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June 28, 2012 

 

The Honorable Daniel Inouye 

President Pro Tempore of the Senate, Washington, D.C. 20510 

The Honorable John A. Boehner 

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

 

DEAR SENATOR INOUYE AND SPEAKER BOEHNER: 

 

 We are pleased to notify you of the Commission’s June 14, 2012 public hearing on “The 

Evolving U.S.-China Trade and Investment Relationship.”  The Floyd D. Spence National Defense 

Authorization Act (amended by Pub. L. No. 109-108, section 635(a)) provides the basis for this hearing. 
 

At the hearing, the Commissioners received testimony from the following witnesses: Dr. Yingying Xu, 

Economist and Council Director, MAPI (Manufacturers Alliance for Productivity and Innovation); Dr. Judith 

Dean, Professor of International Economics, Brandeis University International Business School; Dr. Wei Shang-

Jin, N.T. Wang Professor of Chinese Business and Economy, Columbia University Business School; Mr. Ahmed 

Siddiqui, Founder and Chief Financial Officer, Go GO Mongo!; Mr. James Fellowes, Chairman and CEO, 

Fellowes Inc.; Mr. Michael McCarthy, Chief Legal and Administrative Officer, Infinera; Mr. Nova Daly, Public 

Policy Consultant, Wiley Rein LLP; and Mr. David Fagan, Partner, Covington & Burling LLP.  The hearing 

provided a broad overview of new methodologies for measuring and managing our bilateral trade relationship 

with China; ongoing enforcement challenges that U.S. businesses are experiences in their dealings with China; 

challenges posed by inbound Chinese investment; and the potential opportunities attendant in the negotiation of a 

U.S.-China Bilateral Investment Treaty.  The hearing reviewed these issues in the context of their implications for 

the United States and United States businesses. 

 

 We note that prepared statements for the hearing, the hearing transcript, and supporting documents 

submitted by the witnesses will soon be available on the Commission’s website at www.USCC.gov.  Members 

and the staff of the Commission are available to provide more detailed briefings.  We hope these materials will be 

helpful to the Congress as it continues its assessment of U.S.-China relations and their impact on U.S. security. 

 

 The Commission will examine in greater depth these issues, and the other issues enumerated in its 

statutory mandate, in its 2012 Annual Report that will be submitted to Congress in November 2012.  Should you 

have any questions regarding this hearing or any other issue related to China, please do not hesitate to have your 

staff contact our Congressional Liaison, Jonathan Weston, at (202) 624-1487 or via email at jweston@uscc.gov. 

 

Sincerely yours, 

 

      
    Hon. Dennis C. Shea     Hon. William A. Reinsch 

    Chairman       Vice Chairman 

  

http://www.uscc.gov/
mailto:jweston@uscc.gov
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THE EVOLVING U.S.-CHINA TRADE AND INVESTMENT RELATIONSHIP 
 

THURSDAY, JUNE 14, 2012 
 
 

U.S.-CHINA ECONOMIC AND SECURITY REVIEW COMMISSION 
 

     Washington, D.C. 
 

 The Commission met in Room 562 Dirksen Senate Office Building, Washington, D.C. at 9:00 a.m., 
Chairman Dennis C. Shea, and Commissioners William A. Reinsch and Daniel Slane (Hearing Co-Chairs), 
presiding. 
 
 

OPENING STATEMENT  OF C OM MISSIONER WILL IAM A.  REIN SCH,  HEARING CO -CHAIR  
 
 

 V ICE  CH AI RMAN  REI N SCH:   Good morn i ng .   Welc ome to  the  f i na l  economic  
hear in g  o f  t he  U . S . -C hi na  Eco nomic  a nd  Se cur i ty  Rev iew Commiss ion 's  2012  An nu al  
Report  cyc le .   I  w ant  to  tha nk  every body  f or  jo in in g  us  to day .   We ap prec iate  yo ur  b e in g  
here .   More  i nfo rmat ion a bout  the  Commiss ion ,  i t s  A nn ua l  Re p o rt ,  a nd i t s  hea r i ng s  are  
ava i l ab le  on the  Commiss ion 's  Web s i te ,  a t  www.US CC .gov .  
 At  tod ay 's  hea r i ng ,  w e  wi l l  exami ne  t he  ev o lv in g  U .S . -C h ina  Tra de  a nd 
Investme nt  Re lat io ns hi p .   I n  the  f i r s t  pa ne l ,  we  wi l l  cons ide r  ho w the  b i l ater a l  t ra de  
ba l ance  h as  c ha n ge d over  t ime,  a nd we  wi l l  exami ne  t he  pote nt i a l  po l icy  imp l ic at ion s  o f  
promis in g  new  metho do log ies  fo r  meas ur i ng  an d un derst an di n g  the  t rade  b a la nce .  
 Va l ue - ad ded  measu re ments  o f  t ra de  are  d r awin g  co ns i der ab le  a t tent io n for  
the i r  pote nt i a l  to  pro v ide  more  prec ise  in f ormat ion abou t  the  n ature  o f  ou r  b i l atera l  
t rade  re l at io ns hi ps .  
 In  an  e ra  w hen pro du ct ion c ha in s  a re  i ncre as i ng ly  g loba l  a n d d r i ven by  
d i f fere nt  co unt r ies '  r e lat ive  tech no log ica l  prog ress ,  p rod uct io n costs ,  a ccess  to  
resour ces  a n d market s ,  a nd  t ra de  po l ic ies ,  va lue -a dde d t ra de  d ata  cou ld  g reat ly  re f i ne  
our  u n derst an di n g  o f  the  i nte rde pen de nc i es  in  the  U. S . -C hi na  r e lat io ns hi p  a nd impr ove  
our  po l icy  cho i ces  for  ad dres s i ng  compet i t i ve  cha l le nges .  
 Th is  i s  a  wonky  to pic ,  I  ack nowle dge ,  b ut  I  th i nk  i t ' s  a n  impo rta nt  one  
beca use  i f  we 're  go i n g  to  fa sh ion a  compe tent  t rade  po l icy  to  d ea l  w i t h  t he  prob lem s 
we face ,  we  nee d to  have  ac cu rate  dat a .   We have  to  have  data  that  re f lects  rea l i ty ,  and  
there  i s  a  g rowin g qu est ion among st  econ omists  o f  a l l  po i nts  o f  v iew a bout  Ch in a  a nd 
a l l  po i nts  o f  v iew a bo ut  t he  re levan ce  o f  o ur  t ra de  de f ic i t  t hat  we 're  not  cou nt i n g  
th i ng s  i n  t he  be st  wa y  that  we  coul d .  
 Of  cou rse ,  i t ' s  ea sy  t o  say  th at .   I t ' s  a  lo t  har der  to  say  w hat  w e shou ld  be  
do in g  a s  op posed  to  what  we 're  do i ng  w rong,  b ut  we  look  to  th e  f i r s t  pane l  fo r  g u i d ance  
on th at  po int .  
 The  c ha l len ges  th at  U .S .  compa nie s  f ace  i n  the i r  C hi na  ve ntu res  are ,  o f  
course ,  var ied  an d co nt i nue  to  evo lve  i n  re spons e  to  po l icy  c ho i ces ,  e nforceme nt  
measure s ,  a nd  a  s h i f t in g  g lob a l  co ntext .  
 Our  s econ d p ane l  wi l l  feat ure  te st imony  f r om three  U .S .  b us ine sses  
gra pp l i n g  wit h  C hi na  t rade  ch a l len ges  an d wi l l  prov i de  an o ppor tun i ty  to  ga i n  a  fu l le r  
un ders tan d in g  o f  t he  scope  a nd  a deq uacy  o f  enfor cement  aven ues  a n d too ls  t hat  ar e  
cur rent ly  ava i la b le  to  bu s i nesses  he re  a nd in  C h ina .  
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 An d we' re  a l l  ve ry  g r atefu l  t hat  we  have  t hree  comp an ies  t hat  were  wi l l i ng  
to  come and ap pea r .   I t ' s  d i f f i c u l t  for  com pan ies  to  f ly  in  an d make  the  t ime for  us ,  an d 
we grea t ly  a p prec iat e  those  t hat  have  be en w i l l in g  to  come a n d te l l  t he i r  s tory  bec ause  
they  ar e  impor ta nt  s t or ies ,  an d we 're  look in g  forw ar d to  he ar i n g  them .  
 Our  f i na l  pa ne l  wi l l  b roach in crea s i ng ly  re l evant  a n d complex  q uest io ns  
sur rou nd in g  i nbo un d Chi nese  inve stment ,  i nc l ud in g  t he  U .S .  re g ulato r y  re g ime' s  
capa c i ty  to  ad dres s  p otent ia l  c ha l le nges  a nd poten t ia l  b ene f i t s ,  dr awb acks  an d 
l imita t ion s  o f  r ecent l y  rev ived e f fort s  to  n egot iate  a  b i la ter a l  i nvestment  t reaty .  
 Ch i nese  cumu lat ive  i nvestment  in  the  U. S .  in  2011  wa s  a pp rox i mate ly  $15 .9  
b i l l io n .   Th is  wa s  j ust  a  f r act io n o f  over a l l  fo re i gn  inves tment  in  the  U .S .  las t  ye ar ,  b ut  
Chi na  i s  a  g rowin g so urce  o f  FDI .  
 Ch i nese  inve stment  h o lds  hu ge  potent ia l  f or  c reat in g  Amer ic an jobs  so  
encou rag in g  i t  makes  sense .   I t  i s  a l so  i n  t he  U ni te d S tates '  int e rests  to  fu l ly  un der s tan d 
and  seek  to  ad dres s  t ran spa ren cy  a nd acco unt ab i l i ty  i s sue s  th at  may  ar i se  wit h  t h is  
investme nt ,  par t ic u l a r ly  i nvestmen t  by  Ch i nese  s t ate -ow ned ent erpr ises .  
 Th is  i s  a  b ig  de bate  t hat  i s  go in g  on  i n  E ur ope  as  we l l ,  an d we 'r e  gra tef u l  
for  th at  pan e l .  We h a ve  two very  d i s t i ng ui shed  expe rts  w ho  wi l l  be  jo i n i ng  us  for  t h at .  
 Today  we' re  go in g  to  ask  a l l  o f  our  e xpe rts  to  she d l ig ht  on  the s e  topic s  
and  p rov ide  recommenda t ion s .   We' l l  do  t he  f i r s t  two  pa ne l s  b efore  l un ch .   We ' l l  
ad jo ur n a t  12  for  a  lu nch bre ak ,  an d we ' l l  reconvene  for  t he  t h i rd  pa ne l  at  one  o 'c lo ck .    
 I 'm  go in g  to  c ha i r  t he  f i r s t  p ane l ,  an d my c o l lea gue ,  Commiss io n er  S lane ,  i s  
go in g  to  c ha i r  t he  se cond an d t h i r d  pa ne l .   He ' l l  make  a ny  rema rks  he  wis hes  at  t hat  
po in t .   I  w a nt  to  t ha n k  everyone  for  jo i n i n g  u s  tod ay ,  some of  whom have  come a  long 
way ,  a nd we look  for ward to  hea r i ng  f rom  you.  
 I  a l so  wan t  to  th ank  Sena tor  Be n Ne lso n a nd h i s  s ta f f  for  se cu r i ng  t he  room 
for  u s  today .   I  k now f rom what  o ur  s taf f  h ad to  go  th rou gh ,  i t  was  not  e asy  to  get  t he  
room.   Ap pa rent ly ,  t h ere 's  a  lo t  go i ng  on t oday ,  a n d so  we' re  gr atefu l  fo r  Se nator  
Ne lso n a nd h is  s t af f ' s  e f forts  on ou r  beh al f .  
 Now,  as  I  s a i d ,  t he  f i r s t  pa ne l  wi l l  prov i de  a  look  at  t he  way  we  ca lc u l ate  
the  b i l ater a l  t ra de  b a lan ce ,  i nc lu di ng  a n u nde rsta nd i ng  o f  the  i dea  o f  v a l ue -a d ded t r ade  
and  new met hodo lo g i es  for  determi ni n g  t r ue  expo rt  va lue .  
 Our  pa ne l i s t s  w i l l  a l s o  d isc us s  the  imp l ic a t ions  o f  the  b i late ra l  t rade  
ba l ance ,  how tha t  re l at ion sh ip  has  ch an ge d over  t he  year s ,  a n d  where  t hey  fe e l  i t  may  
be  go in g  i n  t he  f ut ur e ,  at  least  we  hope  y ou wi l l .  
 On t h is  pa ne l ,  we ' l l  h ear ,  f i r s t ,  f rom Dr .  J u di t h  Dea n,  Profe ssor  at  Br an de i s  
Unive rs i ty 's  In ter nat i ona l  Bus ine ss  Schoo l .   Dr .  Dea n s pec ia l i z es  in  int ern at io na l  t ra d e  
and  econo mic  deve lo pment ,  an d her  resea rch focus es  on the  e n v i ronment a l  e f fect s  o f  
t rade  g rowth,  fore i g n  investme nt ,  an d p ro duct ion f r agment at io n.  
 Some of  her  rece nt  p ub l ic at io ns  i nvo lve  at tempt i ng  to  mea su re  va lue -
add ed t ra de  by  exami ni ng  g lo ba l  su p ply  c h a in s .    
 Next ,  we ' l l  have  Dr .  S han g - J in  We i ,  a  Profe ssor  o f  F i na nce  a nd  E conomics  
and  N .T .  Wan g C ha i r  in  C h inese  Bu s i ness  a nd E conomy at  Co lum bia  Un ivers i ty ' s  
Gra dua te  Sc hoo l  o f  B us i ness .   He  a lso  se rves  as  D i rector  o f  the  Jerome A .  C ha zen 
Inst i t ute  o f  Int ern at i on a l  Bus ine ss  a t  Co l u mbia .  
 He  h as  un dert aken consu l t i n g  work  fo r  bot h  p r ivate  compa nies  and  
governmen t  org an iz a t ions ,  i nc l ud i ng  t he  B oard o f  Governor s  o f  the  Fe der a l  Reserve  
System,  t he  Wor l d  B a nk ,  t he  A s i a  Deve lop ment  Ba nk ,  an d t he  U ni te d Nat io ns .  
 F i na l ly ,  o n  th is  pa ne l ,  we  have  D r .  Y in gy i n g  Xu ,  Economi st  a nd Counc i l  
D i rector  for  t he  Ma n ufac tu rers  A l l i ance  fo r  Prod uct iv i ty  a nd I n novat ion .  
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 Dr .  Xu  monitor s  a l l  e conomic  deve lopmen ts  i n  As ia  an d a ut hor s  MAPI 's  
semian nu al  Ch in a  Ma nu fact ur in g  O ut look .   Her  area s  o f  ex pert i s e  l ie  in  e conomic  
ana lys i s ,  C h i na ,  econ omic  growt h,  ex port ,  GDP and  g loba l  man u fact ur i n g.  
 Witnes ses ,  a l l  your  w itnes s  s t atements  wi l l  be  p l ace d on t he  W eb s i te  i n  
fu l l  so  you  do n't  nee d to  worry  abo ut  t hat .   We do  ask  yo u to  k eep your  ora l  s t at ements  
to  seven mi nute s  to  make  sur e  th at  we  ha ve  t ime for  que st ion s  an d a nswer s ,  a n d i f  
you've  watc he d a ny  o f  our  hea r i ng s  be fore ,  you k now tha t  our  C ommiss ioner s  h ave  lo ts  
and  lo ts  o f  q uest ions .   So  I 'm look in g  fo rw ard to  a  v i gorou s  d ia l ogue .  
 Dr .  Dea n,  le t ' s  be g i n  with  yo u,  a nd  the n w e' l l  go  t hro ug h i n  t he  order  I  
int rodu ced yo u.  
 Dr .  Dea n.  
  



4 

 

PREPARED STATEMENT OF COMMISSIONER WILLIAM A. REINSCH, 

HEARING CO-CHAIR 

 

 
 

Hearing on “The Evolving U.S.-China Trade & Investment Relationship” 

Opening Statement of Commissioner Bill Reinsch 

June 14, 2012 

Washington, DC 

 

Good morning, and welcome to the final economic hearing of the U.S.-China 

Economic and Security Review Commission’s 2012 Annual Report cycle. I want to thank 

you all for joining us today. We appreciate your attendance.  More information about the 

Commission, its annual report, and its hearings is available on the Commission's website 

at www.USCC.gov. 

 

At today’s hearing, we will examine The Evolving U.S.-China Trade & Investment 

Relationship. In the first panel, we will consider how the bilateral trade balance has 

changed over time, and we will examine the potential policy implications of promising 

new methodologies for measuring and understanding the trade balance.  Value added 

measurements of trade are drawing considerable attention for their potential to provide 

more precise information about the nature of our bilateral trade relationships.  In an era 

when production chains are increasingly global and driven by different countries’ relative 

technological progress, production costs, access to resources and markets, and trade 

policies, value added trade data could greatly refine our understanding of the 

interdependencies in the U.S.-China relationship, and improve our policy choices for 

addressing competitive challenges. 

