
hind it—and I think this is just mind-boggling.

They want to hide behind a developing country status. They
want developing market status yet have a space program; nuclear
weapons; invested between $4 billion to $10 billion in their One
Belt One Road Initiative around the globe yet they claim they are
just getting by and need to maintain developing country status.
Sorry, President or Emperor Xi, you can’t have it both ways.

President Trump is the first American President to call the trade
deficit out not with rhetoric but with action and it is time we ad-
just the trade imbalance and it is high time China acts like a re-
sponsible trading partner. Stop cheating-stealing-lying and start
honoring the contract, the rule of law, and how about acting honor-
ably?

So with that rant I want to ask and I read all of your testimonies
ahead, how should we consider restricting access to sensitive U.S.
technology in these different scenarios? Dr. Atkinson, you were
talking about this. And I want to talk, Mr. Reinsch, talk to you
about the garage, you know, because what do you do to prevent
people from letting that go through if we can’t go through CFIUS,
}‘f it?gets bypassed? So how do we prevent the technological trans-
ers?

Mr. ATKINSON. Number one, there is a wide variety of actors that
use that. One of them is cybersecurity. So, you know, doing a better
job of making sure that American companies have better
cybersecurity is one way to do that. We testified in the Senate re-
cently on how, frankly, poorly we do with small business
cybersecurity. You look at what the SBA is doing in that space, it
is not very good, frankly.
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Secondly, with the passage of FIRRMA we would hope that there
would be a big ramp-up on enforcement. One of the ways, for exam-
ple, right now the Chinese have set up a system of technology ac-
celerators so they have what is called an accelerator or incubator
high tech little platform in Silicon Valley and it is funded essen-
tially by the Beijing provincial government. They have located it in
Silicon Valley and my belief is it is a vector of which they can take
knowledge, particularly these young entrepreneurs who need a lit-
tle bit of capital. We should just not allow that. There is a whole
set of things we could do around venture capital, around small-
scale investments, and I think FIRRMA is the vehicle by which we
could do that.

hMl;. YOHO. So you think the CFIUS review is strong enough for
that?

Mr. ATKINSON. I do think it is strong enough for that.

Mr. YoHo. All right. What about when we get into biomedical re-
search and the ag products? I have seen university professors from
the university I graduated from talking about doing a sabbatical in
China and they are going to pay them four to five times what they
are making here. And I asked them what they are working on, and
they said we are going to take our research and go over there, and
I said I don’t think that is a good idea.

And so how do we block that? Because I brought that up in an
export control hearing that we had and they said, you know,
CFIUS doesn’t really address that. Do any of you want to comment
how we can protect that intellectual property?

Mr. REINSCH. I can talk about that, Mr. Yoho. CFIUS does not,
the export control system does at least in theory. If they want to
do that they need an export license for the technology they are
going to transfer if that technology is controlled.

Mr. YoHO. Does that apply to our universities?

Mr. REINSCH. Yes. Yes. Although I will tell you and I don’t know
if it is in my bio, I was the undersecretary that ran this particular
function in the ’90s. Universities are the worst, frankly. First of all,
every professor is his own empire and trying to create a central ad-
ministration—we impose some discipline it is like herding cats. It
is very difficult. And second, there is an attitudinal issue, frankly.
For them this is not technology transfer, this is research.

Mr. YoHo. Research.

Mr. REINSCH. And you need to get them to think about it dif-
ferently. They are getting better. I visited with some universities.
I will tell you, nothing:

Mr. YOoHO. I am going to have to cut you off because I am out
of time.

Mr. REINSCH. Well, I will just say nothing gets them more fo-
cused on this faster than the Commerce Department paying them
a visit.

Mr. YoHo. Thank you.

Mr. PoE. The Chair recognizes the gentleman from Massachu-
setts, Mr. Keating.

Mr. KEATING. Thank you, Mr. Chairman. Today’s actions by the
President at NATO certainly don’t make the prospects of this look
great, but our job here in Congress and this committee is to look
at directions that we should take on our own. That being said, I
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am a believer that one of the greatest things we can do, and I think
it falls into the testimony we heard from our witnesses, is to really
keep moving ahead, albeit against some tough odds now, on a TTIP
type of agreement.

I think an alliance and a free trade agreement with the Euro-
pean Union would be our strongest move. It would help us here at
home. It would help our hand globally and it would particularly
help our hand with China. I can’t think of many other things that
could have a greater effect.

So could any of our witnesses comment on that? Mr. Reinsch?

Mr. REINSCH. I would like to. I couldn’t agree with you more. I
mentioned this. The point of doing that is to create basically the
largest middle class consumer market in the world that would set
up a system of health, safety, environmental inspections and rules.
If you want to access that market you have to adhere to those.
That will force the outliers which begins with China, although
India would be probably another one to conform to those rules, pro-
cedures, and practices.

And that was the point of doing it in the first place. If we can
get all of us working together we achieve exactly the result you are
talking about, I think.

Mr. Scissors. We are not going to get a TTIP in this.

Mr. KEATING. That is not what I asked you.

Mr. Scissors. I know. But I have a way to get closer, which is
feasible, which is a U.S.-U.K. FTA. That is something that the ad-
ministration does want to do. It is not difficult to write.

Mr. KEATING. If I could, because my time is precious.

Mr. ScCISSORS. Sure.

Mr. KEATING. But 80 percent of our trade partners is the rest of
the EU.

Mr. Scissors. No, I understand, but.

Mr. KEATING. We can’t ignore that. And the damage we would
do with what you are proposing to the rest of our allies would
make things worse, I think, frankly.

Mr. Scissors. Well, a U.S.-U.K. FTA allows us to put down text
which can serve as the basis for an agreement.

Mr. KEATING. We have to wait—again I am going to interrupt.

Mr. ScISSORS. Sure.

Mr. KEATING. Because it is not the question I asked. But thank
you for your response.

Dr. Atkinson, did you go on this?

Mr. ATKINSON. I fully agree with that. I think we should have
had a TTIP. I think we should do a TTIP. I think we should have
had a TTP, although I would have made it, frankly, stronger. I
would have maybe kept out a couple of countries and made it
stronger. But I fully agree that we need those sorts of trade agree-
ments if we are going to move forward.

And the broader point is we have to get our allies engaged here.
I have spoken with officials from Europe, the European Commis-
sion, from METI in Japan, and Korea. They are as concerned as
we are about what is going on in China.

Mr. KEATING. Yes. And I must say this for what it is worth,
things might have changed in the last few months but I was quite
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optimistic about the prospects of support in Congress for TTIP at
that particular time moving forward much more than TTP.

Here is a question I just have pondered. The effect of artificial
intelligence moving forward is going to be quite dramatic on all our
lives. It is going to result in increasing dependence on that and the
increasing technological advancements. It is going to result in great
job displacement. It is going to change the nature of competition in
the workforce.

Can you speculate on how China and the U.S. might react given
the fact that this is just going to be, I think, exponentially advanc-
ing?

Mr. ATKINSON. This is an area we have studied quite extensively.
I think I would be a little more skeptical, I think, of the big job
displacements. We have done a lot of work on that. I did a report
for the G7 Ministerial recently. I agree it will have job displace-
ment, but I think overall it is going to be a very positive thing for
the U.S. economy particularly as we need productivity going for-
ward.

At least when you look at the studies right now it appears that
China is behind the U.S. in terms of Al. They invest less in R&D
and their science and coding ability, if you will, computer science,
is not as advanced as ours. But their rate of catch-up is faster than
ours and they are putting an enormous amount of money in there
from government. And so it is conceivable that the Chinese could
match us in Al in 5 to 10 years, I would argue.

Mr. KEATING. And you think that might level the playing field
more?

Mr. ATKINSON. I do. Well, one other advantage the Chinese have
by the way is Al, it helps if you have bigger data sets. A lot of ma-
chine learning is around data pools. They have unlimited data as
a number of people mentioned. So they are able to use all that data
and mine it very well so it is an advantage that they have.