 

The challenges that U.S. companies face in their China ventures are, of course, 

varied and continue to evolve in response to policy choices, enforcement measures, and a 

shifting global context.  Our second panel will feature testimony from three U.S. 

businesses grappling with China trade challenges, and will provide an opportunity to gain 

a fuller understanding of the scope and adequacy of enforcement avenues and tools 

currently available to businesses here and in China.   

 

Our final panel will broach increasingly relevant and complex questions 

surrounding inbound Chinese investment, including the U.S. regulatory regime’s capacity 

to address potential challenges and potential benefits, drawbacks and limitations of 

recently revived efforts to negotiate a bilateral investment treaty.  Chinese cumulative 

investment in the U.S. in 2011 was approximately $15.9 billion.  This was just a fraction 
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of overall foreign investment in the U.S. last year, but China is a growing source of FDI.  

Chinese investment holds huge potential for creating American jobs so encouraging it 

makes sense, but it is also in the United States’ interest to fully understand and seek to 

address transparency and accountability issues that may arise with this investment, 

particularly investment by Chinese state-owned enterprises.   

 

Today, we will ask our expert witnesses to shed light on these topics and provide 

recommendations.  We will hear from experts on the first and second panel before lunch.  

We will adjourn for a lunch break at 12:00, after which the hearing will resume in this 

room at 1:00. 

 

Before I turn the floor over to my co-Chair for this hearing, Commissioner Slane, I 

would like to thank all of our witnesses for joining us today, some of whom have traveled 

considerable distances to share their insights with us.   We look forward to hearing from 

each of you.   

 

I would also like to thank Senator Ben Nelson and his staff for securing this room 

for us today.  



6 

 

PANEL I – TRADE FLOWS AND THE EVOLVING 

BILATERAL TRADE BALANCE 

 
OPENING STATEMENT  OF DR.  J UDITH DEAN  

PROFE SSOR OF INTER NATIONAL ECONOMI CS  
BRANDEIS  UNIVER SIT Y  

 
 

DR.  DEA N:   Good mor ni ng  an d t ha nk  you f or  the  inv i tat ion to  c ome and s pea k  to  
you today .   I f  you bo ug ht  a n  Ap ple  iPod b ac k  i n  2005 ,  i t  woul d  have  b een recor ded a s  an  
import  f rom Ch in a ,  b ut ,  inte rest in g ly ,  a t  t hat  t ime,  on ly  a bout  three  perce nt  o f  th at  
iPod was  act ua l ly  ma de i n  C hi na .   Most  o f  i t  was  ma de in  Ja pa n and  the  Un i te d St ate s .  
 In  fact ,  n umerou s  oth er  cou ntr ies  were  i nvo lved,  inc lu di n g  Th a i l and ,  
Ta iwa n,  Kore a,  P hi l ip p i nes  a n d S in ga pore .   Th i s  i s  bec au se  the  i Pod i s  on e  o f  t he  p r i me 
examples  o f  a  good p roduc ed in  a  g lob a l  s up ply  c ha in .  
 The  iPod  i s  not  un us u a l .   I n  ou r  ear ly  work ,  we  est ima ted t hat  f or  most  IT  
goods  e x porte d f rom Chi na ,  betwee n 63  a n d 95  pe rcen t  o f  t hose  goods  we re  act ua l ly  
fore i gn - -ma de i n  a  fo re ig n  co unt ry ,  not  C h ina .  
 Now,  th is  k in d o f  g lo ba l  su p ply  c ha in  pro d uct io n ca n s t ren gt he n g a i ns  f rom 
t rade ,  b ut  i t  a l so  c ha nges  the  pa t ter n  o f  t rade .  Two t h i ng s  s houl d  be  note d.   We  sh ould  
expect  to  see :  (1 ) t r a de  more  domi nate d b y  inte rmedi ate  prod u cts  ( prob ab ly  
seque nt ia l ly  a lon g t h e  su pp ly  ch a i n) ,  an d ( 2 )  more  t ra de  be twe en i nd ust r i a l  a n d 
deve lop in g  co unt r ies ,  s in ce  t hat  t akes  a dv anta ge  o f  the  d i f fe re nces  in  c ompar at ive  
adva nta ge  be tween t he  two.  
 For  C hi na ,  th is  i s  par t icu la r ly  im porta nt .  I f  you look  a t  the i r  t r ade  growth  
f rom the  mi dd le  '90s  a l l  the  w ay  th rou gh t he  '00s ,  you f i nd  tha t  more  tha n 85  pe rce n t  
o f  i t  i s  d ue  to  g lo ba l  sup ply  ch a i n  t r ade - - what  t he  C h i nese  ca l l  "proce ss i ng  t ra de ."   
Much o f  i t  i s  done  by  fore i gn  m ult in at io na ls .  Recen t  work  ( by  b oth  U. S .  a nd Ch ine se  
resear che rs )  co nf i rm s  tha t  C hi na  i s  usu a l l y  at  the  en d o f  t hese  sup ply  ch a i ns - -do in g  
more  o f  the  la bor - - i n tens ive  types  o f  act iv i t ies  at  t he  e nd .  
 Becau se  o f  t he  im por tance  o f  g loba l  s up pl y  cha in  t ra de  for  Ch i na ,  
convent iona l  t r ade  s t at i s t ics  ma sk  two  t h i ngs .   T hey  mask  the  o r ig in  o f  t he  va l ue  in  a  
part ic u la r  prod uct ,  a nd so  we get  a  wro ng  p ic t ure  o f  t h i ng s  l ike  t ra de  b a la nces  betw een 
the  U ni t e d States  a n d C hi na  a n d othe r  co unt r ies .   I t  a l so  mask s  cou ntr i es '  
inte rcon nect io ns  or  t he i r  i nter depe n dence  with  e ac h othe r  i n  p roduc i ng  pro duct s  fo r  
consum pt io n today .  T hese  a re  t he  two  t h i n gs  t hat  I  wa nt  to  h i gh l ig ht  an d t hen ta lk  
about  why  t hey  matt er  for  po l i cy .  
 Ju st  to  be  c le ar ,  v a l u e -ad de d t r ade  mea su res  a l low us  to  reve a l  how muc h 
o f  the  va lue  o f  a  good or i g i nate s  i n  a  pa rt icu lar  cou ntry ,  i s  t he n expo rted to  the  ne xt  
count ry  i n  t he  ch a i n ,  the  ne xt  cou ntry  i n  t he  c ha i n ,  e t  ceter a ,  s o  that  we  have  an  
accu rate  accou nt  o f  where  t hat  v a l ue  i s  c oming f rom.  
 These  meas ure s  ca n a lso  h i gh l i ght  v a l ue  a dde d t hat  retu rn s  to  a  cou ntry  
in d i re ct ly .   For  exam ple ,  su p pose  the  U. S .  exports  a  prod uct  t h at 's  an  i ntermed iate  
good,  a n d th is  int erm edia te  i s  event ua l ly  e mb odie d i n  a  f i na l  go od importe d by  t he  
Uni te d State s .   We  ca n reco gn ize  the  U. S .  va lue  in  th at  im port  i f  we  u se  va l ue - ad ded  
t rade  measu res .  
 P ro fessor  We i  a nd h i s  co l le ag ues  have  rec ent ly  deve lo ped a  ver y  f in e  
method of  meas ur in g  va lue -a dde d t ra de.   Let  me just  h ig h l ig ht  a  cou ple  o f  p ieces  o f  
data  for  you  th at  s ho w why  th is  matt ers .  
 In  t h i s  work ,  P rof .  W ei  a nd co aut hors  f i nd  that  abo ut  37  pe rce nt  o f  t he  
va lue  o f  C hi na 's  g lob a l  ex ports  in  2004  were  at t r i but ab le  to  for e ig n  or i g i n .   Th ey  a l s o  
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f in d  a  lo t  o f  ev i de nce  o f  an  As ia n  p rod uct i on network  (wh ic h  I  a l so  fo un d i n  my  ea r l ier  
work)  wher e  a  lo t  o f  inte rmedi ates  come f rom Jap an  an d t he  Four  Dr ago ns .   Some 
inte rmedi ates  a l so  co me f rom the  U ni te d S tates .   I n  f act ,  yo u mi ght  be  inte reste d to  
know th at  a bout  10 -11  perce nt  o f  in p uts  e mbodie d i n  C hi nese  e xports  to  the  wor ld  
actu a l ly  comes  f rom the  U .S .  a nd  Eu rope .  
 These  a re  t he  k i n ds  o f  p ieces  o f  i nformat i on th at  we  ca n ' t  see  with  
convent iona l  s t at i s t ic s .    
 The  U .S .  I nte rna t ion a l  Tra de  Commis s ion r ecent ly  d i d  a  ver y  i nt erest i ng  
s tu dy  i n  wh ic h  they  l ooked at  U .S .  t rade  w ith  va r io us  part ner s .   They  a rg ue  t hat  Ch in a  
accou nts  for  on ly  7 .7  perce nt  o f   U . S .  imp orts  ra the r  th an the  11 .1  per cent  convent iona l  
s tat i s t ic s  wou ld  su gg est .  T h i s  i s  bec au se  much o f  the  va l ue  th at 's  import ed f rom C hi na  
d i re ct ly  actu a l ly  comes  f rom othe r  cou ntr i es .  Imports  f rom Mex ico  an d C an ad a a lso  a re  
overstated  by  co nven t iona l  s t at i s t ics .  
 On t he  othe r  h an d,  U .S .  impo rts  f rom Eu rope  a nd Ja pa n a re  u n d erstate d.   
That  i s  beca use  most  o f  these  cou ntr i es  a r e  actu a l ly  expo rt i ng  i nd i rect ly  t hrou gh  th i rd  
or  four th  co unt r ie s ,  i nc l ud in g  C hi na .  
 In  co ntr ast ,  the  ITC  r eport  a l so  h i gh l i ght s  that  U. S .  ex port s  the mselves  are  
most ly  pro duce d in  t he  U ni te d S tates .   Ab out  87  pe rcent  o f  t he  va lue  o f  U .S .  ex ports  
or ig in ates  here ,  su g g est in g  t hat  the  U. S .  i s  pro ba bly  a t  the  be g in ni ng  o f  most  o f  t he se  
g lob a l  c ha in s  or  ma n y  o f  them.  
 I  th ink  th is  h i gh l i gh ts  the  f act  t hat  we  h ave  a  bet ter  idea  o f  t he  or ig in  o f  
our  im ports  an d ex ports  t hrou gh  th i r d  a nd  fourt h  co unt r ies  i f  w e  use  va lue -a dde d t r ade  
measure s .  
 As  to  t he  i nter de pen dence  o f  n at io ns ,  ag a in ,  I  w i l l  h ig h l ig ht  r es ul t s  us in g  
Professor  We i ’ s  met h odo logy .   A bout  58  p ercent  o f  C hi nese  va l ue -a d ded ex port s  are  
f in a l  goods .   O nly  ab out  23  pe rcent  are  in termedi ates ,  use d in  f in a l  goods  by  d i rect  
importer ,  a nd abo ut  19  perce nt  a dd i t io na l  are  used  as  in terme diat es  processe d for  
furt her  expor t .   Th is  rea l ly  does  su gg est  t hat  C h ina  i s  at  t he  e n d o f  a  lo t  o f  va lue  ch a in s  
and  not  at  t he  be gi n n in g  or  t he  mi dd le .  
 Aga in ,  t he  IT C  work  h ig h l ig hted  i n  my  test i mony  shows t he  var ia t ion o f  
Chi na 's  ro le  in  d i f fer ent  p rod ucts .   For  ex ample ,  yo u see  t he  A s ia n  ne twork  at  wo rk  
when yo u look  at  v a l ue -a d ded t ra de  i n  e le ct roni c  eq ui pment  as  reporte d by  th e  
Inte rn at ion a l  T ra de  C ommiss ion i n  look in g  at  U .S .  impo rts  f rom Chi na  an d i t s  o t her  
part ner s .  
 On t he  othe r  h an d,  y ou see  no  ev ide nce  o f  su ch an East  As ia n  network  a t  
a l l  w he n you look  at  motor  vehic le s .   Tha t 's  domina ted by  very  d i f fere nt  co unt r ies  w hen 
you look  at  t he  va lue -ad de d t r ade,  most ly  Eu rop e  a nd Ja pa n.  
 Why  does  a l l  th is  mat ter?   F i rs t  o f  a l l ,  i t  m atters  for  meas ur in g  b i l ater a l  
def i c i t s .   I f  we  look  a t  the  dat a  wit h  va lue -ad de d ra the r  th an c onvent io na l  s tat i s t ics ,  
the  va l ue -ad de d mea sure  su gge sts  ( accor d in g  to  th e  I nter nat io na l  Tra de  Comm iss io n)  
that  t he  U . S .  b i la te ra l  de f ic i t  w i t h  Ch ina  i s  overstate d by  abo ut  40  perce nt ,  w here as  i t s  
b i l a ter a l  def ic i t s  w i t h  Ja pa n a nd Eu rope  a r e  s ig n i f i can t ly  un der s tated .  
 Secon dly ,  th is  matte r s  for  un der sta nd in g  g loba l  i nterco nne cted ness .   In  t he  
last  deca de,  the re  wa s  a  lo t  o f  f uror  over  t he  fa ct  t hat  Ch ina  a p peare d to  be  ex port i ng  
very  h i gh -tec h prod u cts .   Th is  seeme d to  be  i na pp ropr iate  for  Chi na ,  g iven i t s  
comparat ive  a dvan ta ge .  But  in  our  wo rk ,  we  foun d t hat  those  Chi nese  e xport s  were  
actu a l ly  very  h ig h  in  fore i gn  co nte nt .  So  i f  they  were  h ig h -tec h and  looked l ike  U. S .  
prod ucts ,  t hey  u sua l l y  were  made up  o f  i n put s  f rom Ja pan  a nd Europ e.   T h us ,  t hey  w ere  
not  rea l ly  ma de in  Ch ina .  
 Inst ead  o f  see in g  t he se  as  h i gh -tec h im por ts  f rom C hi na ,  we  s h ould  rea l ly  
see  them a s  examp le s  o f  g loba l  i nte rcon n ected ness  in  pro duc i ng  h i gh -tec h goods .  
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I. Introduction  
If you bought an Apple iPod in 2005, it would likely have been imported from China. But China would have 
contributed less than 3% of the value in that iPod. Most of its value would have been produced in Japan and the 
United States (Linden, Dedrick and Kraemer, 2009). This is because the iPod is produced in a global supply chain. 
While most of the R&D and design is done in the United States, firms in many other countries are involved in 
different stages of the production of the iPod. Among those countries are Japan, Thailand, Taiwan, Korea, 
Philippines, Singapore, and China (Linden, et al, 2009). This is not unique to the iPod. Dean, Fung and Wang 
(2011), for example, estimate that foreign content accounted for between 63% and 95% of the value of China’s 
IT-related exports in 2002.  
  
Such “global supply chain” production is becoming increasingly prominent. “Instead of carrying out everything 
from …R&D to delivery and retail within a single country, many industries are slicing up this process into stages 
or tasks (or “fragments”) that are then undertaken in many countries” (USITC, 011a). The ability to split the 
production process into tasks that can be done in different locations implies a change in the nature of 
specialization. Firms in different countries are now able to specialize in stages or tasks within the production of a 
good, based on comparative advantage. This strengthens all countries’ gains from trade, since goods can be 
produced more efficiently than if the entire process had to take lace in a single location. This also changes the 
pattern of trade. Trade flows will increasingly be comprised of trade in intermediate goods, and reflect the 
sequential nature of these production chains. The volume of trade between industrial and developing countries 
is also likely to grow, since global supply chains make use of differences in comparative advantage when 
allocating tasks (Arndt and Kierzkowski, 2001).  
 
 The international fragmentation of production is particularly important for understanding China’s trade.  
Chinese Official Customs data records its supply chain trade—known as “processing trade” –separately from its 
normal trade. Based on these data, about half of China’s remarkable trade growth between 1995 and 2008 is 
attributable to processing trade (Dean, et al., 2011). On average, about 85% of this global supply chain 
manufacturing has been done through foreign multinational subsidiaries or joint ventures (Dean, Lovely, and 
Mora, 2009). Recent work by U.S. and Chinese researchers provides evidence that China is typically at the “end 
of the value chain,” engaged in low-skilled labor intensive activities in high-tech industries, such as 
pharmaceuticals and electronics (USITC, 2011b).  
 
Because of the importance of these global supply chain relationships in China’s trade, conventional trade 
statistics will misattribute much of the value of a product to China, which is in fact produced elsewhere. 
Conventional trade statistics will also mask the interdependence between countries in carrying out global 
production. In contrast, value added (VA) trade measures can contribute greatly to a clearer understanding of 
global supply chain trade. In this testimony, I focus on two such contributions. VA trade measures can: (1) 
provide a more accurate view of the flow of value-added between countries; (2) reveal the interdependence of 
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countries involved in global production processes. I then illustrate how these two insights can help contribute to 
sound trade policy.  
 
II. What are VA trade measures?  
How much of the value of a product is actually made in each country that participates in a global chain? 
Hummels, Ishii, and Yi (2001) took a step toward answering this question by linking a country’s input-output 
table to its trade data, to measure the foreign content in a country’s exports.11 Hummels, et al., measured not 
only the imported inputs used directly in producing an export, but also the indirect use of imported inputs in 
domestic intermediate goods used to produce that export. A high foreign content indicated that imported 
intermediate goods made up a large proportion of the value of a country's exports. This potentially indicated 
that a country was involved in global production chains, and likely at the “end of the chain.”  
 
VA trade measures are much more extensive. Instead of focusing on a single country, they use global input-
output data to map the sources and destination of value contributed by each country to a finished product. Thus 
they reveal how much of the value of a good originates in a particular country and is exported to another 
country, either directly, or indirectly through one or more additional countries. VA trade thus captures the 
complexity of today’s supply chains, in which intermediate goods can cross borders multiple times before being 
exported as a final good by the country at the end of the chain. VA trade measures also reveal how much of a 
country’s own value-added is reimported indirectly—embodied in imported intermediates or finished goods 
(Koopman, Powers, Wang and Wei, 2010; Johnson and Noguera, 2011).  
 
 III. What are the benefits of VA trade measures?  
A. A more accurate view of the pattern of trade  
Estimates of the foreign content in China’s exports reveal the importance of global supply chains in China’s 
trade. Dean, Fung and Wang (2011)2 found evidence of an extensive Asian network of input suppliers to China. 
In 2002, for example, Japan and the Tigers accounted for half of China's directly imported intermediates, with an 
additional 10% from other East and Southeast Asian countries. A similar pattern emerged for processing 
intermediate imports, with nearly 80% of directly imported intermediates coming from this Asian network.3 
Using both the official Chinese input-output table, and separate input-output tables for processing and normal 
exports (developed by Koopman, Wang and Wei, 2012), Dean, et al, calculated the total foreign content in 
Chinese exports by destination and by industry.4 They found that foreign content accounted for as much as 42% 
of China’s 2002 global exports, and as much as 54% of China’s exports to the United States.  
 
 Recent estimates of value-added trade provide a much fuller picture, allowing us to trace values flowing directly 
between trading partners, and indirectly through additional countries.  Koopman, Powers, Wang, and Wei 
(2010) find that in 2004, about 35.7% of the value of China’s global exports was of foreign origin. They, too, find 
China involved in an Asian production network, with Japan accounting for about 22% of this foreign value-added 
and the Four Tigers accounting for another 28%. However, their work also shows that the United States and the 
EU-15 accounted for 10% and 11%, respectively, of the foreign value in China’s exports. Thus the United States 
and EU-15 share of foreign value-added embodied in China’s exports was about the same as that of South Korea 
and Taiwan.  
 

                                                           
1

The share of foreign content is also referred to as “vertical specialization (VS) share.” 
2
 Dean, Fung and Wang (2011) build on Hummels, et al.  They developed an improved method of identifying intermediates 

using both Chinese processing trade data and the UN Broad Economic Classficiation.   
3
 Dean, Lovely and Mora (2009) describe in more detail the types of imported intermediates sources from different supplier 

countries.   
4
 The splitting of the input-output table into separate tables for processing and for normal exports allows for the relatively 

high imported intermediate intensity of processing exports compared to normal exports or domestic sales. 
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Together, these findings suggest that Japan, the United States, Europe and the Four Tigers export intermediates 
to China either directly or indirectly, for further processing. These goods then are exported by China, largely to 
final consumers.   
 
Table 1 reproduces the USITC (2011a) estimates of 2004 U.S. imports, measured by conventional trade statistics 
and by value-added. Here we see that conventional trade statistics overstate U.S. imports from China. Using VA 
estimates, China accounts for only 7.7% of U.S. imports rather than 11.1% using conventional statistics. The 
roles of Mexico and Canada in U.S. imports are also overstated, though the differences between the two 
measures are smaller than for China. This overstatement occurs because these countries are more likely to be in 
the middle or end of global production chains, so their exports have a high foreign content. In contrast, 
conventional trade statistics understate the role of Europe and Japan in U.S. imports. This is because 17.6% of 
European and 26% of Japanese exports to the United States are exported indirectly, through at least one other 
country before reaching the United States. VA estimates also reveal that 8.3% of U.S. imports is actually U.S. 
value-added that is reimported indirectly through third countries.  
 
In contrast, the USITC (2011a) reports that 87% of the value of U.S. exports is produced in the United States. To 
the extent that U.S. exports are produced in global chains, this suggests that the largest proportion of value-
added is created in the United States, and that the United States is likely to be at the beginning of such chains. 
Of the remaining 13% of value-added, the largest contributors are Europe (3.3%) and Canada (1.7%). Only 0.8% 
of the value of U.S. exports originates in China.  
 
 B. A clearer view of the interdependence of nations  
Estimates of foreign content in Chinese exports are helpful in assessing China’s role in global production.  Dean, 
et al. (2011) find wide variation in foreign content of Chinese exports across industries (figure 1).  Using separate 
input-output tables, for example, they find foreign content of over 90% for computers and telecommunications 
equipment—suggesting that China was at the end of the value chain in IT-related sectors. In contrast, foreign 
content in Chinese metal products, general industrial machinery, and paper (more capital-intensive sectors) was 
about 40-50%, and in textile production (a relatively labor-intensive sector) was only about 25%. These results 
correspond to China’s comparative advantage, based on its relative scarcity of high-skilled labor and capital 
equipment, and its relative abundance of less-skilled labor, compared to industrial countries.5 
 
VA exports from Koopman, et al. (2010) give further insight into China and many other countries’ positions in 
global supply chains.  They decompose the domestic value-added in a country’s exports into four types: (1) final 
goods; (2) intermediate goods used by the direct importer to produce final goods for its own consumption; (3) 
intermediates that are further processed by the direct importer into final goods for export; (4) intermediate 
goods that are further processed by the direct importer for export. About 58% of China’s VA exports are final 
goods.  Only 23% are intermediates used in final goods by the direct importer, and about 19% are intermediates 
further processed by the direct importer and then exported.  These results suggest that China is indeed near the 
end of many global supply chains. In contrast, only about 42% of Mexico’s VA exports are final goods.  
Intermediates consumed by the direct importer constitute another 40%, and the remaining 18% are further 

                                                           
5
 Property rights also impact the extent and manner of involvement in global supply chains. Research by Antras (2005), 

Feenstra and Hanson (2005) and others suggests that if a product embodies extensive R&D or intellectual property, and is 

new, firms may be less likely to offshore tasks, or only do so through foreign affiliates.  This is because of the risk of poor 

quality control and/or lack of contract enforcement. Dean and Fung (2009) find evidence of a negative correlation between 

R&D-intensity and Chinese processing activity in an industry.  Processing exports in R&D intensive sectors also show high 

foreign content, suggesting that most of the value was created elsewhere. But the ability to produce with a foreign affiliate 

does increase processing exports in R&D-intensive industries.  
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processed by the direct importer for export.  This suggests that Mexico may be more involved in middle stages 
of global supply chains.  
 
 USITC (2011a) estimates of 2004 VA trade by product help to reveal the variation in roles of many countries in 
producing U.S. imports and exports (tables 2 and 3). These tables show sectors in which global production chains 
play a significant role. In table 2, China accounts for 7.7% of overall U.S. VA imports. However, China accounts 
for lower shares of VA imports in products like chemicals, motor vehicles, and business services, and higher 
shares in apparel, electronic equipment, and machinery and equipment. In electronic equipment, the Asian 
network is evident. Nearly 30% of U.S. VA imports in this sector are from East Asia, with another 19% from Japan 
and 14% from China. In contrast, China has little role in motor vehicles and parts. Japan and the EU-15 each 
account for 23% of U.S. VA imports in this sector, and Canada 16%. U.S. value-added reimported accounts for 
another 19%.  
 
 Table 3 shows that on average the United States accounts for 87% of U.S. VA exports. With the exception of the 
electronic equipment sector, U.S. value-added was close to this average in all sectors listed, except electronic 
equipment (77%) and business services (95%). This suggests that the United States creates most of the value-
added in its exports in these sectors. Unlike China, the United States has very little foreign content in its exports. 
Across the sectors, the largest contributor of foreign value-added to U.S. exports is actually Europe.  
 
IV. How can VA trade measures contribute to sound trade policy?  
During the last decade, international controversy and protectionist sentiment has arisen regarding U.S.-China 
trade. Two issues have been prominenet in this controversy: (1) the idea that the U.S. bilateral trade deficit with 
China is disproportionately large; (2) the idea that China is suddenly competing directly with the United States 
and other industrial countries in high-tech, sophisticated exports. VA trade measures help shed light on both 
these issues, by providing a more accurate assessment of the U.S.-China bilateral trade balance, and by showing 
that China’s export sophistication is a reflection of global supply chain trade.  
 
As the evidence above shows, a significant share of the value of China’s exports to the world, and to the United 
States, is produced in other countries. China is near the end of global production chains, with most of its VA 
exports being final goods. In contrast, U.S. exports have very low foreign content. Most of their value originates 
in the United States, suggesting that the United States is at the beginning of many global chains. This implies 
that conventional trade statistics significantly overstate the value-added actually exported by China to the 
United States, while only marginally overstating the value-added exported by the United States to China.  
 
 Thus, VA trade measures reveal a much smaller U.S.-China trade deficit than do conventional trade statistics. 
According to USITC (2011a) estimates (figure 2), the U.S. bilateral trade deficit with China is roughly 40% smaller 
using VA trade measures than using conventional trade statistics. The U.S. bilateral deficits are also smaller with 
Canada and Mexico. Because the exports of all three of these countries to the United States contain much value 
produced in other countries, the actual values imported from these countries are much smaller than 
conventional statistics would suggest. In contrast, VA trade measures reveal larger U.S. bilateral deficits with 
Europe and Japan than conventional statistics do. This is because a substantial amount of value produced by 
these countries is exported to the U.S. indirectly, through third countries.  
 
Research by Rodrik (2006) and Schott (2008) suggested that the bundle of goods exported by China to the 
United States closely resembled the export bundles of higher income, OECD countries and not developing 
countries at similar income levels. This raised the concern that China had somehow leapfrogged over its 
traditional comparative advantage. But Dean, et al. (2011) and Koopman, et al. (2012) found that Chinese 
exports to richer countries had a higher foreign content than Chinese exports to poorer countries. In addition, 
they found that a large share of Chinese imported inputs were sourced from Japan, with additional smaller 
shares sourced from the EU and the United States. Thus, Chinese exports to the United States might resemble 
those of other OECD countries because much of their value originated in the OECD.  
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Examining exports to nearly 200 destinations in 1997 and 2002, Dean, et al. (2011), found that Chinese and 
OECD exports differed dramatically across destinations. Where Chinese exports were similar to those of the 
OECD, they had high foreign content (figure 3). Econometric testing revealed that a higher share of foreign 
content in Chinese exports had a significant, positive impact on the similarity between Chinese and OECD 
exports. The VA trade estimates from Koopman, et al. (2010) also suggests that much of the foreign value-added 
in Chinese exports is from Japan, the United States, and the EU-15, and that China is likely to be near the end of 
many global chains. Thus, China’s export “sophistication” is likely to arise from its participation in global supply 
chain trade.  
 
VA trade measures help us see the sources of value flowing between countries, particularly in goods produced in 
global supply chains. Here they helped reveal that the U.S.-China trade deficit is much smaller than it is thought 
to be, and that we mistakenly classify much European and Japanese value-added, as well as some U.S. value-
added as coming from China. VA trade measures also help us to see why U.S.-China trade would grow so rapidly 
in higher-tech products. The answer is that these higher tech products actually embody mostly value-added 
from other industrial nations, and from the United States itself. Many nations are interconnected today, in their 
joint efforts to produce goods more efficiently for consumption in all nations. These insights underscore the 
importance of keeping markets open, so that intermediate goods can continue to move freely between 
countries, as they are processed into final goods. Doing so will allow the United States to continue to benefit 
from global supply chain trade, both as a producer and as a consumer.  
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Table 1. U.S. Imports and Value-Added Shares in U.S. Imports, 2004, by Source 

 
Source:  USITC (2011a) 

 

Table 2. Country or Regional Sources of Value Added in U.S. Imports, selected sectors, 2004 (%) 

 
Source:  USITC (2011a) 

 

Table 3. Country or Regional Sources of Value Added in U.S. Exports, selected sectors, 2004 (%) 

 
Source:  USITC (2011a) 
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Figure 1. Foreign Content of Chinese Merchandise Exports by Sector, 2002 

 
Source:  Dean, Fung and Wang (2011) 
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Figure 2. US Bilateral Trade Deficits with Major Trading Partners (billions of dollars) 

 
Source:  USITC (2011a) 

 

Figure 3. Export Similarity and Foreign Content:  1997 and 2002 

 
Source:  Dean, Fung and Wang 2011 
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VICE  CH AI RMAN  REI N SCH:   Th ank  yo u.  
 Dr .  Wei .  
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OPENING STATEMENT  OF DR.  SHANG -J IN  W EI  
N.T .  WANG PROFE SSOR OF  CHINESE  BUSI NESS  AND ECONO MY  