Mr. KEATING. Quickly, I have little time. One other avenue the
Chinese are moving into to capture our intellectual property is
their joint activities with our academic institutions here too. I have
a few seconds, but do you see that as a concern?

Mr. ATKINSON. I do. And I would add to what Bill said, I think
we could, for example, have requirements within our science fund-
ing agencies like NSF and NIH and DOE that number one you
have to report any joint projects with a country like China, and
number two, put some limits on that.

Mr. KEATING. Thank you. I yield back.

Mr. PoE. I thank the gentleman. The Chair recognizes itself for
5 minutes.

The issue regarding China is a national security issue and it is
also an economic issue, economic security, in my opinion. And I
would like to focus on China as opposed to other countries in the
world for trade because China cheats. They cheat a lot and it
works. They steal everything they can from us.

I would like to ask all three of you this question. So right now
what should the United States do regarding holding back as the
phrase was used, and what should we do—one thing to run faster,
right now?
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And thank you, Dr. Scissors, because I remember that 6 years
ago that you were before us. I will start with you, Dr. Scissors, and
go right down the row.

Mr. Scissors. It was a great hearing. I almost wish I could just
take what I said back then and repeat it. In terms of holding them
back I am going to stick with what I said earlier. We have seen
in the example of ZTE, which of course was done for security rea-
sons, that we can hurt the Communist Party by targeting large
state-owned enterprises. And I am not saying that IP is as impor-
tant as North Korea or Iran sanctions. I am saying that we have
a method now that works which is there are large Chinese state-
owned enterprises, which matter to the Party, which have bene-
fited from stolen IP and we know how to hurt them. We know how
to hurt the Party and that is where I would go first. Obviously we
want them to be guilty of something. We don’t want to target com-
panies that haven’t done anything because that doesn’t change
their incentives.

I would not—actually I disagree with pretty much everyone in
the room on ally coordination. It is definitely a global problem but
I want us to get our policy first. We need to lead on this. We could
spend a lot of time talking with the Europeans and never get any-
where because that is pretty much usually what happens when you
talk to the Europeans. I absolutely agree that it is a global prob-
lem, but first we have to decide what we are going to do.

With regard to running faster, you know that I am not a U.S.
economic expert. I would say that in the longer term and now too
because our economy is doing very well, we can’t keep borrowing
money. That is not going to help U.S. economic security. I know it
is the easy thing to do in the short term, but I brought up Chinese
debt. Chinese debt is going to kill China. It is going to kill China’s
rise. We can stand it for longer because we are richer and because
the dollar is the global reserve currency, but eventually it is going
to get us too.

Mr. PoE. Dr. Atkinson?

Mr. ATKINSON. ITIF issued a report recently, something in the
title of an agenda for alliance-based confrontation. And in that re-
port we listed 25 things, though I can only give you one of them
and that would be an earlier comment about really using the Jus-
tice Department around tying what the Chinese are doing as anti-
trust violations and going after specific companies for doing that.

Domestically, I would argue that—take this the right way. I
would argue we need our own invented and made in America 2028
and certainly not using heavy-handed things, but we need our own
strategy and one of those would be a better research and develop-
ment tax credit. We are now 27th least generous R&D tax credits
in the world. We could beef that up and get more innovation in the
U.S.

Mr. PoOE. Mr. Reinsch?

Mr. REINSCH. On holding back, two things. I think you have an
acceptable framework now via CFIUS/FIRRMA and the export con-
trol structure. If you enact bills that the House has passed, if you
enact the FIRMMA bill I think you have done an important step
forward that will address—I mean a lot of these horses are out of
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the barn. That will prevent more horses from getting out of the
barn and I think it is an effective step forward.

The other thing in that in the holding them back field is don’t
forget what I said about third markets. Our ZTE competitors, our
companies that make the same stuff that is critical to our leader-
ship in the telecommunications sector, they are going to live and
die by what they do in third countries. They are not going to live
or die by what they do in China or what they do in the United
States. They are going to live and die by what they do in India,
what they do in Europe, what they do in Brazil, what they do in
the rest of the world. Helping them, listening to them and figuring
out what they need and helping them, I think, in other situations
is extraordinarily important.

Running faster, I agree with Rob, it is a question of how do we
help our people innovate. And as I, I didn’t read this part of the
statement but, you know, we have done this before. When I refer
to the Lincoln administration, land grant colleges, the Homestead
Act, we created the most effective, efficient world-class agriculture
industry in the world and that was government devotion of re-
sources and focusing of attention on it.

We did the same thing with wireless communication. We did the
same thing with aerospace. We did the same thing with the inter-
net. There is no reason why we can’t do that going forward with
the next generation of technologies and stay ahead of the Chinese
that way.

Mr. POE. And I thank all three of you. My time has expired. I
recognize the gentleman from California, Mr. Sherman.

Mr. SHERMAN. A few comments as to an R&D tax credit, that in-
creases our deficit. I don’t know any economists that are in favor
of that. It will lead to innovation which then will be transferred to
China if it is profitable for the company to do so. And we live in
a world where we are so weak that we allow China to say you don’t
get access to our market unless you transfer the technology to us.

So we are in a trade war with China. For 18 years we have ig-
nored it. I give the President credit for not ignoring it. We are
probably going to lose because all of China is on China’s side and
Wall Street is mostly on China’s side as well. Because you can
make profits by manufacturing something for 50 cents or even $1
an hour in China and sell it in the United States. That is a proven
profit method.

Paying American wages to create a product that you are going
to sell in China is economically difficult. It is not a get-rich-quick
scheme. And that assumes China would let you sell it in China,
which they won’t until you have a coproduction agreement which
means you are not making it the United States anymore. Hence,
even the innovation of Tesla, paid for in part by the U.S. R&D tax
credit, will lead to a factory in China—because the weak United
States bullied by a powerful Wall Street continues to this day to
have a 2.5 percent tax on Chinese cars coming here while they
have a 25 percent tax on our cars going there.

So the one thing I disagree with in the President’s policy is si-
multaneously trying to deal with the trade deficits we have with
our allies. We should pick one at a time and China is the worst
and most egregious. But aside from that one element, it is time for
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us to be bipartisan. Sixty-five percent of Democrats voted against
MFN for China and now we have a Republican President with sub-
stantial support in the Republican Party saying that it was a mis-
take and also saying that when the United States makes a mistake
and enters into a bad deal we should tear up the deal.

So we should be, I think, revoking MFN for China, 6-month lead
time, and have a chance for them to come to the table. But before
we do that, we have to specify that if they retaliate against us for
this bill we have to double tariffs on them. And if they seize Amer-
ican assets we have to seize Chinese assets here in the United
States—including and especially their ownership of our intangible
assets and bonds. So we could get tough. Wall Street won’t let us
and so we won’t. And the balance of trade is worse today than it
was even when Trump took office.

But I want to talk about this social score. What is the appro-
priate American action for Chinese consumers and businesses
being told that if they don’t buy Chinese goods they could lose their
passports and their credit? Should we impose an additional, in ad-
dition to everything else, 25 percent tariff on everything made in
China, should we ignore it, or should we issue a press release and
then ignore it?

Dr. Atkinson?

Mr. ATKINSON. Well, first, a couple of things. The R&D credit ac-
tually does pay for itself after 15 years if CBO had a 15-year budg-
et window. And secondly, I was asked for one thing so I completely
agree with you.

Mr. SHERMAN. Well, you didn’t disagree the technology’s going to
get transferred to China, but go ahead.

Mr. ATKINSON. Since I was only able to list one of those as op-
posed to the 40 that we have in our reports on what we

Mr. SHERMAN. I do have limited time. I asked you a question
about the social score in China. Do you choose to answer that ques-
tion or should I move on to another witness?

Mr. ATKINSON. I don’t think the point, frankly, is the social score.
I think the point is there is a set of Chinese behavior.

Mr. SHERMAN. Okay, you don’t want to answer the question.
Does anyone else want to answer the question?

Dr. Scissors?

Mr. Scissors. The social score is another way of China sub-
sidizing production at home, right, that is what it is. There are a
lot of them.