COLUBMIA UNI VER SITY  
 
 DR.  WEI :   Good morn i ng,  Commiss io ners .   I t ' s  a  p leas ure  an d pr i v i lege  to  
test i fy  in  f ro nt  o f  yo u.  
 When an Amer i can  cu stomer  order s  t he  ne xt  model  o f  iPhone  f r om Chin a ,  
the  p hone  i s  go i ng  to  be  s h i ppe d f rom Ch i na  by  a  T a iwa nese  o wned comp any  ca l led  
Foxcon n.   T he  o f f ic ia l  t ra de  d ata  w i l l  recor d  rou g hly  $200  pe r  s martp hone o f  Ch ine s e  
exports  to  the  U. S . ,  b ut  t he  p hone ,  o f  co ur se ,  i s  des i gne d i n  C a l i for n ia  an d uses  
component s  f rom Ja p an,  Ko rea,  an d a  n umber  o f  o t her  e conomi es .   T here fore ,  in  th i s  
example ,  the  expor t  o f  Ch ine se  va l ue - ad d eds  fo r  th at  pho ne  wi l l  be  somewhere  on t he  
order  o f  $10 ,  or  ro ug h ly  f ive  perce nt  o f  re corde d expo rt  va l ue .   So ,  i n  t h is  examp le ,  
Chi nese  t ru e  expo rt  v a lue -a dde d w i l l  be  ov erstate d by  the  o f f ic i a l  data .   At  t he  same 
t ime,  J ap an an d Kore a  a l so  export  to  U. S .  in d i re ct ly ,  b ut  t he i r  e xports  w i l l  not  show up 
in  U . S .  import  da t a .  
 So  in  th is  ex ample ,  i n  o ther  wor ds ,  the  o f f i c ia l  da ta  wou ld  p rov i de  a  
mis lea di ng  p ic tu re  o f  who  p rodu ces  fo r  wh om.  
 For  a  num ber  o f  impo rtan t  po l icy  que st io n s ,  s uch as  a  cou ntry 's  t rue  
comparat ive  a dvan ta ge ,  b i la ter a l  t ra de  b a lan ce ,  co nseq ue nces  o f  t r a de  po l ic ies ,  one  has  
to  go  beyon d of f ic ia l  t rade  s tat i s t ics  in  or der  to  un der sta nd t h e  p ic tur e  bet ter .  
 So  I  wa nt  to  summar i ze  f ive  f i n d i ng s  f rom est imates  o f  t r ade  an d va l ue  
add ed t hat  cou ld  hav e  importa nt  po l icy  im pl i cat ions .    
 Numbe r  one ,  th e  fore ig n  conte nt  in  Ch in a ' s  export s  ge ner a l ly  i s  very  h i g h.   
Es t imates  by  Koopma n,  Wa ng  a nd myse l f  s ug gest  t hat  th is  s ha r e  o f  Ch ine se  domest i c  
va lue -a dde ds  in  Ch in ese  export s  was  abo u t  54  perce nt  in  '97  a n d 61  pe rcen t  i n  2007.  So  
in  ot her  wor ds ,  Ch in e se  export s  ge n er a l ly  i mbed very  h i gh  sh are  o f  importe d co nten t ,  
not  as  h i g h  as  the  iPh one/ iPad examp le  on average  b ut  pret ty  h i gh .  
 An d over  t he  pe r io d o f  th i s  te n -yea r  p er io d,  1997  to  2007 ,  the  fore i gn  
content  sh are  dec l i n ed.  
 An d n umbe r  two,  see ming ly  sop hi s t ic ate d se ctors  a re  more  l ike ly  to  have  a  
h i ghe r  fore ig n  co nte nt ,  a n d th ey  i nc l ude  e lect ro nics ,  comp ute rs ,  sy nt het ic  ma ter i a l s ,  
and  so  on .  
 Look ing  ahe ad,  the  s hare  o f  fore ig n  co nte nt  i n  C hi nese  e xport s  coul d  e i t her  
go  u p or  go  down  de pen di ng  on seve ra l  o ppos in g  for ces .   O n t he  one  ha nd ,  as  Ch in ese  
domest ic  in pu t  s up pl i es  become be tter  an d as  more  m ult in at io na l  f i rms  move  the i r  
in put  u pst re am p rod uct io n to  C hi na ,  expo rt i ng  f i rms  i n  the  cou ntry  a re  more  l ike ly  t o  
source  f rom loca l  pro duce rs .  
 On t he  othe r  h an d,  w i th  f u rthe r  l ibe ra l i zat ion a nd  re duct ion in  i mport  
bar r ie rs ,  ex port in g  f i rms  coul d  a lso  use  m ore  importe d i n put s  s o  the  t re nd  de pen ds  on 
the  b a l ance  o f  t hese  forces .  
 Numbe r  t hree ,  the  Ch inese  expor ts  to  t he  U.S .  te nd to  cont a i n  h i ghe r  
fore i gn  co nte nt  t han  Chi n ese  e xport s  on a verage .   T hat 's  beca u se  export s  to  t he  U .S .  
tend to  use  more  pro cess i ng  t ra de  a n d a ls o  the  secto ra l  compos i t io n  i s  s uch tha t  th at  
a l so  re in forces  th at  p ic tu re .  
 The  lower ,  re lat ive ly  lower ,  s ha re  o f  C hi ne se  domest i c  va l ue - ad ded in  
Chi nese  e xport s  to  t h e  U. S .  mi gh t  be  pa rt i a l ly  res pons ib le  for  why  C hi nese  ex ports  
cont i nue  the i r  rap id  expa ns io n i n  t he  U .S .  market  d esp i te  a  22  perce nt  a p prec iat ion o f  
the  RMB ag a i nst  do l l ar  s ince  2005.  
 An d n umbe r  fou r ,  b i l a tera l  t r ade  ba la nces  f rom the  o f f i c ia l  dat a  coul d  be  
mis lea di ng .   As  C hi na  i s  t he  f in a l  assemb le r  i n  a  lar ge  numb er  o f  g loba l  p rod uct io n 
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cha ins ,  i t  use s  compo nent s  f rom many  oth er  cou ntr ies ,  e spec ia l ly  East  As ia n  cou ntr i es ,  
as  wel l  as  the  U. S .  pr oduct ion c ha in  i s  ve r y  d i f fere nt .   A s  a  res ul t ,  Ch i nese  t r ade  su rp l us  
with  t he  U .S .  an d We stern  Eu rope  meas ur ed i n  t r ade  va l ue - ad d ed terms  wo ul d  be  40  
perce nt  to  50  perce n t  lower  compa red  to  when t hey  a re  meas u red in  o f f i c ia l  d ata .  
 At  the  same t ime,  J ap an 's  s ur p l us  aga i nst  both  t he  U .S .  a n d E ur ope  woul d  
be  40  pe rcen t  a nd 30  perce nt  h i ghe r  whe n  measure d in  va l ue -a dde d terms  res pect ive ly .  
 I t ' s  impo rta nt  to  po in t  out  t hat ,  however ,  the  ca lc u la t ion s  o f  t r ade  in  va lue  
add ed do  not  a l te r  a  count ry 's  mult i l a ter a l  o r  overa l l  t ra de  b a l ance .   I t  s im ply  
redi s t r ib utes  the  su r p l us  o f  ba la nces  acro ss  t r ad in g  p art ner s .   In  o t her  wor ds ,  ne i th er  
Chi na 's  nor  Amer ic a ' s  overa l l  t ra de  ba l an c e  i s  a f fect ed by  t he  c omputat ion o f  t ra de  i n  
va lue  ad ded .  
 Numbe r  f ive ,  i t ' s  imp ortant  to  be  aware  o f  the  poss i b i l i ty  o f  se l f - i nf l i c ted  
in j ur ies  f rom t ra de  p o l ic ie s  wi t h  a n  un der stan di ng  o f  g lob a l  pr oduct ion c ha in s .   Bec ause  
the  U ni te d States  a n d othe r  h ig h - in come count r ies  ten d to  s pe c ia l i ze  i n  t he  u pst rea m 
part  o f  g lob a l  prod uc t ion c ha ins ,  t he  impo rts  f rom deve lo pi ng  c ountr ies  te n d to  c ont a in  
the i r  own va lue -a dde d.   For  ex ample ,  for  i mports  by  the  U. S . ,  o ur  es t imate  i s  t hat  ab out  
e ig ht  p erce nt  o f  U . S .  recorde d imports ,  i n  fact ,  are  U. S .  v a l ue  a dde d.   I n  compa r iso n ,  for  
imports  by  C hi na ,  les s  tha n o ne  pe rcen t  o f  Chi nese  import s  re f l ect  i t s  ow n va lue  ad d ed.  
 The  s t ruc ture  o f  a  t ra de  i n  va lue  ad ded  im pl i es  t hat  t he  s ame k i nd o f  
inc rease  in  t ra de  bar r ier s  pote nt i a l ly  cou l d  do  more  dama ge  to  domest ic  u pst re am f i rms  
for  h ig h  i ncome cou n tr ies  tha n for  typ ica l  deve lop in g  co unt r ies .  
 Becau se  C hi na 's  prod uct io n f actors ,  sk i l l  s ets  an d wa ge  rates  ar e  more  
s imi l ar  to  ot her  deve lopi ng  cou ntr ies  in  A s ia  an d e l sewhe re  th an to  t he  U ni te d Stat es ,  i f  
U .S .  t rade  po l icy  wa s  succe ss f u l  i n  re duc in g  impo rts  f rom Ch in a ,  the  same p rod uct io n 
that  use d to  be  do ne  in  C h ina  i s  more  l ike l y  to  move  to  other  d eve lopi ng  cou ntr i es  t han  
to  come to  the  U. S .  
 In  t h i s  se nse ,  a  p art  o f  the  U . S .  def ic i t  v i s -a -v is  C hi na  can  be  re pla ced by  
h i ghe r  de f ic i t s  v i s - a - v is  o the r  deve lopi n g  count r ies .   To  t he  ext ent  t hat  ot her  
deve lop in g  co unt r ies  are  h ig her  cost  prod u cers  t ha n th e  C hi nese ,  the i r  cost s ,  t he  ex p ort  
inc rease  m ig ht  not  b e  as  b i g  as  the  red uct ion i n  C hi na 's  e xport s .   As  a  res ul t ,  the  U. S .  
exports  o f  b us ines s  s erv ices ,  eq ui pment  a nd ot her  up st re am in put s  to  the  re l evant  
g lob a l  pr o duct ion ch a in s  cou ld  a l so  fa l l  in  propo rt io n.  
 Tha nk  you .  
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1. Motivation: What can go wrong with standard trade statistics? 

 
When an American customer orders the next model of iPhone from Apple’s online store, the phone will 

be shipped out of China by a Taiwanese-owned company called Foxconn. The official trade statistics will record 

an export by China to the United States on the order of $200 per smart phone (the retail price will be higher due to 

a fat sales margin charged by Apple). Of course, the product is designed in California and uses many components 

from Japan, Korea and other economies. In fact, the Chinese value added that is exported will be on the order of 

only $10, or about 5% of the recorded export value. At the same time, via the shipment of iPhone from China, 

Japan and Korea also export their value added to the United States, even though such exports do not show up in 

the US official customs data. In this example, the standard trade statistics exaggerate the true exports of value 

added from China to the United States, and miss the exports of value added from Japan and Korea to the United 

States.  In other words, the standard trade statistics may provide a misleading picture of who produces for whom. 

As we will see, the extent of imported inputs embedded in China’s iPhone exports turns out to be 

extreme, not representative of most of China’s exports. Nonetheless, the pattern that China’s exports to the United 

States embed certain amount of inputs from other countries is relatively common. In contrast, the U.S. exports to 

China embed comparatively less foreign content. As a result, the true Chinese trade surplus against the United 

States in value added terms is smaller by about 40% than what is recorded in official trade statistics.  

For a number of important questions, such as a country’s true comparative advantage, bilateral trade 

balance, and consequences of trade policies, one has to go beyond standard trade data and make use of estimates 

on trade in value added. 

Below, after briefly summarizing three approaches to estimating trade in value added, I will devote most 

space to discussing some main findings and implications for trade policies. 

 

2. Corrective actions: How to estimate true value added in trade? 
There are three approaches to extract exports of true value added: (a) case studies of individual products or 

industries, (b) decomposition of a country’s gross exports into exports in value added and other “double counted” 

terms by using a combination of input-output data and official trade statistics, and (c) a survey of exporting firms 

on their use of domestically produced and imported inputs. 

 

2.1 Case studies  

Case studies on global value chains based on detailed micro data for a single product or a single sector in 

industries such as electronics, apparel, and motor vehicles have provided detailed examples of the discrepancy 

between gross and value-added trade. According to a commonly cited study of the Apple iPod (Dedrick, Kraemer, 

and Linden, 2008), while the Chinese factory gate price of an assembled iPod is $144, only $4 constitutes Chinese 

value added. Other case studies of specific products show similar discrepancies. Case studies, while enhance our 

intuitive understanding of global production chains in particular industries, cannot offer a comprehensive picture 

of the gap between value added and gross trade and an economy’s participation in cross-border production chains.  

 

2.2 Extracting domestic value added in trade from input-output tables and official trade statistics  
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A more systematic approach to decompose a country’s exports into domestic and foreign value added has 

to use the country’s input-output table together with official trade statistics. The input-output table provides 

information on how the production in any sector uses inputs from all other domestic sectors and from foreign 

sources. Instead of focusing on a single product or a single sector, one can obtain information for all sectors. 

The first attempt to isolate foreign and domestic content via this way was by Hummels, Ishii, and Yi 

(2001) (HIY in subsequent discussion). They suggested that a country can participate in vertical specialization in 

two ways: (a). uses imported intermediate inputs to produce exports; (b) exports intermediate goods that are used 

as inputs by another country to produce goods for exports. However, a key assumption in the HIY approach is that 

the intensity in the use of imported inputs is the same between production for exports and production for domestic 

sales. This assumption doesn’t hold in general. For many countries, for any given sector, more imported inputs 

tend to be used in the production for exports than that for domestic sales. Such a violation is particularly severe 

for countries like China, Mexico, and Vietnam, for which a significant portion of exports is done through what is 

called “processing exports.” Firms that produce for “processing exports” can usually receive tariff exemptions on 

the imported inputs they use. Taking advantage of this favorable tariff treatment, they tend to use substantially 

more imported inputs than firms that produce the same or similar products but primarily for the domestic market. 

A generalization of the HIY approach that explicitly allows for potentially different input-output 

coefficients for production for exports versus production for domestic sales has been developed by Koopman, 

Wang, and Wei (2012). They then apply the new methodology to decompose China exports into China’s value 

added and foreign value added in 1997, 2002, and 2007 – 2007 is the latest year for which a Chinese input-output 

table is available. This allows one to see both the level and the time trend in the share of domestic value added in 

China’s exports. We will summarize some of the key findings later. 

There are other attempts to extract information on trade in value added by first estimating an inter-country 

input-output table using data on a group of countries’ individual input-output tables and their bilateral official 

trade statistics. Such an attempt include Daudin, Rifflart, and Schweisguth (2011), Johnson and Noguera (2012), 

and Koopman, Power, Wang and Wei (2010).  

The approach by Koopman, Power, Wang, and Wei (2010) provides a systematic way to further 

decompose foreign value added in a country’s exports into terms that can be attributed to individual foreign 

countries and sectors, rather than simply excluding foreign value added from official trade statistics. (It also 

decomposes domestic value added into different domestic sectors.) The framework thus makes it possible to 

estimate at which stage “double counted” foreign value added terms enter into a country’s production and official 

exports statistics. Relative to the other approaches, this additional information on the structure of the double 

counted items provides a way to quantify the extent to which a country’s participation in the global production 

chain in a given sector is more likely to be at the upstream or the downstream. This will turn out to be useful to 

think (or re-think) about who will bear the ultimate burden of a given trade policy action by an importing country. 

 

2.3 Firm-level information 
 Another approach is to directly work with firm-level information. The idea is simple. If one can ask all 

exporting firms which inputs they import and which inputs they source from domestic firms, one can compute the 

foreign content share in exports as the ratio of the imported input values to firm exports. A clear advantage of this 

approach is that one can avoid assuming that exporting firms have the same propensity to use imported inputs as 

firms that sell mainly in the home market. 

 However, this approach has its shortcomings. Many of the inputs purchased from domestic firms can 

contain imported content. In fact, most small and medium exporting firms buy inputs from domestic wholesalers, 

and do not have a reliable way to estimate the share of foreign content in the inputs they buy. On the other hand, 

some of the imported inputs can contain domestic value added. The latter is especially important for firms in a 

high-income country that specializes in the upstream of a global production chain. 

    

 

3. Key insight: What do the new estimates say about trade patterns and trade policies?  
3.1 Low but increasing domestic value added in China’s total exports  

 Table 1 presents the results from Koopman, Wang, and Wei (2012) on the decomposition of China’s 

aggregate exports into foreign and domestic value-added shares in 1997, 2002 and 2007.  The estimated aggregate 

domestic value added share in China’s merchandise exports was 54% in 1997, and 60.6% in 2007. In other words, 
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in China’s exports, the foreign content, or the indirect exports by other countries through China, is substantial 

(about 39.4% in 2007). Over time, however, the share of foreign value added in China declines. 

Kee and Tang (2012) complement the above analysis by using firm-level data on exports and imports for 

Chinese processing exporters over 2000-2006. They find that the average share of domestic value added has risen 

from 52% in 2000 to 60% in 2006.  

Whether the share of domestic content in China’s exports should increase or decrease over time is not 

pre-ordained. There are conflicting forces at work. On the one hand, as domestic input suppliers increase their 

quality over time, and multinationals move more and more of their upstream production into China, exporting 

firms may decide to increase local sourcing of their inputs. On the other hand, reductions in the country’s trade 

barriers especially since China’s accession to the WTO a decade ago also encourage exporting firms to use more 

imported inputs. These two opposing forces partially offset each other. However, on net, the domestic content 

share in China’s exports appears to be on the rise.  Looking ahead, the share of imported content in exports could 

fall or rise, depending on the relative speed with which domestic input suppliers and multinationals can step up 

their quality and variety versus the extent of additional reductions in the cost of using imported inputs. 

 

3.2 Seemingly sophisticated sectors are more likely to have a high foreign content share  

In Table 2, we can see the top 10 sectors in terms of the share of foreign content in China’s exports. The 

table also reports the shares of processing and foreign invested enterprises exports in each sector’s exports as they 

tend to drive the patterns on the relative use of imported inputs. These have a share of foreign value-added in their 

exports at 50 percent or more; they collectively account for about 32 percent of China’s total merchandise exports.  

Interestingly, the high foreign content sectors are concentrated in high-tech sectors.  

Over time, however, sectors with a relatively high domestic content tend to rise in relative importance. 

This is true for some capital intensive industries such as automobile, industrial machinery and rolling steel. This 

suggests that China’s industrial upgrade is real. Multinational firms play an important role in this process as they 

move some of their upstream production to China.    

 

3.3 The Chinese exports to USA contain a higher foreign content share 

Not all destinations in the Chinese exports have the same domestic/foreign content, partly because exports 

to different countries vary by sector and by the relative importance of processing exports. Hong Kong, the United 

States, Singapore, Taiwan and Malaysia are the top 5 destinations in terms of the share of foreign value added in 

China’s exports, with less than 60 percent of China’s domestic value-added embodied in its exports in 2007 

(Koopman, Wang, and Wei, 2012). The lower domestic value-added share in its exports to the U.S. may partially 

explain why Chinese exports have continued their rapid expansion in the U.S. market despite an appreciating 

RMB since July 2005.  

 

3.4 Revealed comparative advantage needs to be based on trade in value added 

 The concept of revealed comparative advantage (RCA for short), proposed by Balassa (1965), is useful in 

many policy applications. In standard applications, it is defined as the share of a sector in a country’s total gross 

exports relative to the world average of the same sector in world exports. When the RCA exceeds one, the country 

is said to have a revealed comparative advantage in that sector; when the RCA is below one, the country is said to 

have a revealed comparative disadvantage in that sector. The problem of multiple counting of certain value added 

components in the official trade statistics suggests that the traditional computation of RCA could be noisy and 

misleading. 

 Computing RCA based on trade in value added can change our views about comparative advantage in 

some instances. As an illustration, we select two sectors (“finished metal products” and “business services’) (the 

detail can be found in Koopman, Power, Wang, and Wei, 2010). In Figure 1, we report the two sets of RCA 

indices for the finished metal products sector. Using gross exports data, both China and India show a strong 

revealed comparative advantage (ranked the first and fourth, respectively, among the set of countries in our 

database, and with the absolute values of RCA at 1.94 and 1.29, respectively). However, when looking at 

domestic value added in that sector’s exports, both countries ranking in RCA drop precipitously to 7
th
 and 15

th
 

place, respectively. In fact, for India, the sector has switched from being labeled as a comparative advantage 

sector to a comparative disadvantage sector. Unsurprisingly, the ranking for some other countries moves up. For 

example, for the United States, not only its RCA ranking moves up from 10
th
 place under the conventional 
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calculation to the 3
rd

 place under the new calculation, finished metal products industry also switches from being 

labeled as a comparative disadvantage sector to a comparative advantage sector. 

 For the “business services” sector, using official data on gross exports, India exhibits a strong revealed 

comparative advantage in that sector on the strength of its unusually high share of business services exports in its 

overall exports. However, once we compute RCA using domestic value added in exports, the same sector 

becomes a comparative disadvantage sector for India! One key reason for the change is that business services in 

advanced countries are often exported indirectly by being embedded in these countries manufacturing exports. 

Indeed, the RCA rankings for this sector in the United States, the European Union and Japan all move up using 

data on the domestic value added in exports. Therefore, compared to the share of this sector in other countries’ 

exports (after taking into account indirect value added exports), the Indian share of the sector in its exports 

becomes much less impressive. 

 

3.5 Bilateral trade balances from the standard trade data are misleading 

  Because a country’s gross exports embeds value added from other countries, bilateral trade balance in 

value added terms can be very different from bilateral balance in gross trade terms. While this point is already 

well understood qualitatively, the exports decomposition results allow us to quantify the difference. 

Figure 2 provides a scatter plot of the trade balance in value added terms against the trade balance in 

standard trade statistics for all bilateral country-pairs based on the calculations in Koopman, Power, Wang and 

Wei (2010). Without loss of generality, the two countries in any pair are always ordered in such a way that the 

trade balance in gross term is non-negative. A negative value-added to gross BOT ratio indicates there is a sign 

change between BOT measured in gross and value-added terms. All observations that lie below the 45 degree line 

have their bilateral trade imbalances smaller in value-added terms than those in gross terms, and vice visa for 

observations that lie above the 45 degree line. 

Value-added flows give a much different picture of the contributions of China and Japan to the U.S. and 

Western EU countries’ trade deficits. Because China is the final assembler in a large number of global supply 

chains, and it uses components from many other countries, especially East Asian countries, its trade surplus with 

US and Western EU countries measured in value-added term is 41% and 49% less than that measured in gross 

terms.  In contrast, Japan's trade surplus with the U.S. and Western EU countries are 40% and 31% larger 

measured in value-added terms, because Japan exports parts and components to countries throughout Asia that are 

eventually assembled into final products and exported to the United States and Western EU countries. The true 

trade pattern for Korea is similar to that for Japan. 

Zooming in near the origin shows that the trade balances of a number of country pairs even have opposite 

signs measured in value-added and gross terms. For example, Japan’s trade balance vis-à-vis China is switched 

from surplus to deficit in value added terms. This is because some of Japan’s exports of components to China are 

actually indirect exports to the United States and the European Union. Once these component exports are 

excluded, Japan runs a deficit against China. 

It is important to point out that the calculations of trade in value added do not alter a country’s 

multilateral or overall trade balance; it simply redistributes the multilateral balance among the trading partners. 

Therefore, neither China’s, nor America’s overall trade balance is affected by the computation of trade in value 

added. 

 

3.6 Be Aware of self-inflicted injuries from trade policies  

 Because the United States and many other high-income countries tend to specialize in the upstream of the 

global production chains, their imports from developing countries often contain a relatively high share of their 

own value added (and those from other high-income countries). For example, for imports by the United States, 

8.3% of the value reflects its own value added (which are embedded in US exports of intermediate goods to other 

countries that, in turn, returned home in other countries’ exports). In comparison, for imports by China, only 0.9% 

of the import value reflects its own value added (Koopman, Power, Wang, and Wei, 2010). 

 This structure of value added implies that an increase in trade barriers in a typical high-income country 

tends to hurt domestic upstream firms and firms in other high-income countries as collateral damage. The self-

inflicted injuries are more likely to take place for trade policies in a high-income country that specializes in the 

upstream of a global production chain than a developing country that specializes in the downstream.  

 Because China’s production factors, skill sets, and wage rates are more similar to other developing 

countries in Asia and elsewhere than to the United States, if a US trade policy change were successful in reducing 
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the Chinese exports, the same production that used to be done in China is more likely to move to other developing 

countries than to come to the United States. In this sense, a part of the US deficit against China can be replaced by 

a higher deficit against other developing countries.  

To the extent that other developing countries are higher-cost producers than China, their exports increase 

may not be as big as the reduction in China’s exports. The US exports of business services, equipment, and other 

upstream inputs to the relevant global production chains would also fall in proportion.  
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Table 1 Shares of domestic and foreign value added in China’s total exports (%) 

  

 1997 2002 2007 

    

Total Foreign value-added 46.0 46.1 39.4 

Total Domestic Value-added 54.0 53.9 60.6 

 

Source: Estimation by Koopman, Wang, and Wei (2012). 

 

 

Table 2: Top 10 Sectors with the Highest Imported Value Added in China’s Exports, 2007 

IO Industry description Decomposition processing 

exports as 

% of total 

exports 

Share of 

exports 

by 

foreign-

invested 

firms 

  Foreign 

value 

added 

as % of 

exports 

Domestic 

value 

added 

as % of 

exports 

Electronic Components 67.7 32.3 83.1 89.8 

Household Audiovisual  Apparatus 67.4 32.6 93.4 79.1 

Electronic computers 66.2 33.9 97.9 93.3 

Cultural and office equipment 63.5 36.5 91.7 86.4 

Other electronic and communication 

equipment 

60.3 39.7 84.8 81.6 

Telecommunication equipment 56.4 43.6 79.3 83.6 

Shipbuilding 56.2 43.8 89.4 16.5 

Petroleum feline and Nuclear Fuel 55.6 44.4 50.1 27.3 

Measuring Instruments 54.2 45.8 81.2 73.3 

Synthetic Materials 52.4 47.7 67.7 66.1 

     

Average over all exports 39.4 60.6 50.1 55.7 

  

Source: Koopman, Wang, and Wei (2012).  
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Figure 1: Value-added-adjusted Revealed Comparative Advantage Indicators 

Source: Koopman, Power, Wang, and Wei (2010) 
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Figure 2: Bilateral Balances of Trade in Official Data versus in Value Added Terms, 2004 

Source: Koopman, Power, Wang, and Wei (2010) 

 
Note: The first country labeled in each pair is the surplus country while the second runs a deficit.  Numbers in parentheses are the ratio of value-added to gross 

surplus.
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VICE  CH AI RMAN  REI N SCH:   Th ank  yo u.  
 Dr .  Xu .  
 
 

OPENING STATEME NT  OF DR.  Y INGYING XU  
ECONOMI ST  AND CO UNCIL  DIRECTOR  

MANUFACTURER S AL L IANCE FOR PR ODUC TIVITY  AND INNOVAT ION (MAPI )  
 
 DR.  XU:   Goo d morn i ng .   I  woul d  l ike  to  t h ank  t he  Commiss ione rs  for  
inv i t in g  me here .   I  w i l l  focu s  my  remark s  to  the  c ha l le nges  th a t  inte r n at io na l  
prod uct ion s ha r i ng  h as  c re ated  for  un der s tan di ng  in ter nat io na l  t ra de  f lows  a nd 
spec i f i ca l ly  wh at  does  i t  mea n for  the  U. S . -Ch in a  t r ade  re l at io n shi p .  
 The  p ast  two  deca des  have  see n s ig n i f i c an t  acce le rat ion in  g lo b a l  
prod uct ion s ha r i ng .   What  i t  me an s  i s  var i ous  s ta ges  o f  p rod uct ion for  one  k in d o f  
prod uct  can  now be  p erformed in  var ious  c ountr ies .   T h is  ha s  c r eated c ha l le nge s  
for  meas ur i n g  i nter n at ion a l  t ra de  f rom th e  t ra di t iona l  c ustoms -ba sed met hod .  
 I  th ink  the  ch a l len ges  main ly  come f rom th ree  pe rspe ct ives .   F i r s t  o f  
a l l ,  whe n i nte rmedi at e  in put s  c ro ss  nat io n a l  borde rs  seve ra l  t i mes  for  p rocess in g,  
before  t hey ' re  reac hi ng  t he i r  f in a l  dest in a t ion,  t he i r  va lue s  are  impl ic i t ly  co unte d 
severa l  t imes  in  a  t r a di t iona l  t r ade  s tat i s t i cs .   So  th is  " dou bl e  c ount in g"  prob lem 
means  t hat  co nvent io na l  expor t  s ta t i s t ics  c an overst ate  t he  domest ic  co nten t  o f  
exports  f rom a  co unt ry .  
 Secon dly ,  by  a ss i g n i n g  the  tota l  commerc i a l  va lue  o f  a n  impor t  to  the  
last  coun try  o f  or ig in ,  import  s tat i s t ics  mi ght  not  on ly  over st at e  the  deg ree  o f  
compet i t io n  t hat  com es  f rom one 's  t ra di ng  par tne rs ,  bu t  a l so  u nde rstate s  t he  
bene f i t s  th at  t he  imp ort in g  co unt ry 's  f i rms  ca n get  f rom t r ade  i f  pa rt  o f  the i r  
exports  are  a l re ady  i ncorpo rate d i nto  t he  importe d i nterme diat e  in put s .  
 In  ad d i t ion,  bec au se  o f  the  need  to  l i nk  a nd to  ho l d  t he  g loba l  
prod uct ion c ha in  tog ether ,  the  serv i ce  co ntent  o f  man uf act ure d good s  h as  been  
r i s in g  over  t ime,  b ut  convent iona l  t r ade  s t at i s t ics  do  not  re f lec t  the  use  o f  
serv ices  as  in p uts  in  manu fact ure d goo ds ,  an d th erefore  woul d  not  ne cessa r i ly  be  
able  to  revea l  thos e  sectors  o f  the  e cono my where  va l ue  ad de d or i g i nate s .  
 Th is  i s  e spe c ia l ly  t ro ub lesome for  in du str i a l  cou nt r ies  w here  se rv ices  
gene rate d by  ma n ufa ctur in g,  suc h a s  mark et in g,  f i na nce ,  t ra nsp ortat io n,  
d is t r i bu t ion ,  ar e  g a i n in g  impo rta nce  i n  a  p roduc t ' s  f ina l  pr i ce  a nd c an  be  a  
s ig n i f i c ant  sh are  o f  t he  domest ic  con tent  o f  a  man uf act ure d p r oduct  by  t he  t ime 
i t  rea che s  the  f i na l  u ser .  
 Both  Profe ssor  Dea n and  Profes sor  Wei  m ent io ned Ap ple 's  pro duct s  
as  a n  exam ple .   He re  I  wa nt  to  u se  A pp le 's  iPod p rod ucts  as  ex a mple  to  s how the  
prob lems cre ate d f ro m these  t r ad i t io na l  t r ade  s t at i s t ic s .  
 The  major  su pp l ie rs  o f  iPod compo nen ts  i n c lu de  te n compa nie s  f rom 
Ja pan ,  So uth  Korea,  T a iwa n a nd the  U. S .   I n  2007 ,  the  te n comp anie s  combi ne d 
accou nted for  85  per cent  o f  t he  tot a l  ma n ufac tu r i ng  costs  o f  iP od,  wh ic h  i s  $145 .   
A l l  compone nts  are  e ventua l ly  sh ip pe d to  main l an d C hi na  for  f i na l  assem bly  
where  C hi nese  worke rs  on ly  a dde d a  few d o l lar s ,  o r  two  per cen t  o f  the  tota l  
m anu fact ur in g  cost ,  t o  each iPod.  
 But  w hen a  re ady -to - use  iPo d i s  expor ted f rom Ch in a  to  the  U. S . ,  t he  
t rad i t io na l  method  fo r  measu r i ng  t ra de  r ec ords  a l l  o f  t he  $145  a s  U. S .  import s  
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f rom Ch in a  whe n mos t  o f  the  v a l ue  s houl d  be  at t r i bute d to  pa rt s  f rom cou nt r ies  
that  prec ede  t he  f i na l  ass embly  l i ne .  
 An d a lso  the  reta i l  pr ice  for  a  ty p ic a l  30  g i gaby te  iPod in  the  U. S .  
was  $299  in  2007  so  there  i s  $155  mark up  between  man ufa ctu r in g  costs  an d t he  
reta i l  p r i ce .   So  t hat  $155  can b e  se par ate d i nto  $75  for  d i s t r ib u t io n a nd reta i l ,  
and  $80  for  Ap ple 's  d es ig n  a n d R&D,  w hic h  i s  t he  b ig gest  sh are  i n  the  whole  
sup ply  ch a i n .  
 G loba l  prod uct ion s h ar i ng  i s  pa rt ic u l ar ly  i mportan t  i n  u n derst a nd in g  
Chi na 's  t ra de  p erfor mance  s ince  a  lar ge  p art  o f  Ch in a 's  t ra de  i nvo lves  con trac t i ng  
manu fact ur in g  for  go ods  th at  a ctu a l ly  are  des i gn ed e lsew here .   Th i s  p henomeno n 
i s  k nown a s  "p rocess i ng  t ra de."   I t  i nc l ude s  the  import s  th at  e n ter  the  cou ntry  
duty - f re e  a nd t he n ar e  e i the r  t r an sformed  or  assemb led  i n  C hi n a  befo re  be in g  
reexporte d to  fo re i gn  count r ie s .    
 Compare d to  or d i nar y  t rade ,  wh ic h  most ly  uses  loca l  i np uts  for  
prod uct ion,  Ch in a ' s  d omest ic  va l ue  a dd ed in  proces s i ng  t ra de  t ends  to  be  m uch  
lower  th an o rd in ary  t rade .  
 Dur i ng  the  pa st  two  deca des ,  the  nomin a l  va lue  o f  C hi na 's  ex p orts  
has  r i se n by  more  th an 20  t imes ,  but  t he  sha re  o f  proces s i ng  e xports  in  Ch in a ' s  
tota l  ex ports  does n' t  cha nge  m uch .   In  201 1 ,  i t  s t i l l  ac cou nted f or  abo ut  44  
perce nt  o f  Ch in a ' s  to ta l  ex ports .   
 The  pe rvas ivenes s  o f  process i ng  t ra de  i n  C hi na  has  o f ten le d  to  
misu nde rsta nd in gs  a bout  C h ina 's  compet i t ivenes s  i n  h i gh -tec h manu fact ur in g  a nd  
a lso  t he  b i l ater a l  t ra de  re lat ions hi p  b etw een C hi na  an d t he  U. S .  an d othe r  major  
t rad in g  par tne rs .  
 P ro fessor  Dea n a n d Professor  We i  have  me nt io ned t hat  the  v a l u e -
add ed ana lys i s  a l re ad y  prov i ded some ev id ence  to  s how th at  a l t houg h t he  s ha re  
o f  domest ic  conte nt  i n  C hi na 's  tota l  ma nu f actu r i ng  ex port s  h as  been r i s i ng  over  
t ime,  the  r i se  i s  conc entra ted in  the  low -t ech,  la bor - inte ns ive  i nd ust r ies .  
 Ch i na 's  domest ic  va l u e  ad ded in  h ig h-te ch manu fact ur in g  ex port s  i s  
s t i l l  re lat ive ly  low an d l arge ly  re f lec ts  fo r e ig n  f i rms  br i n g i ng  m ore  cap i ta l  a nd  
sk i l l - inte ns ive  p roces s in g  im ports  in to  Ch i na ,  w hi ch  are  t hen  as semble d for  
exports .  
 The  b i l ater a l  t ra de  f l ows  an d the  va l ue  a d ded an a lyse s  s how very  
d i f fere nt  pat te rn s  f ro m that  o f  t ra di t ion a l  t rade  s tat i s t ics  as  we l l .  
 F rom a  po l icy  per spe ct ive ,  I  th in k  th is  de monstrate s  th at  va lu e -
add ed t ra de  ca n prov ide  a  more  acc ur ate  measure  o f  b i l a tera l  t rade  ba la nce ,  an d 
we can a lso  bette r  as sess  t he  re a l  impac t  o f  exch an ge  r ate  a dj ustment  on g lob a l  
reba la nc i ng .   Ove ra l l ,  whi le  g loba l  prod uct ion s ha r i ng  has  be nef i ted both  
in dus tr i a l  an d deve lo pi ng  coun tr ie s  i n  t he  past ,  i t  ra i ses  ma ny  i mportan t  
cha l le nges  for  a l l  en g age d cou ntr ies .   
 One  t h i ng  I  t h i nk  t h a t  need s  to  be  po i nte d  out  i s  th at  t hose  
in dus tr ie s  t hat  have  exper ience d rap id  g l oba l  pro duct ion sh ar i ng  in  the  pa st  
typ ic a l ly  have  pro du c ts  th at  a re  re lat ive ly  smal l ,  l i g htwei ght ,  va lua ble  an d 
prod uce d i n  h i gh  vo l ume,  mak i ng  them ve ry  su i ta ble  to  a  lo ng  g lob a l  su pp ly  c ha i n .  
 But  t hese  c ha racte r i s t ics  are  not  nece ssa r i ly  ap pl ica ble  to  othe r  
manu fact ur in g  p rod u cts ,  es pec ia l ly  for  th ose  that  are  heavywe ig ht  a nd  not  so  
eas i ly  d iv i s ib le .   I n  s ome cases ,  t he  bene f i t s  to  have  a ssemb l i n g  oper at io ns  c lose  
to  R&D a n d th e  en gi n eers  a re  ne gle cted ,  a nd t he  impac t  o f  phy s ica l  loc at ion  on 
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manu fact ur in g  ope ra t ions  o n f i rms '  overa l l  compet i t ivene ss  has  not  bee n fu l ly  
rea l i ze d.   So  a  g reate r  u nde rsta n di ng  o f  g l oba l  sourc in g  o f  i nter mediate  
component s  a nd w he re  va l ue  i s  a dde d wi l l  he l p  us  bet ter  u nde r stan d t he  b ene f i t s  
and  ch a l len ges  c reat ed f rom the  g lob a l  va lue  c ha in .  
 But  I  th i nk  one  t h i n g  for  s ure  i s  i t  i s  i ncre a s in g ly  d i f f i cu l t  for  
in dus tr i a l  coun tr ie s  t o  compete  wit h  deve l opin g  co unt r ies ,  l i ke  Chi na ,  I nd ia ,  i n  
prod ucts  th at  a re  l ab or  inte ns ive  b ut  do  n ot  req uire  cut t i ng -ed ge  tec hno lo gy .  
 They  wi l l  have  to  re ly  more  on a  h i gh -sk i l l ed  a nd k nowle dge - ba sed 
workforce ,  in corpor a te  more  tech no logy  i nto  the  pro du cts ,  an d b r i ng  in ta ng ib le  
assets  tha t  are  not  e as i ly  re pl i cate d i n  ot her  co unt r ie s  to  mak e  the i r  
manu fact ur in g  secto r  more  compet i t ive .  
  