Mr. SHERMAN. And is it a violation of the WTO?

Mr. Scissors. This is—I don’t know——

Mr. SHERMAN. Is it a violation of any provision that is proposed
for TPP or TTIP, or is it a perfect way for China to claim that they
are not cheating at all, because we don’t bother to write rules that
they even need to cheat?

Mr. Scissors. I do not believe—I am not a lawyer. I do not be-
lieve it is a violation of the WTO or any plank of the TTP. So yes,
it is a way for the Chinese to encourage domestic consumption that
doesn’t break existing rules.

Mr. SHERMAN. And other than imposing a 25 percent additional
tariff on everything made in China, can you think of another way
for the United States to respond?
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Mr. Scissors. I think we should put it in our—it should be
counted as a subsidy as part of our current subsidies approach
which should be broader than it is and applied to China. I don’t
know about a 25 percent tariff but we should be responding to Chi-
nese subsidies including that.

Mr. SHERMAN. And this—I yield back.

Mr. POE. The Chair recognizes the other gentleman from Cali-
fornia, Mr. Rohrabacher.

Mr. ROHRABACHER. Thank you, Mr. Chairman. And let me just
note that our friend from, Mr. Garrett from Virginia was correct in
that the two Californians here today agree on most things and
most of what Brad was suggesting and is suggesting is something
I agree with. I don’t agree with his political attributes on those
things and, however, the specific points, policy points, he is right
on target.

The bottom line is we don’t have all the Americans fighting for
when they go overseas, our elites go overseas and are not looking
out for the United States of America. The Chinese elites are look-
ing out for what is good for China. Our elites are what is going to
make a good deal for them.

And I remember the good deals. I remember under Bill Clinton
when we transferred our utmost, our most important rocket tech-
nology to the Chinese. The Chinese now have a very competitive
space system because they got all their R&D from us. They don’t
look at us as being benevolent. They look at us as suckers and that
is what we are when we permit our R&D to go and serve as the
basis for producing wealth and competition on their side.

Now the WTO—well, I voted against WTO. I didn’t think it
would work. Can any of you tell me if WTO has the answer to the
challenge that we are talking about today and that is making sure
that China is not able to amass wealth in an unfair way which it
then uses to dominate not only their own people, the oligarchs in
China dominating China, but also now the Third World through
bribery, can the WTO handle it and, if so, what is that solution?

Mr. REINSCH. Well, it is my turn to walk the plank so I will at-
tempt an answer. I think it has some of the answers, not all of
them. I am more positive about it, I think, than Rob is. I think in
particular an area that is relevant to Made In China 2025, which
is one of the subjects of this hearing, is their rules about subsidies.
And we have, you know, most countries have a domestic law that
is designed to implement WTO rules against subsidies.

We have one, actually the Chinese have one, the Europeans have
one. Those rules I would argue have been fairly effective as far as
they go. We use them very effectively on steel. We have essentially
knocked Chinese steel out of our market directly through the use
of subsidies complaints and

Mr. ROHRABACHER. Okay. But we have seen some—you have
seen some successes.

Mr. REINSCH. It works. And when we litigate in the WTO 85 per-
cent of the cases we have brought we have won which is the best
record in the world on that so yes. Does it solve all problems, no,
because it doesn’t have rules that cover all things.

Mr. ROHRABACHER. Okay. Do our other witnesses have some-
thing to say on that? Yes, sir?
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Mr. ATKINSON. I think the biggest—there are a number of chal-
lenges with the WTO. Bill is right, it will solve some problems. I
particularly agree on subsidies. We should do more there. There is
a subsidy regime we should take a lot more action under. The big-
gest problem we have with the WTO though is it is very difficult
to win a case unless you have U.S. companies being willing to come
forward with evidence and stand up. American companies know
that if they do that they will be punished in China quite severely.
And that is not going away and you cannot blame American compa-
nies for that position, in my view. They are acting on the behalf
of their companies and their workers.

I think ultimately what we need to be thinking about is some
longer term alternative to the WTO that is really designed around
liberal market democracies that are committed to free trade and
have a club there. And that is why I thought TPP and TTIP would
be at the beginnings of beginning to assemble that.

Mr. ROHRABACHER. Well, our President today seems to think that
unilaterally we can have something accomplished. I agree with him
there. We should be courageous and that is what he is. Would you
have an answer to that question?

Mr. Scissors. Yes, I agree. I think I more agree with starting
with the unilateral action. I would say that there is nothing about
the WTO that should prevent us from taking the actions we need
to take. We don’t need to withdraw from the WTO because China
is a bad WTO actor. I would say that is a mistake. I think Rob’s
suggestion on changing our antitrust laws to recognize the way
China handles its state sector is long overdue. That would give us
another set of tools that are WTO-compatible.

I think a smaller thing is properly resourcing CFIUS. I agree
with my colleagues we have good revisions to CFIUS pending in
both Houses, but if they don’t have the resources they can’t do
what is necessary. WTO doesn’t stop us from doing that obviously.

Mr. ROHRABACHER. One last thought, and that is when we were
sold the bill of goods and I voted against it, but when those people
in Congress voted for WTO and voted for most favored nation sta-
tus for China we were told that more trade and more economic ac-
tivity going back and forth and building them into a modern society
would create a more peaceful world and democratize China. It has
been just the opposite. China has no more democracy than they
had and now they are a greater threat to everyone. We have cre-
ated a Frankenstein monster trying to look at that WTO as the
possible solution to all these challenges.

Mr. POE. The gentleman’s time has expired. The Chair recognizes
another member from California, Mr. Issa, for 5 minutes.

Mr. IssA. Thank you, Mr. Chairman. As I have been going in and
out and watching a lot of this, I wonder if there aren’t two Chinas.
And I would like to ask my questions about the two Chinas for a
moment.

For two decades I was an electronics manufacturer, operated in
South Korea, Hong Kong, Taiwan, and then the company over the
years has moved, after I left has moved into mainland China.
Would one of you like to take on the question of is there a free en-
terprise China starving, dying to actually compete against their
own state-owned enterprises?
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And if we, in fact, using WTO and any other resources, begin to
target the state-controlled, those entities which have the capital be-
hind them to fund losses in order to gain market share, aren’t we
also enabling, if you will, if you believe there is the free enterprise
portion or semi-free enterprise portion that does exist in China and
Cﬁrt%inly existed in Hong Kong for decades. Anyone want to take
that?

Mr. Scissors. I will give a short, a partial agreement. I certainly
agree there is a free enterprise China. Chinese private entre-
preneurs complain bitterly about state repression. They take
money out of the country legally and illegally because they don’t
feel like it is safe in China for them to be operating there.

Mr. IssA. Fortunately it is safe in Vancouver.

Mr. Scissors. Yes, right, because there are a lot of cities where
you see free China, they are just not in China. So I agree with that
completely and I agree that the U.S. should try to encourage it.

I do think, Bill said this earlier and I am with him 100 percent.
Unfortunately he is right, the Party is just not going to tolerate
that up to a point. We don’t have that much ability to change the
state-private balance in China because the Party under Xi Jinping
thinks state control of the economy is absolutely vital. We should
do it but it is not going to work that well unfortunately.

Mr. IssA. Well, let’s follow up though. They think it is absolutely
vital because it works. What if we make a decision as a country—
and by the way Mr. Rohrabacher and I, when I came into Congress
he was already a pro-free China, a Taiwan advocate, if you will.
Free trade for free people.

One of the questions I have is, isn’t that one of the fundamental
decisions that we have the power to make to treat state monopolies
and state-backed entities, entities that are able to compete because
in fact the government has made decisions and is funding them,
isn’t that a strategy that at least we should explore? Because here
is my question: We can’t not trade with those 1 billion-plus people.
We cannot ignore the market. But what we do seem to be able to
do is to make a decision about do we allow ZTE back to buying our
goods and, if so, under what conditions? Do we, in fact, have the
ability to insist that there be a price to pay for stealing our intellec-
tual property? You know, those are questions I think that this side
of the dais certainly can begin looking at and that is why I asked
it.

Would anyone else like to comment on techniques that might
allow us to change the government’s behavior in a way in which,
if you will, the real Chinese people could benefit? Because you
know, this is certainly an area in which the President is trying to
look at being pro billion-plus Chinese and anti bad behavior of the
Chinese Government and its state-owned enterprises.

Mr. ATKINSON. I was in China several years ago meeting with a
fairly large, but privately owned, company and I was sitting down
with the CEO and one of his biggest complaints was about an un-
fair competitor from a Chinese SOE. He felt it was completely un-
fair. Now he can’t say that outside the room when he was meeting
with me, but he feels it.

So I 100 percent agree with you that that is something we should
be focusing on which is partly why I brought up the point about



67

anti-trust, going after firms whether they are SOEs or firms that
are just so tied-in with the government that we target them for un-
fair anti-competitive behavior. Also to Dr. Scissors’ point about de-
nying them access to our financial system, companies that have
stolen IP or the like, so I agree that that is an important step.

Mr. Issa. Well, let me ask one closing question in my few min-
utes and then you can take whatever time the chairman will give
you on all the subjects.

Should we—on the Judiciary Committee just on the other side,
which I also serve on, should we, in fact, begin to look at the ques-
tion posed this way: Inherently, isn’t a government-owned, -run, or,
in fact, -subsidized enterprise automatically, essentially, a monop-
oly in the sense that it has powers that an ordinary company no
matter what their market share would not have and wouldn’t that
be the first step to look at state-owned enterprises domestically, to
be fair, and internationally, as in fact by definition, failing the first
checkmark of an antitrust question about a monopoly?

Mr. Scissors. I would just say, I have said for years that if you
can’t go out of business for commercial reasons that is the biggest
subsidy of all. Loans are secondary to that even as big as they are
and there are a whole set of Chinese state-owned enterprises we
can identify as they will never go out of business for commercial
reasons.

And to get to Congressman Sherman’s point of view, that should
also be part of our subsidies regime. If they cannot fail they are—
they may not be monopolized but they are very heavily subsidized
and we should treat them accordingly.

Mr. IssA. Yes, Bill.

Mr. REINSCH. I don’t want to intrude on the chairman’s rules.
Can I respond to the question or do you want to go on?

Mr. PoE. Okay.

Mr. REINSCH. Thank you, Mr. Chairman. I appreciate it. I served
on the U.S.-China Economic and Security Review Commission for
15 years and I had a colleague there who told me seriously that
there are only two kinds of Chinese companies, those that are
owned by the government and those that shut up and do what the
government tells them. And I think there is a lot of truth to that
and the problem with what you are suggesting is telling the dif-
ference.

In some cases it is obvious because there is a very clear line of
control that comes down from the government. In some cases it is
not so clear. And it is an intriguing idea to, you know, adjust our
economic policy based on, you know, their lines of control and lines
of authority. It raises a host of sort of definitional and complicated
questions that it would take awhile to sort out.

Mr. IssA. Thank you.

Thank you for your indulgence, Mr. Chairman.

Mr. Pok. The Chair recognizes the gentlelady, patient gentlelady
from Missouri.

Mrs. WAGNER. Oh, she is not so patient. Thank you, Mr. Chair-
man.

Earlier this year I joined a pretty large number of my colleagues
in urging the President to rethink the imposition of tariffs on steel,
aluminum, and other goods. We, as I said, commend the President
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for standing up to China’s bullying trade practices, but urge him
to remember that our constituents depend upon free, fair, and
healthy trade relations. And we must address China’s predatory
practices but prevent the axe from falling on American families.

Dr. Scissors, how will China’s retaliatory tariffs on soybeans af-
fect Midwest economies?

Mr. Scissors. I can’t speak to how they will affect the whole
economy, but I will say soybeans are probably the toughest case be-
cause there is no substitute for the Chinese market. For most
American goods that might face Chinese retaliation there is some
substitute. We are not a huge beef exporter or corn exporter, you
know, go down the range of products. Soybeans we simply are, and
of course the Chinese are going to go after where we are most vul-
nerable.

So if we get into a tariff fight we either have to, we simply have
to accept that soybean farmers are going to get hurt and we cannot
provide them with another market. And I know you know very well
they don’t want government subsidies, they want to be able to com-
pete and sell their product.

Mrs. WAGNER. That is correct. How can state governments re-
duce the effect of constricted access to Chinese markets?

Mr. Scissors. I think the best thing, I am in favor of confronting
the Chinese and it is easy for me to say because I am not a soy-
bean farmer and I don’t represent soybeans farmers and others
who would be hurt by that. I think the best way to help Americans
who are harmed by a trade interruption with China is to make
sure that we have a stable policy. In other words, we are not say-
ing tariffs are on, tariffs are off, tariffs are on, tariffs are off, you
don’t know how to run your business, you don’t know how to run
your farm.

If we could get some consensus, which has been referred to in
this room, among parties and between Congress and the adminis-
tration and tell people this is going to be the trade situation with
China for 7 or 8 years, they have a chance to make better deci-
sions. If we yank them around, you know, not only do they lose
their market, they have no ability to plan for an alternative.

Mrs. WAGNER. Mr. Reinsch, in the interest of running faster, if
trade relations with China remain strained, commodity producers
in Missouri will need to find new markets for their goods. ASEAN
countries seem to be a natural trade partner. Over half of the
United States’ congressional districts export more than $100 mil-
lion in goods to ASEAN every year. ASEAN countries themselves
wish to see stronger trade relations with the United States. Can we
pressure China to institute fairer trade practices through improv-
ing U.S.-ASEAN trade relations?

Mr. REINSCH. Well, we could try. It is a noble effort. I can’t resist
saying that the best way to have done that was through TPP.

Mrs. WAGNER. I concur.

Mr. REINSCH. Because that would have set up a framework in
which they would, China would have to basically conform to the
rules in order to expand. Instead what we have done is created a
vacuum in that region that has allowed them to step in and we are
playing defense. How we recapture it—and the administration has
proposed bilaterals. I think that has potential but they have yet to
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propose any. If they were to pursue that line, and I was talking the
other day to representatives of one of the governments, ASEAN
governments, and they are actually, they are interested in it.

Mrs. WAGNER. I know they are.

Mr. REINSCH. But it has been slow moving and our administra-
tion seems so far to have taken the attitude that they don’t want
to begin having a discussion unless the other government makes
some concessions up front. And I think the other government’s view
is usually you make concessions as part of the negotiation, you
don’t make them in advance. So I am not sure that these things
are going to move very fast, but that is the alternative the adminis-
tration has put forward.

Mrs. WAGNER. Anyone else? China’s ascension to the World
Trade Organization has done little to change its predatory trade
policies as we have discussed. Dr. Atkinson, how can the World
Trade Organization be restructured to better restrain China’s be-
havior?

Mr. ATKINSON. Well, there are several ways, one is just pressure.
There is a Professor Mark Wu from Harvard, used to be at USTR
as a lawyer. He has talked about how the practices of the WTO
have frankly been biased sometimes. So I think just having pres-
sure. I think Dennis Shea, now who is our Ambassador to the
WTO, is trying to do that. Telling WTO in very clear and on certain
terms that they have to be thinking much more about not sort of
letting China win one and us win another. That is number one.

Number two, we can bring more cases. There are some cases we
can bring where the USTR decides to bring them on their own uni-
lateral basis. We could do that. I think ultimately though having
the WTO fix this problem is going to be hard unless we can have
a more important restructuring of the WTO that doesn’t require
things being on paper to prosecute them. That is the big advantage
the Chinese have. They can do things that—they come to the—
show us the law. Well, we can’t show them the law because there
is no law. It is up here in their brain and they——

Mr. POE. The gentlelady’s time has expired.

Mr. ATKINSON. Sorry.

Mr. PoE. Thank you, Dr. Atkinson.

Mrs. WAGNER. Yes.

Mr. PoE. The Chair recognizes the gentleman from Florida, Mr.
Garrett—or Virginia.