33 

 

PREPARED STATEMEN T OF DR.  Y INGYING XU  
ECONOMI ST  AND CO UNCIL  DIRECTOR  

MANUFACTURER S AL L IANCE FOR PR ODUC TIVITY  AND INNOVAT ION (MAPI )  
 
 

June 14, 2012 
 

Testimony before the U.S.-China Economic and Security Review Commission Hearing 
the Value-added Approach to Understand International Trade 

Dr. Yingying Xu 
Economist and Council Director, Manufacturers Alliance for Productivity and Innovation (MAPI) 
 
Introduction 
The past two decades have seen a significant acceleration in the globalization of production process, 
thanks mainly to trade policy reforms and technology-led decline in transportation and communication 
cost. As a result of the fragmentation of the production chain across borders, intermediate inputs, 
including both goods and services that are incorporated into other products, usually cross national 
borders several times before being transformed into a final product. Therefore, trade in intermediate 
inputs has been growing steadily and represented about two-thirds of global trade flows in recent years, 
and the share varies greatly by country (Figure 1).

1
  

 
As more and more products are effectively “made in the world”, traditional customs-based trade 
statistics—which record the full value of trade flows at each border crossing (rather than the net value-
added)—have become less reliable as a measure for understanding the importance of trade as a source 
of economic growth. There is increasingly widespread agreement among researchers and policy makers 
around the world that focusing on the value-added part of trade flows can distinguish the foreign and 
domestic content in gross exports and better reflect the contribution of trade to economic growth and job 
creation. However, a systematic and accurate assessment of value-added in trade has remained a 
challenge since it requires cross-country cooperation in order to construct a consistent and systematic 
global input-output (IO) table.

2
 Truly global analysis of value-added in trade has become possible only in 

recent years with the development of World Input-Output Database (WIOD) and Global Trade Analysis 
Project (GTAP), which help unravel the long global supply chain and identify the origin and the use of 
intermediate inputs produced and traded among countries and industries.

3
 Although many statistical and 

methodological issues remain unresolved under this approach, various studies have already offered 
preliminary results on different aspects of value-added trade to help better explain the global trade pattern 
and how a country fits into the integrated world economy.

 4
  

                                                           
1
 See Sébastien Miroudot, Rainer Lanz, and Alexandros Ragoussis, “Trade in Intermediate Goods and 

Services,” OECD Trade Policy Working Paper No. 93, TAD/TC/WP(2009)1, Paris, November 2009   
2
 For a detailed discussion about the related challenges, see the National Research Council’s 2006 

report, “Analyzing the U.S. Content of Imports and the Foreign Content of Exports,” 
www.nap.edu/openbook.php?record_id=11612.  
3
 The OECD and the WTO have been collaborating on this issue since early 2009 and have launched the 

Made in the World initiative and the Global Forum on Trade Statistics. An inter-country IO table covering 
50 countries for three benchmark years (1995, 2000, and 2005) is under construction. A worldwide time 
series of multi-country IO tables called the World IO Database (WIOD) have been made available to 
public in early 2012 as well; it includes 27 EU members and 13 other major economies and runs from 
1995 to 2009. Four international organizations (United Nations Statistics Division, Eurostat, WTO, and 
United Nations Conference on Trade and Development) set ambitious goals for 2020, including 
establishing a specialized satellite account of trade in value-added. 
4
 Guillaume Daudin, Christine Rifflart, and Danielle Schweisguth, “Who produces for whom in the world 

economy?” Canadian Journal of Economics 44, no. 4 (November 2011): 1403-37; Robert C. Johnson and 
Guillermo Noguera, “Accounting for Intermediates: Production Sharing and Trade in Value Added,” 
Journal of International Economics (October 2011); Abdul Azeez Erumban, Bart Los, Robert Stehrer, 

http://www.nap.edu/openbook.php?record_id=11612
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This testimony will first use case studies to explain problems with current trade statistics in the 
environment of global production sharing, and then focus on how value-added trade can enhance our 
understanding of issues related with China’s trade, especially the U.S.- China bilateral trade relationship. 
Policy implications will be briefly discussed in the end.  
 
Issues with Gross Trade Statistics  
In a globalized production network, various stages of production are regularly performed in different 
countries. At each stage, a producer purchases inputs and adds value which is included in the cost of the 
next stage of production. As intermediate inputs cross national borders several times for further 
processing before reaching their final destination, their values are implicitly counted multiple times in 
traditional trade statistics. This has created three major problems for current trade statistics:  
 
1) This well-known “double counting” problem implicates that the conventional export statistics, which 
includes trade in both intermediate and final goods, will overstate the domestic value-added content of 
exports, making it difficult to identify the real contribution that exports can make to economic growth and 
employment in a country. According to a recent study from the IMF, the foreign content embedded in 
global gross exports has increased on average from 18 percent in 1970 to 27 percent in 1995 and 33 
percent in 2005.

5
 The gap between gross and value-added exports varies greatly by country, and can 

indicate a country’s position in the global value chain. Compared to advanced countries, emerging 
countries tend to have relatively low domestic content in their exports since they largely use imported raw 
materials and intermediates to assemble final goods for exports. Such processing trade currently 
accounts for about half of exports from China, which, together with several other developing countries in 
the region, serves as a downstream hub in the Asian supply chain. Mexico and Eastern European 
countries have somewhat similar roles in North America and European markets respectively (Figure 2). 

 
2) Meanwhile, by assigning the total commercial value of an import to the last country of origin, import 
statistics might not only overstate the degree of competition that comes from one’s trading partners, 
leading to miscalculations about the economic dimension of bilateral trade imbalances, but also 
understate the degree to which the importing country’s own firms benefit from trade if part of their output 
are already incorporated in the goods.  
 
Case studies on this issue date back to the 1990s, and well-known examples include products from toys, 
apparel, and automobile industries.

6 
More recent studies on Apple’s popular iPhones have received lots 

of attention. The production of iPhone primarily takes place outside the U.S. though it is designed and 
marketed by Apple. The major producers and suppliers of iPhone parts and components include eight 
companies from Japan, Korea, Germany, and the U.S.; in 2009, they accounted for 70 percent of the 
$179 total manufacturing cost. All components were eventually shipped to mainland China for final 
assembly, where Chinese workers added only $6.50 to each iPhone, less than 4 percent of the total 
manufacturing cost. However, when a ready-to-use iPhone is exported from China to the U.S., the 

                                                                                                                                                                                           
Marcel Timmer, and Gaaitzen de Vries, “Slicing Up Global Value Chains: The Role of China,” The 
Fragmentation of Global Production and Trade in Value-Added—Developing New Measures of Cross 
Border Trade, World Bank Trade Workshop, June 2011, http://bit.ly/zwqxQN.  
For a summary of these empirical studies, see Yingying Xu, “Understanding International Trade in an Era 
of Globalization: A Value-added Approach”, PA-105, MAPI, March 2012 
5
 Riad, Errico, Henn, Saborowski, Saito, Turunen and Jarkko, “Changing Patterns of Global Trade”, 

Departmental Paper No. 12/01, January 2012 
6
 For more about other case studies, see Rone Tempest, “Barbie and the World Economy,” LA Times, 

September 22, 1996, http://articles.latimes.com/1996-09-22/news/mn-46610_1_hong-kong; Peter 

Burrows, “The Global Chip Payoff,” BusinessWeek, August 7, 1995, 

www.businessweek.com/archives/1995/b3436126.arc.htm; Pietra Rivoli, The Travels of a T-Shirt in the 

Global Economy: An Economist Examines the Markets, Power, and Politics of World Trade (Wiley, 2005); 

Gene M. Grossman and Esteban Rossi-Hansberg, “Task Trade between Similar Countries,” Princeton 

University, August 2011, www.princeton.edu/~grossman/TTSC081111.pdf.  

http://bit.ly/zwqxQN
http://articles.latimes.com/1996-09-22/news/mn-46610_1_hong-kong
http://www.businessweek.com/archives/1995/b3436126.arc.htm
http://www.princeton.edu/~grossman/TTSC081111.pdf


35 

 

traditional method of measuring trade records all of the $179 as a U.S. import from China when most of 
the value should be attributed to parts and components from countries that precede the final assembly. 
Breaking down the value-added along the manufacturing value chain suggests that of the US$2 billion 
worth of iPhones exported to the U.S. from China, 96 percent in fact should be attributed to Germany (18 
percent), Japan (36 percent), Korea (14 percent) and other countries (29 percent). China only contributed 
US$73 million, or 3.6 percent, of the US$2 billion trade deficit that the U.S. had for importing iPhone 
(Table 1).

7
 

 
3) In addition, because of the need to link and hold the global production chain together, the service 
content of manufactured goods has been rising over time. However, official trade data are not necessarily 
able to reveal those sectors of the economy where value-added originates. This is especially troublesome 
for industrial countries where the so-called “multiplier effect”—services generated by manufacturing, 
including marketing, transport, distribution, finance, and even intellectual property rights—are gaining 
importance in a product’s final price and can be a significant share of the domestic content of a 
manufactured product by the time it reaches the final user. Disentangle the domestic value chain into its 
sectoral components can therefore shed new light on the sources of international competitiveness and 
the direct and indirect employment impacts of trade.  

 
Use another popular Apple device iPod as an example. In 2007, the total manufacturing cost (including 
components and assembly) for a 30GB model was estimated at $144 while the U.S. retail price was 
$299. The $155 markup can be separated into $75 for distribution and retail in the U.S. and $80 for 

Apple’s design and R&D, which is the largest piece of value-added in the entire supply chain.
8
 In fact, for 

many electronic products, if the value-added at each stage of the supply chain is plotted in a chart, it 
follows the shape of a “smile of value” curve, which was named after the U-shaped arc of a smiley face. It 
starts “high for branding and product concept, swoops down for manufacturing, and rises again in the 

retail and servicing stages.”
9
 Typically, Western companies’ activities are at the two ends of the curve and 

capture the majority of the value in a globalized supply chain.  
 
As for the impact on employment, the iPod line is estimated to support 41,000 jobs worldwide in 2006, of 
which about one-third were located in the U.S. While the Asia-Pacific region accounted for almost all of 
the low-wage production jobs, the U.S. workers held more than 60 percent of the high-wage professional 
jobs in management, engineering, computer support, and retail, and earned about $750 million—three-
quarters of the $1 billion total earnings for all iPod-related jobs (Table 2: iPod related job). 

 
However, one thing that needs to be pointed out is that consumer electronics are relatively small, 
lightweight, high value, and produced in high volume, which makes them suitable for a long global supply 
chain. These characteristics are not necessarily applicable to other manufactured products, especially for 
those that are heavyweight and not so easily divisible. In some cases, the benefits to have assembly 
operation close to R&D and software engineers are neglected and the impact of physical location of 
manufacturing operations on firms’ overall competitiveness has not been fully realized. A greater 
understanding of global sourcing of intermediate components and where value is added will help us 
better understand the benefits and challenges created from the global value chain.  

 
Understanding U.S.-China Trade Relations from an Value-added Perspective 
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After three decades of rapid growth, China has grown from having a negligible role in world trade to being 
the world’s largest exporters, and is on its way to become the world’s largest importer as well. However, a 
less well-known fact is that a large part of China’s trade involves contracting manufacturing for goods that 
are designed elsewhere, and this phenomenon is known as “processing trade”. Compared to “ordinary 
trade” which includes imports that are subject to general tariff rates and exports that are based on local 
inputs, processing trade encompasses imports that enter the country duty-free and are assembled or 
transformed in China and then re-exported to foreign countries. Combined together, these two categories 
account for more than 90 percent of China’s exports and over 80 percent of its imports.

10
 Although the 

nominal value of China’s exports has risen by more than twenty times from 1992-2011, the share of 
processing export in total exports does not change much, and it rose from 47 percent in 1992 to 57 
percent in 1999 and then fell back to 44 percent by 2011. On the import side, the share of processing 
trade rose to almost 50 percent of total imports before the financial crisis in 1997-1998 and was 
surpassed by ordinary imports after that because of the rapid decline in tariff rates and the anti-smuggling 
measures implemented by the government. Since 2007, the share started to decline rapidly when China 
imported large amounts of raw materials and high-end equipment to fuel its investment boom in 
infrastructure and property market, and by 2011 it only accounted for 27 percent of China’s total imports 
(Figure 3).  
 
The pervasiveness of processing trade in China has often led to distorted views about China’s 
competitiveness in high-tech manufacturing industries and the bilateral trade imbalances between China 
and its major trading partners.  
 
1) China’s Role in Global Production Sharing 
Lots of literature has demonstrated that international production sharing has become an essential part of 
all major East and Southeast Asian countries since 1990s, and China became a major production hub in 
the region’s production and distribution network with its 2001 accession to the WTO. More specifically, 
advanced East Asian countries such as Japan and the Newly Industrialized Economies (NIE)

11
, who used 

to export finished goods directly to the western markets, have gradually moved their production capacity 
to overseas export platforms located in the less developed neighboring countries. At the end of last 
century, the displacement of alternative supply sources in the region mainly focused on labor-intensive 
industries, and in early 2000s, a similar process began to work at more capital- and technology-intensive 
industries.

12
 

 
As a result, China’s export structure has transformed dramatically over the past two decades. The share 
of agriculture and traditional labor-intensive manufacturing products such as textiles, apparel and toys fell 
from about two-thirds of China’s total exports in 1992 to about 30 percent in 2011

13
 while the share of 

capital- and technology-intensive manufacturing products, such as industrial machines, chemicals and 
metals, grew from less than 40 percent to more than 70 percent. The strongest overall export growth has 
been in machinery, among which information and communication equipment, electrical machinery and 
office machines have experienced the highest growth and make up the largest shares in this category 
(Figure 4). As a result, China’s share in the U.S. imports of all “Advanced Technology Products” (ATP) 
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more than tripled over the past decade, up from 10 percent in 2002 to 34 percent in 2011, and led to $109 
billion trade surplus for China.

14
  

 
Foreign-invested enterprises (FIEs), including both joint venture and wholly-owned affiliates of foreign 
multinationals, have played a vital role in the rising importance of China in the global production chain. 
While FIEs’ share in China’s ordinary exports has increased from 5 percent in 1992 to 28 percent in 2011, 
it accounted for 84 percent of China’s processing exports and 82 percent of China’s processing imports in 
2011, up from 39 percent and 42 percent respectively in 1992 (Figure 5). In recent years, there has been 
a shift in the ownership from joint venture to wholly-owned as well, with wholly-owned foreign enterprises 
(FOEs) taking up more than three quarters of processing exports and about 80 percent of processing 
imports from all FIEs. FIEs are also responsible for the changing structure of China’s exports, and have 
generated more than 90 percent of all Chinese ATP exports over the past decade. FIE firms are the 
largest contributors to Chinese ATP trade surplus with the United States while China’s collective and 
private firms contributed very little to the ATP trade surplus, and the state-owned firms had an ATP trade 
deficit with the U.S.

15
 

 
2) Value-added Perspective on China’s Export Competitiveness 
The increasing sophistication of China’s exports has drawn considerable attention from the public. On the 
surface, it appears to suggest that the skill content of China’s exports is rising and China’s export 
structure increasingly resembles that from industrial countries. This could represent competitive pressure 
for producers in developed countries, and a major concern is whether it poses a serious challenge to U.S. 
commercial and security interests.  
 