Mr. GARRETT. I haven’t moved to Florida yet. Thank you, Mr.
Chairman. Thank you, gentlemen, for being here today.

It is interesting that we should have started with some tangen-
tial discussion of CFIUS. And I think, I hope, and I have a finite
amount of time, that we made some progress in the arena of pro-
tecting American intellectual property and technology, but there is
an 800-pound proverbial gorilla in the room that I have discussed
that I have never heard anyone else discuss. And I say this as
much for the benefit of the other members of the subcommittee as
for you gentlemen.

I would ask you, is it possible and indeed probable that we bleed
technology and innovation, that we bleed intellectual property by
virtue of exploitation of the U.S. EB-5 visa program, Dr. Atkinson?
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Mr. ATKINSON. I am just afraid I can’t answer that. I don’t know
enough to answer that.

Mr. GARRETT. Dr. Scissors, are you familiar with EB-5 visas?

Mr. Scissors. I am. I am familiar with them as a conduit for
Chinese investment in the U.S. I don’t think—I think there are
problems with the EB-5 program. I don’t think that that is—I
would say as we have discussed that the academic visits to China
are a bigger source of technology loss than EB-5.

Mr. GARRETT. Well, let me—I am going to split hairs for a sec-
ond. Bigger implies that both of them might be sources. One might
be more prevalent than the other. I would point out the data as it
relates to EB-5 visas, which are essentially visas purchased by “for-
eign investors”—air quotes intended—in order to come to the
United States to start business and create jobs ostensibly.

However, comma, in one particular prominent example:
GreenTech Automotive, partly found by former Virginia governor
Terry McAuliffe, built a facility in Mississippi which is now defunct
owing tens of thousands of back taxes, wherein they brought in
“Chinese investors.” Now the Chinese have monopolized rare earth
minerals like cobalt as it relates to battery technology, et cetera,
these were used in these GreenTech Automotive cars.

And once these investors bought EB-5 visas they had unfettered
access to U.S. cutting-edge technology by virtue of their legal resi-
dency here—does that not sound about right?—or they wouldn’t
have the same hoops to jump through to garner U.S. technology as
visa residents of the United States “job creators” once they were
here as they would if they were trying to export it through some-
thing like CFIUS, correct?

Mr. Scissors. I am not saying there isn’t a problem. As I under-
stand the export control law it doesn’t matter if you are Chinese
or a resident or a citizen, if you are transferring controlled tech-
nology you are breaking the law. So export control should be able
to handle that regardless of EB-5.

Mr. GARRETT. Having spent 10 years as a prosecutor wherein I
would have been unemployed if people didn’t break the law, I
would posit that perhaps people break the law. So what I am driv-
ing at 1s that if you have access to the technology in a world where
a thumb drive can contain any innumerable amount of techno-
logical secrets whether they are allowed to do it and whether they
are doing it might be two entirely different things.

So I would hope that we would take a long hard look at EB-5
visas when quite literally if you combined every nation in the
world’s EB-5 visa recipients over a period of 5 years you would
equal the number of Chinese EB-5 visa recipients in the United
States in one. That is real and it is true. And so whether or not—
and I have the utmost respect for the members of this panel. I
mean you guys are awesome, but this might be one where I am a
little bit more well studied perhaps, for a remarkable change, than
some of the fine individuals before us today. And it is something
we haven’t looked at that we ought to be looking at because once
you get the technology whether you are allowed to steal it or not
doesn’t mean you won’t.

The next thing is technological proliferation by virtue of the fact
that the Chinese are smart enough to go where the technology and
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innovation is, which is in many cases our university and college
campuses and the Confucius Institute, et cetera. What, if anything,
should we be doing as it relates to reciprocity with these breeding
grounds for “Chinese values,” cultures, and ideas at 524, I believe,
locations in the United States when there is nothing similar ad-
vancing U.S. culture and ideas in China?

Anybody? Yes, sir, Mr. Reinsch.

Mr. REINSCH. Just on the Confucius Institute I would just com-
ment when I served on the China Commission we did a study and
report on exactly that subject and analyzed them and I would com-
mend that to you. It basically——

Mr. GARRETT. I think I have looked at it. I think it says no smok-
ing gun but cause for concern; is that right?

Mr. REINSCH. Yes. That is exactly right.

Mr. GARRETT. See, I am all read, imagine that.

Mr. REINSCH. You have a good memory, better than mine. I think
that is probably still true, although that was a few years ago worth
a second look

Mr. GARRETT. Yes, sir.

Mr. REINSCH [continuing]. Because it needs to be monitored.

Mr. GARRETT. Thank you, anything else?

Mr. ATKINSON. If I could just quickly comment on EB-5. One of
the problems with EB-5 is most of those EB-5 applicants don’t real-
ly create any jobs that wouldn’t have been created anywhere, some-
body else would have created them. So we have argued and we
filed on—narrow it down significantly and if you do that you might
address that and then perhaps more limitations on the Chinese
EB-5.

Mr. GARRETT. Thank you so much. And I want to say this. I am
about to mutter a word I don’t often mutter, but quotas, for exam-
ple. If we want to encourage development in the United States and
other regions of the world, why are 80 percent of EB-5 visas year-
in and year-out going to China when they could go to places like
Nigeria or Brazil or Italy, et cetera?

I don’t normally champion such a thing but this EB-5 thing has
manifested itself almost solely to the benefit of our chief rival eco-
nomically and perhaps strategically. And so again I just wanted to
shine some light on that.

Thank you, gentlemen. I yield back my negative 19 seconds.

Mr. POE. I thank the gentleman from Virginia. The Chair recog-
nizes the gentleman from Utah, Mr. Curtis.

Mr. CuUrTIS. Thank you, Mr. Chairman. And to our guests here,
thank you for being here today and enduring these many questions.

We are reading in the press today that the U.S. is readying an-
other $200 billion of sanctions. It is seeming very predictable, right,
they are calling this a trade war. And I guess my question for you
today, I am going to leave this hearing and the press in Utah is
going to ask me a very predictable question which is, where does
this end? And if you could please tell me that I would be happy
to report that to the press.

Mr. Scissors. Well, I can tell you where it is going to have to
end one way or another, how long it takes us to get there is a dif-
ferent story. The President is committed to reducing the trade def-
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icit with China. We had a quote from Congressman Sherman say-
ing it rose last year which it did.

Now I am not going to defend the President’s view of the trade
deficit. I am simply saying he has had this position for a long time.
He has been very clear about it. He has not been inconsistent. So
we have a situation right now where our trade deficit with China
is rising. You can make an argument our economy is growing faster
than theirs even though they don’t report that. We are richer than
them. It is going to take some work to get the trade deficit under
control which means we may get a series of 10 percent tariffs ap-
plied to all Chinese goods for awhile.

But that is where it is going to end. It is going to end because
that is the President’s goal with the U.S. bilateral trade deficit
with China at least stabilizing.

Mr. REINSCH. You want to know where it is going to end. I have
to say this reminds me of, you know, two 8-year-olds having a star-
ing contest waiting to see who is going to blink first. And the Presi-
dent has only one tactic which is to escalate, up the ante. He has
allowed time with the 200. He has allowed time for more negotia-
tions. There may be some, there may not be.

If you go back to my statement, I am skeptical for reasons I indi-
cated that that will accomplish much but there is a possibility
there. I think if they don’t accomplish anything he will move to
round 2 and impose those tariffs. The Chinese have been very clear
that they will respond in like amount in kind. It is already more
trade than we have with them but they will do other things.

Read today’s clips, you will see a lot of speculation about what
those other things might be. And then he will probably respond
with a third tranche and I am very gloomy where this goes because
in the end all trade is subject to punishing tariffs and there is
going to be a lot of collateral damage on both sides.

Mr. Curtis. So I feel that that is true and the worry in Utah is
the path is littered with dead companies. And right along the way
that, Dr. Scissors, you referred to the unpredictability and that has
hit Utah in a really hard way is assuming that these tariffs are
coming in already, how you place orders, how do you plan for the
future and all of those things.

I am curious to know if any of you are aware of a different end-
ing that still gets us the same results using different tools. So is
the only tool available to us to fix this imbalance a tariff or are
there other tools that we could be using?

Mr. ATKINSON. So we had an op-ed, I believe, in The Hill or Polit-
ico recently, 10 non-tariff alternatives the Trump administration
could use as weapons or tools or tactics. There are a number of
them we could use. And I have talked about some them, others
have talked here. What I find striking with what the Trump ad-
ministration is doing is they are pretty much using only one tool.
Th?y have a WTO case but they are pretty much only using one
tool.

I would disagree a little bit with maybe Bill in saying that I don’t
think the Chinese are as fundamentally committed to this as—I
don’t think forcing them to stop intellectual property theft or forced
tech transfer or massive subsidies are a threat to the Party. I think
there is more leeway that the Chinese could give without giving up
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Party control of China or even giving up the goal of growing their
tech economy.

So I could see one outcome of this is the Chinese essentially de-
cide they don’t want to have that much pain and make some mod-
est concessions. I don’t think we can rule that out. I don’t know
what the odds of it are. I don’t know that anybody knows that but
that is one outcome.

Mr. CurTis. Do modest concessions get us to where we need to
go or do we look at it more dramatically?

Mr. Scissors. I think Rob is being realistic, but I don’t think
modest concessions get us where we need to go and this is one of
the reasons why I think there is going to be pain. And when I was
in the White House meeting that kicked off the 301 tariffs that led
to this point I said, if you are not willing to stick to this for 3 years
and suffer some pain don’t bother, because that is what it is going
to take to get the Chinese to change. I don’t think tariffs are the
best weapon. I don’t think they are the only weapon. But I do think
that if you don’t have tariffs in your pocket and you aren’t willing
to use them you get less attention from China and it takes longer.

So, you know, do I think we should only be using tariffs, no. Do
I wish we were using something else first, yes. But I don’t think
we are going to be able to get to where we want to go without tar-
iffs and without pain.

1\1/15' Curtis. Unfortunately I am out of time. Mr. Chairman, I
yield.

Mr. PoOE. I thank the gentleman. It seems to me that maybe all
is not gloom, doom, and despair. That the information you have
given us of holding China back and running faster is something
that Congress, specifically these two committees, need to move for-
ward on right now. That is our responsibility.

We are not going to be here in 6 years debating this, Dr. Scis-
sors. There are several of us who won’t be here next year. But it
is absolutely necessary that Congress assumes its role and to lead
on this issue of dealing with the cheaters in China. But more than
just bemoan the fact, we need to be proactive on doing what is best
for the United States. Your information has been of great resource
and we probably will have you back again at a later time to see
if some of the changes that we are going to make hopefully through
legislation are effective or not. I do not want to be a victim of what
my grandfather always would say: When all is said and done, more
is said than done. And so it is time to get something done.

Thank you very much for your participation and thank all the
people that are in the audience as well for being here, and the
members. These two subcommittees are adjourned.

[Whereupon, at 4:20 p.m., the subcommittees were adjourned.]
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Life Inside China’s Social Credit
Laboratory
The party’s massive experiment in

ranking and monitoring Chinese citizens
has already started.

BY SIMINA MISTREANU
FOREIGN POLICY
APRIL 3, 2018

RONGCHENG, CHINA — Rongcheng was built for the future. Tts broad
streets and suburban communities were constructed with an eye to future
expansion, as the city sprawls on the eastern tip of China’s Shandong
province overlooking the Yellow Sea. Colorful billboards depicting swans
bank on the birds — one of the city’s tourist attractions — returning there
every winter to escape the Siberian cold.

In an attempt to ease bureaucracy, the city hall, a glass building that
resembles a flying saucer, has been fashioned as a one-stop shop for most
permits. Instead of driving from one office to another to get their paperwork
in order, residents simply cross the gleaming corridors to talk to officials
seated at desks in the open-space area.

At one of these stations, Rongcheng residents can pick up their social credit
score.

In what it calls an attempt to promote “trustworthiness” in its economy and
society, China is experimenting with a social credit system that mixes familiar
Western-style credit scores with more expansive — and intrusive — measures.
It includes everything from rankings calculated by online payment providers
to scores doled out by neighborhoods or companies. High-flyers receive perks
such as discounts on heating bills and favorable bank loans, while bad debtors
cannot buy high-speed train or plane tickets.

By 2020, the government has promised to roll out a national social credit
system. According to the system’s founding document, released by the State
Council in 2014, the scheme should “allow the trustworthy to roam
everywhere under heaven while making it hard for the discredited to take a
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single step.” But at a time when the Chinese Communist Party is aggressively
advancing its presence across town hall offices and company boardrooms,
this move has sparked fears that it is another step in the tightening of China’s
already scant freedoms.

But it has been hard to distinguish future promises — or threats — from the
realities of how social credit is being implemented. Rongcheng is one place
where that future is visible. Three dozen pilot systems have been rolled out in
cities across the country, and Rongcheng is one of them. According to Chinese
officials and researchers, it’s the best example of the system working as
intended. But it also illustrates those intentions may not be as straightforward
as they like to claim.

The system is the brainchild of city hall staff, says He Junning, the deputy
director of the Rongcheng Social Credit Management Office.

The bureaucrat, wearing square glasses and a black checkered sweater, shares
the social credit department with seven other employees on the second floor
of the city hall. The system they have devised assigns 1,000 points at the
beginning to each of Rongcheng’s 740,000 adult residents. From there, the
math begins.

Get a traffic ticket; you lose five points. Earn a city-level award, such as for
committing a heroic act, doing exemplary business, or helping your family in
unusual tough circumstances, and your score gets boosted by 30 points. For a
department-level award, you earn five points. You can also earn credit by
donating to charity or volunteering in the city’s program.

He stresses that “anything that influences your points needs to be backed by
official facts with official documents.” That reduces subjectivity and limits
penalties to mainly breaking laws and regulations.

Depending on their score bracket, residents hold a grade ranging from A+++
to D. Some offenses can hurt the score pretty badly. For drunk driving, for
example, one’s score plummets straight to a C. On the other hand, triple As
are rewarded with perks such as being able to rent public bikes without
paying a deposit (and riding them for free for an hour and a half), receiving a
$50 heating discount every winter, and obtaining more advantageous terms
on bank loans.

Companies are also included in the gauntlet of social credit. They can remain
in good standing if they pay taxes on time and avoid fines for things such as
substandard or unsanitary products — a sore point for Chinese people, who
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safety scandals. High-scoring businesses pass through fewer hoops in public
tenders and get better loan conditions.

But even though the system, established in late 2013, theoretically extends to
every part of people’s lives, many of the city’s residents don’t even know it
exists yet. Sometimes people only realize it when their big life plans — buying
a home, applying for a government position or an academic title — take them
to the bright hallways of the city hall.

Yu Guanging sports black Nike sneakers as he rushes from one counter to
another, his wife by his side. The 30-year-old company employee needs his
social credit score among other documents to apply for a house loan.

“This is making me do extra work! It’s too troublesome,” Yu says while
walking, his documents in hand. He hasn’t given the social credit too much
thought but says it might help improve people’s behavior. When asked, he
checks his score. “I'm an A,” he says — just like 9o percent of Rongcheng’s
population.

Oversized pictures depicting the heroes of this brave new world are displayed
outside the city hall. They include Bi Haoran, a 24-year-old policeman, who
saved some students one evening by pushing them out of the way of a car that
crashed into the crowd. Yuan Suoping, a 55-year-old villager, is also there.
After her husband’s death, she took care of her bedbound mother-in-law, and
when she remarried years later, her only condition for her new husband was
that the old woman come live with them.

High-scoring residents are shown outside the public library and in residential
communities and villages, which are already operating their own trial social
credit systems. Boards explaining how you can win or lose points and
showing pictures of the best scorers are a common sight in Rongcheng;
passersby talk about them with pride.

But the most startling thing is that cars yield to pedestrians at the crosswalk
— a sight I've never seen in another Chinese city.