There is no question about China’s enlarged market shares in the world market, with China’s share in 
global manufacturing exports up from 2 percent to 14 percent during the past two decades. However, a 
closer examination of China’s trade data reveals that if processing trade is taken into consideration in 
which the valued added is the difference between processing exports and processing imports and hence 
less than for ordinary trade, the share of domestic content in China’s overall manufactured exports is 
estimated to be around 50 percent, meaning that only half of value in China’s exports is generated 
domestically. Although the overall foreign content in China’s exports has steadily declined over the past 
two decades, the decline is concentrated at the traditional labor-intensive industries such as toys, sports 
products, and textiles, in which the domestic share of value-added can be as high as 70 percent. As the 
skill-intensity of exports rises, the percentage of value-added in the final products that derives from 
imported components rises sharply. For those sectors that are usually labeled as high skill-intensive, 
including computers, telecom equipment and electronic devices, processing trade accounted for over two-
thirds of the industry trade. The majority of the value embedded in China’s exports came from parts and 
components imported from foreign countries, mainly Japan, the U.S., and Europe, and China’s domestic 
value-added in those exports is estimated to be particularly low, about 30 percent or less.

16
  

 
These findings are consistent with conclusions from other studies which have shown that there is a 
sizable gap between China’s ATP exports and imports. Chinese ATP imports from the U.S. consist of 
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large-scale, sophisticated, high-valued equipment and devices, whereas China’s ATP exports to the U.S. 
are small-scale products or components in the low-end of the ATP value-added chain.

17
 

  
Therefore, the increase in the sophistication of China’s exports over the past two decades largely 
represents FIEs bring more capital- and skill-intensive processing imports into China which are then 
assembled for exports. Even though the final product is classified as skill-intensive when it shows up at 
the customs, Chinese producers could still specialize in the labor-intensive and low value-added stage in 
the production process, therefore would not compete directly with producers in developed countries.  
 
3)  Value-added Perspective on the U.S.-China Trade Imbalance 
In recent years, the bilateral trade relations between China and the U.S. have become increasingly 
strained and one major concern is the large and growing U.S. trade deficit with China, which rose from 
$84 billion in 1990 to $296 billion in 2011, accounting for more than 40 percent of the U.S. overall trade 
deficit in goods.  
 
The fast rise of trade balance between these two countries is closely related with the global production 
sharing and the “triangular trade pattern” formed in East and Southeast Asia in which China became a 
mediator between advanced countries in the region and western markets. It helps us to explain the 
simultaneous rise of China and falling of Japan and the NIEs in their relative importance in U.S. imports 
data. The share of total U.S. imports in goods that came from East and Southeast Asian countries 
remained relatively stable during the past decade, down only slightly from 36 percent in 1998 to 34 
percent in 2011, while China’s share went up from 8 percent to 18 percent. In other words, while China 
was becoming an increasingly important source for U.S. imports in goods, the relative importance of other 
countries in the region was declining (Figure 6). Therefore, China’s trade surplus with the United States 
and, to a lesser extent, Europe, largely reflects its large deficit with its trading partners in East Asia. In 
2011, China’s trade deficit with Japan and NIEs, excluding Hong Kong, was about $216 billion while its 
trade surplus with the U.S. was about $203 billion.  
 
Recent value-added analysis on international trade not only provides further evidence that bilateral trade 
statistics can be scaled down in value-added terms relative to gross terms, but also was able to calculate 
the gap between gross and value-added trade. In general, the more connected two countries are in 
production sharing, the bigger the gap is. Various studies find that the U.S. bilateral value-added trade 
with its trading partners in East Asia (Japan, South Korea, Taiwan and China) and NAFTA (Canada and 
Mexico) is usually 30-50 percent lower than gross trade. As a result, its trade deficit with China is 20-40 
percent smaller when measured on a value-added basis while its deficits with Japan and Korea are 
underestimated at similar magnitudes. Its trade deficit with Mexico and Canada falls as well after 
adjusting for production-sharing (Figure 7).

18
 

 
The dominate presence of FIEs in China’s processing trade also has importance implications for 
understanding China’s growing trade surplus. A closer look at China’s growing trade surplus by custom 
regime reveals that the main source of China’s trade surplus is still processing trade even though the 
share of ordinary trade in both China’s imports and exports has been rising. In 2000, China obtained $5 
billion and $45 billion trade surplus from ordinary trade and processing trade respectively. In 2011, the 
trade surplus obtained from the processing trade reached $367 billion compared with the $90 billion trade 
deficit recorded from the ordinary trade (Figure 8). The trade surplus generated by FOEs alone reached 
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$105 billion, more than two thirds of China’s total trade surplus.
19

 One common misconception about the 
U.S.-based multinationals operating in China is that U.S. affiliates are contributing to the large U.S. trade 
deficit by producing there and selling back to the U.S. However, the data illustrates that over the past 
decade, the role of foreign affiliates has not changed much and they continue to serve as a means for 
U.S.-parents to access foreign markets rather than as a low cost base of production from which to sell to 
their U.S. customers. In both 1999 and 2009, about 90 percent of the goods and services produced by 
foreign affiliates were sold to foreign customers, and the scale remains small compared to the size of the 
U.S. trade deficit.

20
 The majority of FIEs in China are indeed from Taiwan, Hong Kong and South Korea.  

 
Policy Implications 
The insights we have gained from measuring international trade on a value-added basis have important 
policy implications. 
 
1) Recognizing the discrepancies between gross and value-added exports can help avoid overestimating 
the importance of exports as a driver of short-term demand and underestimating the importance of trade 
and specialization as sources of increased efficiency in the longer term. This is especially the case for 
emerging markets, which tend to be downstream in the global supply chain and have large shares of 
imported content in their exports, therefore haven’t benefited nearly as much as shown in the top-line 
trade data (Figure 9). Take China as an example. While gross exports accounted for more than 40 
percent of its GDP growth since the 1990s, only half of its exports represented domestic value-added, 
which contributed to 19 percent of total GDP growth in 2008.

21
 

 
2) It is important to state that analyzing trade flows and reassigning the value-added contribution to 
different countries in the supply chain does not change the top-line U.S. trade deficit, which is ultimately 
the result of the larger macroeconomic imbalance that comes from low saving (particularly large federal 
budget deficits) relative to investment. However, value-added trade data demonstrates that acting on 
bilateral imbalances without addressing the underlying causes of the aggregate imbalance simply 
redistributes that imbalance across trading partners. In addition, the real impact of exchange rate 
adjustment on global rebalancing can be better assessed with value-added, rather than, gross trade data.  
 
3) While the globalization of production chains helps firms in industrial countries to enormously improve 
efficiency and gain access to new emerging markets, and provides a new option for developing countries 
to quickly participate in global trade and enter global markets, it raises many important challenges for all 
countries that are engaged in the global production chain. For developing countries that are nearly at the 
end of the value chain and mainly engaged in low-skilled labor-intensive activities in most industries 
(including the high-tech industries such as electronics and telecommunications

22
), the gains from the 
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labor division on the global value chain are gradually falling and the profit space of their enterprises 
continues to dwindle when labor and land get more expensive and pollution and other environmental 
damage can no longer be overlooked. To move up the value chain, it will be necessary for these 
countries to develop their own technological capabilities, which requires not only increasing spending on 
R&D but also creating a supportive environment for innovation, including stronger intellectual property 
rights protection and improved compliance with international standards.  
 
It is increasingly difficult for developed countries to compete with developing countries in products that are 
labor-intensive but do not require cutting-edge technology. Advanced economies have to rely more on a 
high-skilled and knowledge-based workforce, incorporate more technology into their products, and bring 
intangible assets that are not easily replicated in other countries to make their manufacturing sector 
competitive. The primary benefit to trade for a nation is that the expanded competition forces domestic 
industries to continuously reinvent themselves, employ new technology, create innovative products and 
processes, design new management methods, and increase productivity in order to lower costs. Superior 
productivity growth in manufacturing is ultimately passed on to the consumer in the form of less inflation 
in manufactured goods and thus a higher standard of living. 
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Table 1: 2009 U.S. Trade Balance in iPhones, in Million US$ 

 China, P.R. Japan South Korea Germany ROW World 

Gross -1901 0 0 0 0 -1901 

Value-added -73 -685 -259 -341 -543 -1901 

Source: WTO, Global Forum on Trade Statistics April 2011   
 
 
 
 
 

Table 2: iPod-related jobs by country and category   

 Engineering and 
other 
Professional 

Production 
Retail and other 
non-professional   

Total 9366 19190 12614 
Share, % 

   
U.S.  65 0 62 

China 6 61 - 
Japan 12 4 - 
Korea 6 3 - 

Taiwan 3 0 - 
Singapore 1 4 - 
Philippines 3 23 - 

Thailand 1 4 - 
Other 3 0 38* 
Total 100 100 100 

* Includes all non-U.S. retail and other non-professional 
Source: Linden, Kraemer and Dedrick (2011)  
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PANEL  I  –  QUE STION & ANSWER  
 