“I feel like in the past six months, people’s behavior has gotten better and
better,” says Chen, a 32-year-old entrepreneur who only wanted to give his
last name. “For example, when we drive, now we always stop in front of
crosswalks. If you don’t stop, you will lose your points. At first, we just
worried about losing points, but now we got used to it.”
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Rongcheng is a microcosm of what is to come. The national credit system
planned for 2020 will be an “ecosystem” made up of schemes of various sizes
and reaches, run by cities, government ministries, online payment providers,
down to neighborhoods, libraries, and businesses, say Chinese researchers
who are designing the national scheme. It will all be interconnected by an
invisible web of information.

But contrary to some Western press accounts, which often confuse existing
private credit systems with the future schemes, it will not be a unified
platform where one can type in his or her ID and get a single three-digit score
that will decide their lives. This caricature of a system that doles out unique
scores to 1.4 billion people could not work technically nor politically, says
Rogier Creemers, a scholar of Chinese law at the Leiden University Institute
for Area Studies in the Netherlands. The system would instead expand and
automatize existing forms of bureaucratic control, formalizing the existing
controls and monitoring of Chinese citizens.

“The social credit system is just really adding technology and adding a
formality to the way the party already operates,” says Samantha Hoffman, a
consultant at the International Institute for Strategic Studies (IISS) who
researches Chinese social management.

The Communist Party has experimented with forms of social control ever
since it came to power in 1949, though China’s self-policing tradition
masiv. An 11th-century emperor instituted a grid

system where groups of five to 25 households kept tabs on each other and
were empowered to arrest delinquents.

But previous efforts largely focused on groups, not individuals. As early as the
1950s, during Mao Zedong’s rule, rural Chinese were forced into communes
that farmed collectively — to disastrous effect — and had their status
measured as a group. Similarly, danwei were work units whose members
were apportioned public goods and were ranked based on their “good” or
“bad” political standing. Such groups were supposed to police their own
members — efforts inevitably tied to the violent political struggles of the
Maoist era.

Post-1980s, the state relied on hukou, or housing registration, to keep tabs on
where people lived, worked, and sent their children to school. But the hukou
system often broke down when confronted with China’s mass urbanization in
recent decades, which saw hundreds of millions of migrant workers move into
metropolises despite poor access to housing and social services.
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Along with society at large, the Communist Party has always monitored its
own members for both ideological and personal loyalties. E-government
projects that started in the 1990s, such as the Golden Shield, which connected
public security bureaus across the country through an online network, have
been aimed at both efficiency and control.

Former President Jiang Zemin in 1995 called for “the informatization,
automation, and intelligentization of economic and social management.” In
the early 2000s, his successor, Hu Jintao, attempted to automate social
surveillance through niodern grid poliving projects in cities such as Shanghai.
Hu, with his minister of public security, Zhou Yongkang, dreamed up a
monitoring system capable of functioning automatically, with the end goal
being to keep the Communist Party in power.

The result of decades of control, however, is that Chinese society suffers from
a lack of trust, says veteran sociologist Zhang Lifan. People often expect to be
cheated or to get in trouble without having done anything. This anxiety,
Zhang says, stems from the Cultural Revolution (1966-1976), when friends
and family members were pitted against one another and millions of Chinese
were killed in political struggles.

“It’s a problem the ruling party itself has created,” Zhang says, “and now it
wants to solve it.”

But around Rongcheng, nobody wants to talk to foreign journalists about the
difficult times. “Life in our village has always been good,” says Mu Linming, a
62-year-old resident of Daxunjiangjia Village. “After introducing the system,
it’s gotten even better.”

The retiree and his wife treat visitors the way people used to in the old days:
They invite us into their home, insist that we have some noodles, and
practically force bags of apples and nuts into our hands before we depart. The
orderly village, where some rooftops are covered with seaweed, has its own
social credit system that’s separate from Rongcheng’s. Here, the criteria boil
down to whether you take care of your parents and treat your neighbors
nicely.

Most people’s scores are middle of the road, Mu says, though the top rankers
are displayed on a board near the village center.

“We are all good, and we can all encourage bad people to be good,” he says.
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In Beijing, Zhang Lili is one of the researchers designing the national social
credit system. She works at Peking University’s China Credit Research Center,
which was established more than 15 years ago for this purpose.

Zhang, wearing her hair in a ponytail, talks about how the idea for the system
originated in China’s rapid economic expansion. It’s a narrative commonly
put forward in China: Because the Chinese market economy didn’t take
centuries to expand like in the West, people need the government to keep
companies and businesspeople in check, as well as to ensure a smooth
urbanization.

The Peking University credit center started in the early 2000s with social
credit projects for tourism agencies, the Ministry of Commerce, and academic
researchers. The rankings were based on criteria such as permits and
professional qualifications.

“But now with the inclusion of personal information, because there’s more
debate about it, [the government] is more cautious,” Zhang says.

The experience of an early citywide experiment might explain why. In 2010,
authorities in Suining, a county in Jiangsu province near Shanghai, launched
a pilot project that included criteria such as residents’ education level, online
behavior, and compliance with traffic laws. Locals would earn points for
looking after elderly family members or helping the poor and lose them for
minor traffic offenses or if they illegally petitioned higher authorities for help.
High scorers were fast-tracked for job promotions and gained access to top
schools, while those at the bottom were restricted from some permits and
social services.

> it for its
seemingly unfair and arbitrary criteria, with one state-run newspaper
comparing the system to the “good citizen” certificates issued by Japan during
its wartime occupation of China. The Suining pilot was canceled but not
before teaching the government some lessons about what is palatable to the
public.

The scheme was a disaster. Both residents and state media bia

The reason why Rongcheng has the most successful social credit system so far
is that the community has embraced it, Zhang says. And that has happened
because the scheme basically only deducts points for breaking the law. It is
precise in its punishment and generous in its rewards.
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As a result, schools, hospitals, and neighborhoods are independently running
versions of it. “It’s not because the government has asked them to do it,”
Zhang says. “It’s because they feel it’s better for their own administration.”

One such microsystem has been built by residents of First Morning Light, a
neighborhood of 5,100 families a stone’s throw from Rongcheng city hall. The
spacious, modern-looking community has been divided into grids of 300
families, each grid overseen by a management team. Residents have even
taken the official Rongcheng credit system a few steps further by adding
penalties for illegally spreading religion — echoing recent countrywide
crackdowns on religious practice — abusing or abandoning family members,
and defaming others online.

The effects have been positive, says Yang Lihong, a resident in her 30s who
uses a pseudonym. Quality of life in First Morning Light has shot up — along
with property prices. Yang, who asked that her real name not be used, says
she sees no downsides to the social credit system and has no privacy-related
concerns.

“T trust the government,” she says. “Who else can you trust if not them?”
China needs a “very delicate” type of administration, Zhang adds.

As Rongcheng shows, enforcing the law is a priority of the social credit
system. Chinese courts struggle to enforce their judgments, especially civil
ones. They're hampered by their relatively low status in the political system,
the country’s sheer size and scale, and the varied and often contentious levels
of law enforcement.

On the one hand, the scheme wants to address real problems that Chinese
society is confronting, such as financial scams, counterfeit products, and
unsanitary restaurants, which amount to a “lack of trust in the market,” says
Creemers of the Leiden Institute.

“Yes, the social credit system is connected with maintaining the integrity and
stability of the political regime,” he says. “It is also the case that it tries to do
so by addressing legitimate concerns. And that complicates the criticism.”

170,000 defaulters who are barred from buying high-speed train or airplane
tickets or staying at luxury hotels as a means to pressure them to repay their
debt.
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The public blacklist has been incorporated by another incarnation of the
social credit system — Zhima Credit, a service of the mobile payment provider
Alipay. China has a huge mobile payment market, with transactions totaling
$5.5 trillion in 2016, compared with $112 billion in the United States. Alipay,
owned by Ant Financial, and WeChat Pay dominate the still-growing Chinese
market.

Zhima Credit is an optional service embedded in Alipay that calculates users’
personal credit based on data such as spending history, friends on Alipay’s
social network, and other types of consumer behavior. Zhima Credit’s
technology director controversially told the Chinese magazine Caixin in 2015
that buying diapers, for example, would be considered “responsible”
behavior, while playing video games for hours could be counted against you.

Hu Tao, Zhima Credit’s general manager, paints a different picture now. She
says the app doesn’t monitor social media posts “nor does it attempt to
measure qualitative characteristics like character, honesty, or moral value.”
Zhima Credit is not a pilot for the social credit system and doesn’t share data
with the government without users’ consent, she says.

However, the company is blending into the invisible web of China’s upcoming
social credit system. Ant Financial has already signed a memorandum of
understanding with Rongcheng, whose residents will be able to pay their
utility bills using Alipay and show their Zhima Credit score — if high enough
— to obtain better health insurance and borrow library books and rent public
bikes without a deposit.

There’s no single institution in command of the social credit system. Instead,
the web made of various schemes stretches and blends, inching from the
more popular restrictions for breaking laws to new, grayer areas. The
National Development and Reform Commission, a powerful central body,
said in March that it would extengd train and flight travel restrictions for
actions such as spreading false information about terrorism and using expired
tickets.

The government will in the end have inordinate amounts of data at its
disposal to control and intervene in society, politics, and the economy. This
strategy is deliberate and well thought out, argues Sebastian Heilmann of the
Mercator Institute for China Studies in Berlin. “With the help of Big Data,
China’s leadership strives to eliminate the flaws of Communist systems,” he
wrote in a Financial Times op-ed. China’s troves of data will help the
government allocate resources, solve problems, and squelch dissent — or so,
at least, the government hopes. Some people already feel trapped in China’s

NoTE: The preceding document has not been printed here in full but may be found
at https://docs.house.gov/Committee/Calendar/ByEvent.aspx?EventID=108531
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QUESTIONS FOR THE RECORD OF THE HONORABLE TED YOHO

COMMITTEE ON FOREIGN AFFAIRS, U.S. HOUSE OF REPRESENTATIVES
“CHINA’S PREDATORY TRADE AND INVESTMENT STRATEGY”
July 11,2018

These questions are directed to all witnesses.

Intel is reportedly planning to partner with and provide memory chips to Tsinghua Unigroup, a
subsidiary of Tsinghua Holdings, which itselfis a wholly owned subsidiary of Tsinghua
University, a public university in China with direct ties to the state. Another subsidiary of
Tsinghua Holdings, Unigroup’s parent company, is Tsinghua Tongfang, which supplies military
equipment to the People’s Liberation Army (PLA).

In short, Intel, dominant in processor chips, is partnering with a Chinese domestic champion to
boost its memory chip business. The deal could help the Chinese partner to destroy American
memory chip companies.

1. Should the U.S. government be concerned about Intel’s deal with Tsinghua Unigroup to
provide NAND memory chips?

Dr. Atkinson: My understanding is that Intel completed a supply agreement with Tsinghua
Unigroup in 2017, which is an advance payment for “locking in” future shipments on memory
chips. This gives Intel an advance payment they can use, in part for R&D and capital
investment. Again, to my understanding this is not a transaction that is governed by U.S. export
control policy in part because it involves a “commaodity” technology that the Chinese can
purchase from a wide variety of sources (such as Samsung and SK-Hynix), if not make
themselves. If Intel is simply supplying memory product to Tsinghua, even in high volumes,
there would be no national security issue as there is no transfer of design or manufacturing
know-how and large memory facilities in China already are supplying that market.

Mr. Reinsch: I am not familiar with either Tsinghua Unigroup or its various parents and other
relatives, and in cases like this [ generally trust Commerce’s Bureau of Industry and Security to
investigate and come to the correct conclusion about whether the entity poses a security

risk. They are in a much better position than a private party to examine the company’s history
and practices and decide whether the proposed transaction poses a risk to our security.

2. Since this would be the first time Intel is providing flash memory chips to a foreign
partner, does the deal raise tech transfer concerns?

Dr. Scissors: T am far from a computer engineer and the first question is about how advanced
such chips are. China can get less advanced chips from many sources but /ntel (and others)

1
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should not be upgrading Chinese dual-use technological capabilities. Further, the US should
block other countries from providing China with the most advanced technology available. This
means constant diplomatic activity and lost business for American firms, but all parties must
accept this.

Dr. Atkinson: | do not believe that this is the first time Intel is selling flash memory to a foreign
company. Intel was once in memory chips but stopped producing them. They reentered the
market in 2010 and as part of that seek to sell memory chips around the world. Also my
understanding is this is not a tech-transfer agreement and instead is a sales of off-the-shelf
memory chips to the Chinese company that Intel sells to companies around the world. To the
extent that is the case, there should not be any concerns with it as it involves U.S. sales which are
good for the U.S. economy. My understanding is that the chips are designed in the United States
and produced in China.

Mr. Reinsch: [ have not studied the capabilities of this particular chip, but, in general, the US
government has always controlled semiconductor design and manufacturing equipment more
tightly than the end products — the chips themselves. Semiconductors are somewhere between
difficult and impossible to reverse engineer, so the more important question is keeping the ability
to design and make them out of the hands of our adversaries. An obvious exception would be a
case where the semiconductor itself provides a capability with military applications that we wish
to deny. As with question #1, I don’t want to second-guess BIS’ judgment on that.

3. What other options should Congress and the U.S. government consider in cases like this
one? What is the appropriate role of government, when one U.S. company willingly aids
a predatory Chinese entity that threatens overall U.S. competitiveness?

Dr. Scissors: One temptation for the Congress and the rest of the USG is take a strong public
stand on one case while not pursuing a broad, steady policy. Regardless of the preferred
approach, it would do no good at all just to loudly block one high-profile transaction and then
stop paying attention. In my view, it isn’t the government’s job to decide which American firms
should be saved from competition. It is the government’s job to protect national security. The US
should assume that any technology transferred to a Chinese firm is immediately available to the
Chinese military, and American firms should not be permitted to improve the Chinese military.
This is the proper role of export controls. If necessary, a multilateral system similar to COCOM
should be created.

Dr. Atkinson: As | wrote in my testimony, pressured tech transfer by the Chinese government is
a serious problem. But it is important to differentiate between legal sales to Chinese companies
and pressured tech transfer. The former is clearly in the U.S. national interest because it allows
U.S. firms to gain greater global market share, expand their U.S. workforces and become more
competitive, including against Chinese firms. The U.S. government should not be setting up
roadblocks to such sales. And some of these sales will be intermediary goods to Chinese
companies (e.g., flash memory, software systems, etc.); while some will be final goods (e.g., a
smart phone). Treating the former as somehow problematic because Chinese companies can
uses thee inputs input to compete with U.S. companies in final goods products would be “cutting
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off our nose to spite our face.” We see this, for example, in the calls to cut off ZTE from U.S.
exports of technology inputs (software, chips, etc.). Bans on intermediate technology product
sales are usually not effective not only because the Chinese company can obtain the products
from companies headquartered in other nations, but also because it provides an incentive for the
Chinese company and the Chinese government to develop their own domestic capabilities to
produce the product. In short, limiting sales of intermediate technology products would do little
to keep Chinese firms from accessing technology like flash memory, but would hurt U.S. firms
selling them.

In contrast, when it comes to forced technology transfer where companies are willing to share
technology with the Chinese in exchange for market access, the best path to take is to work with
our allies to put sustained pressure on the Chinese government to roll back such practices.

Mr. Reinsch: I believe the US government’s existing export licensing system is adequate to the
task. Critical dual-use products or technology cannot be transferred without a license, either as a
straightforward export or as part of a joint venture or other financial arrangement, and I am
confident in BIS’ ability, along with the other agencies with which it coordinates, to determine in
this case the sensitivity of the technology and the legitimacy of the end user and decide whether
or not to issue a license. In addition, my experience with Intel, both in the government and
subsequently, leaves me confident that it is both committed to compliance with US law and
providing sufficient resources to ensure compliance.
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