 V ICE  CH AI RMAN  REI N SCH:   Okay .   T han k  you very  muc h,  a l l  o f  y ou.  
 Let ' s  go  to  q uest ions .   Commiss ione r  D ' Am ato .  
 COMMIS SIO NER D 'AM ATO:   T han k  you,  M r.  Cha i rma n,  an d I  th an k  the  
pan e l  for  your  test imony  today .   I t ' s  i n  so me ways  very  p rovocat ive  a nd  
inte rest i n g ,  a n d I  t h i nk  i t  bea rs  o ur  a t tent ion to  w hat  t h i s  a na l ys i s  mea ns .  
 I  h ave  two q uick  q ue st ions  for  t he  pa ne l .  The  f i r s t  i s  w hat 's  th e  most  
importa nt  new im pl i c at ion for  U .S .  t ra de  p o l icy  t hat  you  take  a way  f rom th is  for  
us - - t h is  v a l ue  a dde d ana lys i s?   A nd  how w ould  th at  t r an s late  i n to  any  
recommendat ions  for  a  t ra de  po l i cy  on t he  par t  o f  t he  Co ngre ss ?  
 But ,  secon dly ,  we 've  had  the  imp l ic at io ns  o f  the  f ra gment at ion  o f  
t rade .   We 've  had  other  ex pl an at ion s  h er e  before  the  Commiss ion .   T he  
f ra gmenta t ion ,  i l l ust r ated as  you desc r i be  i t ,  seems to  be  rat he r  mecha ni ca l  ad d -
ons ,  but  we 've  hear d o f  in novat io n at  v ar i ous  s ta ges  o f  t h is  f ra gmentat ion 
process  by  t he  C hi ne se ,  a nd t ha t  at te nt io n to  th is  k in d o f  i nno vat ive  ca pac i ty  by  
the  C hi nese  i s  somet hi ng  t hat  we  h aven 't  pa i d  e nou gh at te nt io n to ,  a n d the  
Chi nese ,  a f ter  a l l ,  wh at  i s  a l l  t he  t r ans fer  o f  inte l le ctu a l  pro per ty  abou t  i f  they ' re  
go in g  to  be  j ust  an  a dd -on .  
 So  the  secon d q uest i on i s  a  more  d i f f i c u l t  one .   W hat  i s  the  re l at ive  
importa nce  in  th is  a n a lys i s  o f  j ust  the  q ue st ion o f  va l ue  a dd ed versus  i nf us io n o f  
new i nnovat ive  ca pac i ty  by  t he  C hi nese  at  var iou s  s ta ges  i n  the  prod uct ion 
process  a nd in  the  pr ocess  o f  c reat i n g  mor e  soph is t icate d good s?  
 So  the  qu est io n i s  va l ue  a dde d i s  o ne  th in g ;  where  i s  a l l  the  
inte l lect ua l  prope rty  go in g;  a n d wh at ' s  the  re lat ive  im porta nce  o f  Ch ine se  
in novat ion  at  t he  va r ious  s ta ges  o f  t h i s  p r ocess?  
 You ca n s t art ,  M s.  De an.   Th ank  you.  
 DR.  DEA N:   Ok ay .   R e gar di ng  new impl ica t i ons ,  I  th in k  th is  i s  not  
qu i te  n ew,  b ut  per ha ps  not  wi de ly  k nown .   I f  we  th ink  abo ut  t h e  fact  t ha t  va l ue  i n  
the  p rod uct ion proce ss  i s  be in g  t r an sfer re d ac ross  borde rs  num erous  t imes ,  a n d 
at  eac h s t age  more  v a lue  i s  ad de d (de pe n di ng  o n whe re  you ar e  in  t ha t  ch a i n) ,  
th is  h ig h l ig hts  t he  c r i t i ca l  n atu re  o f  kee pi n g  market s  ope n.   Wh en we rece ive  
prod ucts  at  t he  e nd o f  the  day ,  we  wa nt  to  be  s ure  t hat  costs  ar e  not  ar t i f i c ia l ly  
inf late d or  the i r  a b i l i ty  to  pro duce  in  a  pr oduct ion c ha in  i s  not  dampe ne d by  
numero us  bar r ie rs  be tween cou ntr ies .  
 There 's  a  lo t  o f  ev ide nce  t hat  t ra de  b arr ie rs  act ua l ly  have  a  
magn i f ie d  e f fect  o n c osts  o f  p rod uct ion i n  these  g lo ba l  ch a i ns ,  beca use  goods  
cross  so  ma ny  bo rde r s  in  the  proce ss  o f  complet i ng  the  good .   S o  t rade  ba rr iers  
between eac h cou ntr y  in  a  ch a i n  ca n have  a  rea l ly  ma gn i f ied  e f f ect  on prod uct ion 
costs  for  f i rms  bot h  i n  the  Un i te d St ates  a nd in  every  p art ner  i n  the  ch a i n .  
 Your  seco nd  q uest ion  has  a  lo t  o f  d imens io ns  to  i t .   M aybe  I  ca n  just  
hi gh l i ght  one.   I n  ou r  s tu dy  o f  w here  C h in a ’s  pos i t ion  in  g lo ba l  sup ply  ch a i ns  in  
d i f fere nt  prod uct s ,  w e  foun d t hat  i n  very  R&D - in tens ive  prod u ct ion (e spe c ia l ly  
for  p rod ucts  w here  t he  i nnovat ion i s  new) ,  most  o f  th at  prod uc t ion i s  done  by  
mult i nat iona l  cor por at ion s  a nd te n ds  to  h ave  a  very  h i gh  fore i gn  co nte nt .   So  i t  
looks  to  us  as  t hou gh  f i rms  rea l ly  do  a  lo t  o f  the  h i gh -tec h p rod uct io n t hemselves  
and  only  sh ave  o f f  a  l i t t le  b i t  to  C hi na .  
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 Inte l lec tua l  prope rty  p lay s  a  ro le  t here .   P roduc t  q ua l i ty  contro l  a l so  
p lay s  a  ro le ,  s i nce  ve ry  l i t t le  pro duct ion w i l l  be  done  in  a  co unt ry  where  
inte l lect ua l  prope rty  i s  weak ,  or  qua l i ty  co ntro l  i s  we ak .   
 As  t hose  th i ngs  imp r ove ,  a  mult in at io na l  corporat ion may  cho ose  to  
do  more  in  th at  cou n try .  So  the re  may  be  an ince nt ive  o n C hi na 's  part  to  imp rove  
i t s  IPR  a nd improve  i t s  q ua l i ty  co ntro l  so  t hat  mu lt i nat ion a ls  w i l l  f in d  Ch ina  more  
cond uc ive  to  pro duc i ng  d i f fe rent  tasks  i n  the  c ha i n .  
 DR.  WEI :   Th ank  yo u.  
 In  te rms  o f  new im pl i cat ion s ,  le t  me h ig hl i ght  two.   O ne  i s  
e f fect ivenes s  o f  exc h ang e  rat es .   To  u nde r stan d t hat  q uest i o n,  one  must  t ake  i nto  
accou nt  i f  C h i nese  ex ports  have  lo t  o f  im p orted co ntent ,  re lat i ve  rewar di ng ,  
whic h  everyt h i ng  i s  s ource d domest ica l ly ,  g iven  ch an ge  i n  ex ch ang e  rat es  te nd s  
to  have  a  smal ler  e f f ect  on C hi nese  ba la n ce ,  g iven t hat  whe n t he  C hi nese  
excha nge  rate  ap pre c iates ,  wh i le  i t  makes  Chi nese  e xport  pro du cts  more  
expen s ive  a broa d,  b u t  i t  a l so  makes  the  in put s  th at  C hi nese  pro duce rs  import  
f rom ab road che ape r ,  an d th ere 's  part ia l  o f fsets  f rom t hat  g lo b a l  prod uct ion 
cha in  aspe ct .   So ,  t he refore ,  g ive n  exc ha ng e  rate  c ha nge  wi l l  ha ve  a  smal ler  
e f fect  o n C hi nese  t ra de  b a la nce .  
 The  seco nd imp l ic at i on ha s  to  do  w ith  the  co l late ra l  d amage  as pect  
o f  a  g iven t ra de  po l ic y .   Bec ause  h ig her  an d lower  in come count r ies  te n d to  
spec ia l i ze  i n  d i f fere n t  pa rts  o f  the  g lo ba l  prod uct ion c ha in ,  the  U.S .  an d othe r  
deve lope d co unt r ies  tend to  be  o n the  u p per  e nd ,  a nd deve lo p in g  cou ntr ies  te n d 
to  be  on t he  lower  en d,  g iven  i ncre ase ,  g iv en c han ge  in  po l icy  t hat  s uccee ds  in  
red uc i ng  import s  f rom Chi na ,  for  ex ample ,  ha s  co l late r a l  dama ge.  
 I t  h as  co l late ra l  d amage  on  p rodu ct io n i n  Ja pan ,  Korea  a nd E ur opean 
Unio n to  th e  exte nt  t hey  p rov ide  in p uts  to  Chi na  an d ot her  dev e lopi ng  cou ntr ies .   
I t  h as  co l late ra l  d amage  to  U .S .  up st ream f i rms  to  t he  ext ent  t hey  p rov ide  in p uts  
into  t he  pr od uct ion o f  Ch ine se  ex ports .   S o  those  e f fects  nee d to  be  take n into  
accou nt .   
 In  te rms  o f  f ra gment at ion o r  i nnovat ion,  you're  r i gh t ,  t he  
f ra gmenta t ion o bv iou s ly  i s  not  mec ha nic a l ;  i t ' s  a  c ho ice  by  f i rms ,  an d one  th at  
has  impl ica t ion s  for  f i rms  i n  t he  U .S .  a nd  f i rms  i n  C hi na .   
 For  f i rms  in  U. S . ,  one  o f  the  impl ica t ion s  i s  tha t  wi t hout  g lo ba l  
prod uct ion c ha in s ,  o r  f ra gment at ion  p rodu ct ion pat te rn s ,  w i th  r e lat ive ly  h ig h  
labo r  costs  an d prod uct io n costs ,  somet i mes  U.S .  f i rms  may  b e  force d to  g ive  u p a  
prod uc t  an d a  sector .  
 With  t he  poss ib i l i ty  o f  spe c ia l i z i n g  i n  a  pa r t  o f  the  g lo ba l  p rod u ct ion 
cha ins ,  t he  f i rm ca n,  rathe r  t ha n g iv i ng  up  a  p rodu ct/a  se ctor  e nt i re ly ,  can  choose  
to  s tay  wit h  t he  part  o f  the  prod uct ion c h a in  i t  has  ha d par t ic u lar  adva nta ge  in ,  
and  the se  te nd to  be  h i ghe r - pay i n g  job s ,  a nd a l low the  more  la bor - inte ns ive  p art  
to  be  p rod uced  e lsew here ,  an d t here fore  t he  f i rm ca n co nt i nue  to  s tay  a  lea di ng  
f i rm i n  t he  wor ld .  
 From the  deve lo pi ng  count ry  s i de ,  bec aus e  they  get  to  s pec i a l i ze  i n  a  
p iece  in  g loba l  p rod u ct ion,  even i f  t hey  ha ve  re lat ive ly  low sk i l l  to  s tart  wi t h ,  
they  ge t  to  be  pa rt  o f  th i s  p rod uct io n.  So  a ssembly  o f  the  iPho n e  i s  a  re l at ive ly  
low sk i l l  job.   iP hone s  woul d  not  be  assem ble d i n  C hi na ,  expo rt ed by  Ch in a ,  i f  
there  w as  no  pro du c t ion c ha i n  pat te rn .  
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 On t he  othe r  h an d,  p rec ise ly  be ca use  pro duct ion o f  the  same prod uct  
gets  s l i ced up  i nto  d i f fere nt  p iece s ,  i t  a l so  fac i l i tates  f i rms  i n  t hose  cou ntr ies  to  
move  up be cau se  i t ' s  eas ier  to  lea rn  the  te chno logy  p iece  beca u se  once  you  are  
go od at  do i ng  assem bly ,  yo u look  at  the  n ext  p ie ce ,  i t  re qu ire s  s l i ght ly  more  
sk i l l s ,  an d you may  le arn  to  do  t hat .  
 That  k in d o f  lea rn in g  process  may  be  a  b i t  eas ier  th an t ry i ng  to  
master  t he  en t i re  p roduct ion proce ss .   So  the  p rod uct ion f ra gmentat ion pat te rn  
a lso  e ncour age s  f i rm s  to  lea rn  an d to  i n novate  on t he  t h i ngs  th ey  coul d  i nnovate .  
 DR.  XU:   I  t h i nk  Profe ssor  Wei  an d Profe ss or  Dean have  been pr et ty  
thorou gh i n  cover i ng  a l l  the  po l icy  imp l i ca t ions  s i nce  bas ica l ly  va lue -a dde d 
ana lys i s  ca n prov i de  a  mor e  acc ura te  as se ssment  o f  b i la te ra l  t r ade  ba l an ce ,  a n d 
a lso  t he  re a l  impac t  o f  exch an ge  r ate  a dj ustment ,  a nd a lso  some t rade  f rom ta r i f f  
pers pect ive .   Ra i s i ng  the  ta r i f f  fo r  one  co u ntry  does  not  nece ss ar i ly  mean tha t  
that  w i l l  a dd ress  t he  fu ndame nta l  re ason s ,  the  prob lems t hat  c a used  the  t ra de  
imbal an ce  f rom f i r s t  pers pect ive .  
 I  wa nt  to  a dd a  l i t t le  b i t  o f  my  own u nd ers tan di ng  abo ut  t he  
inte l lect ua l  prope rty  r ig hts  an d a lso  t he  c ompet i t io n  betwee n deve lop in g  
count r ies  an d deve lo ped coun tr ie s .   I  t h i n k  i t ' s  not  rea l ly  s ur pr is i ng  i n  C hi na ,  I  
can  say  i t ' s  pro ba bly  the  f act  t hat  Ch in a  i s  rea l ly  t ry in g  to  c l im b u p t he  va lue  
cha in ,  i n  a  g lo ba l  va l ue  c ha i n .  
 I t ' s  one  c ha l le nge  th a t  deve lo pi ng  co un tr ie s  have  to  face .   Yo u c an ' t  
get  s t uck  in  the  bott om of  the  va l ue  c ha i n  a l l  t he  t ime whe n t he  l iv i ng  s ta nda rd s  
are  im prov i ng  in  Ch in a ,  th e  la bor  i s  get t i n g  more  expe ns ive ,  t h e  la nd i s  get t i n g  
more  expen s ive .   A ls o ,  the  cost  for  eco no mic  deve lo pment  in  t erms  o f  
env i ro nmenta l  prob le ms,  at  some po int  yo u h ave  to  take  a l l  th a t  into  
cons i der at ion  for  pro duct ion .   So  th at  wi l l  def i n i te ly  ra i se  th e  p roduc t ion  cost  
over  t ime.  
 So  tha t ' s  the  rea son why  deve lopi ng  cou n tr ies  have  to  c l im b u p the  
va lue  cha in ,  a nd  th at 's  w hat  C h ina  i s  do i n g.   Act ua l ly  s in ce  2006 ,  the  C h inese  
governmen t  h as  been  ra i s i ng  t he i r  R&D ex pen dit ure s .   Ten ye ar s  ago ,  the  R&D 
sha re  i n  GDP was  les s  tha n one  per cent ,  a n d now i t ' s  more  th an  two perce nt .  
 But  t he  i nte l lect ua l  p roperty  or  the  i nnova t ion i s  a  pre t ty  h ar d  th i ng  
to  do .   R a is i ng  R&D e xpen dit ure s  i s  not  e n ough  to  imp rove  one  count ry 's  
in novat ion  ca pa bi l i ty .   You have  to  have  t he  who le  system to  s up port  t hat ,  a nd I  
th i nk  t hat  t he  U .S .  i s  s t i l l  one  o f  the  bes t  c ountr ies  to  do  t hat .  
 From a  U .S .  pers pect i ve ,  there  are  lo ts  o f  r eports  abo ut  
mult i nat iona l  f i rms  w ho act ua l ly  move  the i r  R&D cen ter  f rom th e  U. S .  to  Ch ina  
and  othe r  deve lopi n g  count r ie s  l i ke  I n dia ,  but  I  t h i nk  t here  i s  a  l i t t le  b i t  o f  
misu nde rsta nd in g  in  that  s tory .   Acco rd in g  to  the  Ce nsu s  B ure au 's  a na lys i s ,  i n  
2009 ,  that 's  t he  most  recent  ava i la b le  da t a ,  more  th an 80  per c ent  o f  
mult i nat iona l  f i rms '  s a les ,  pro du ct io n R&D  are  s t i l l  per forme d i n  the  U. S . ,  i n  U .S .  
base d mu lt i nat iona ls .   They  s t i l l  per form t he  major i ty  o f  t he i r  a ct iv i t ies  in  U . S .  
 The  one  t h in g  t hey  d o  have  es pec i a l ly  for  some b ig  mult in a t io n a l  
compan ies ,  t hey  do  open new R&D ce nter s  in  Ch in a ,  i n  In di a ,  in  o ther  deve lop in g  
count r ies ,  b ut  you  h a ve  to  th i nk  f rom the  pers pect ive  th at  for  mult i nat iona l  
f i rms,  the i r  goa l  i s  to  get  a ccess  to  new m arkets .   T hey  h ave  to - -wh en yo u go  to  
the  market ,  b eca use  Chi na 's  ma rket ,  in  ge nera l ,  for  deve lop in g  count r ie s '  
markets ,  t hey ' re  very  d i f fere nt  f rom West ern  mar kets .   You ha ve  to  s tu dy  loca l  
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customers '  need s ,  w h at  they  w ant ,  a nd the y  ha d to  some R&D t o  deve lop new 
types  o f  pro duc ts  ca t er in g  to  loca l  nee d s .  
 So  whe n the  market  i s  get t in g  b i gge r ,  i t ' s  very  nat ur a l  for  t he  R &D in  
the  market s  to  g et  b i gge r .   I  t h i nk  t hat 's  j ust  mar ket  d r ive n.   I t  doesn ' t  
necess ar i ly  mea n th a t 's  a  re pla cement ;  yo u c lose  one  R&D ce nt er  i n  the  U. S . ,  a nd  
you open an  R&D cen ter  i n  deve lop in g  cou ntr ies .   I t ' s  not  a  su b st i t ute .   For  me,  I  
th i nk  i t ' s  more  a  com plement .  T hat 's  w her e  the  mar ket  i s .  
 For  t he  p ast  two,  for  the  p ast  deca de,  the  in dus tr i a l  pro duc t ion  in  
adva nced  compa nies  only  i ncre ase d s ix  pe rcent ,  b ut  for  deve lo pi ng  coun t r ie s  as  a  
who le ,  i t  i nc rease d 1 80  perce nt .   For  Ch in a  a lo ne,  in du str i a l  pr oduct ion in  t he  
past  dec ade  in crea se d more  th an 500  perc ent .   So  t hat 's  w here  the  market  i s .   
When t he  ma rket  i s  g et t in g  b i gge r ,  t he  ma rket  s hare  for  mu lt i n at ion a l  f i rms ,  i f  
they  ge t  more  o f  t he i r  sa les  f rom overseas  markets ,  they  have  t o  s tudy  loca l  
markets .   They  have  t o  put  more  resou rces  there .   T hat 's  ju st  market  dr iven .  
 V ICE  CH AI RMAN  REI N SCH:   Okay .   T han k  you.  
 DR.  XU:   B ut  i t ' s  t r ue .   When  deve lopi ng  co unt r ies  have  to  move  up  
the  va l ue  c ha in  an d t hen i t  inc rease s  the  c ompet i t io n  p ress ure ,  but  i t ' s  j ust  to  
win  or  to  ga in  the  g lo ba l ,  i n  a n  er a  o f  g lo b a l i zat ion,  you have  t o  be  more  
compet i t ive .   You  h ave  to  do  the  bes t  a nd t ry  to  be  more  comp e t i t ive .  
 V ICE  CH AI RMAN  REI N SCH:   Okay .   T han k  you very  muc h .    
 Commiss ione r  Wesse l .  
 COMMIS SIO NER WE S S EL :   Tha nk  you  for  t h ose  answe rs .  
 I  th ink  th is  i s  a  muc h ant i c i pate d pane l .  W e've  bee n hav i ng  an  
inte rna l  d is cus s ion  i n  the  Commiss ion pro bab ly  fo r  a  yea r  or  t wo  about  some of  
these  i ss ues .   I  have  to  say  I 'm a  l i t t le  t ro ub led t ha t  our  pa ne l i s t s  seem to  be  o f  
a l l  o ne  v iew,  a nd non e  o f  us  here ,  I  be l iev e ,  are  t ech nic a l ly  t r a i ned as  
economists .   So  the  a bi l i ty  to  d is cu ss  wit h  you some of  the  mor e  tech nic a l  i s s ues  
might  be  l imite d .  I ' d  l i ke  to  have  more  ba l ance  wit h  somebo dy  on 
the  p ane l  w ho  u nde rs tan ds  more  t ha n I  m i ght .   
 I  do n' t  want  to  overs tate - - I  don ' t  t h i nk  I  c an overst ate  t he  
importa nce  o f  wha t  y ou're  ta l k i ng  abo ut .   I t  remi nd s  me many  y ears  a go  o f  t he  
deb ate  a bout  t he  CP I ,  the  co ns umer  p r ic e  in dex ,  an d was  i t  be i ng  c a lc u l ate d 
accu rate ly ,  a  ve ry  tec hn ica l  i s sue ,  as  you k now,  th at  goes  to  b as kets  o f  goods  t hat  
people  p urc has e ,  t he i r  prope ns i ty  to  b uy  as  i ncome r i ses ,  e t  ce tera .  
 But ,  u l t imate ly ,  t he  i mpact  o f  any  c ha n ge  in  CP I  f rom a  p ub l i c  p o l icy  
pers pect ive  i s  dr amat ic  on some peop le  wh o  can least  a f ford  i t .   D imin ish in g  t he  
CP I  woul d  mea n t hat  some of  our  most  im porta nt  prog rams t ha t  are  base d on  CP I ,  
Soc ia l  Se cu r i ty ,  e t  ce tera ,  leave  ma ny  peo ple  beh in d,  an d w hat  I  h ave  not  hea rd  
today  i s  the  imp l ic at i ons  o f  w hat  you 're  sa y in g  on w hat  i t  mea n s  to  U. S .  
prod uct ion a n d job s .  
 You've  t a lke d a bout  max imiz in g  at  f i rm le ve l ,  the  ret ur ns  to  c a pi ta l  
and  the  import an ce  o f  th at ,  a n d how t he  g loba l i zat ion o f  su pp ly  cha in s  may  
create  e f f i c ie nc ie s .    
 Dr .  Wei ,  I  be l ieve  i t  was ,  a nd  I  apo lo g i ze  i f  I 'm  misq uot i n g  a nyone,  
ta lk i n g  a bout  t h i s  i s  s imply  s h i f t i n g  th e  loc at ion o f  p rod uct io n b ut  not  nece ssa r i ly  
the  overa l l  U . S .  t ra de  ba lan ce ,  notwit hsta nd in g  t he  q uest ion w here  t he  va lue  i s  
prov i ded,  et  cete ra .  
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 We're  in  a  jo bs  c r i s i s  here  in  t he  U ni ted St ates ;  we ' re  i n  an  inco me 
cr i s i s .   Everyt h i ng  th at  I  have  see n f rom a n economic  per spe ct i ve  i s  t hat  t he  s ha re  
o f  ga in s  h ave  i ncre as ed to  ca pi t a l  an d hav e  gone  down for  l abo r  an d wa ges  over  
the  l ast  20  or  30  ye ar s .  
 The  d isc uss ion e ar l ie r  abo ut ,  D r .  X u,  abo u t  the  governme nta l  d ata ,  as  
I  rec a l l ,  look i n g  at  20 09  in  t he  BE A re port ,  I  t h i nk  i t  was ,  U. S .  mult in at ion a l s  
decre ased  the i r  em pl oyment  here  in  the  U .S .  over  t hat  te n -ye ar  per iod by  2 .9  
mi l l io n  a nd  i ncre ased  over seas  emp loymen t  by  2 .4 .  
 So  the  impl ica t ion s  o f  wha t  you were  ta lk i ng  abo ut  a re  not  s im ply  
about  some esoter i c  va lue  cha in s  a nd  va l u at ion .   I t  goe s  to  the  core  i ss ues  o f  
where  t he  jo bs  a re ,  where  a re  t he  wa ges  go in g  to  occ ur ,  whe r e  i s  t he  g rowth ,  
where  i s  t he  i nnova t i on?  
 An d I ' d  l i ke ,  to  t he  e xtent  you 've  t hou ght  about  i t ,  the  imp l ic at ions  
o f  what  th is  mea ns  f or  U. S .  jobs ,  U .S .  wa g es ,  look i ng  at  vector  pr i ce  a na ly s i s  on  
both  ex port  an d im port  re late d job s ,  e t  cet era .   Wha t  we ' re  ta lk in g  a bout  here  
rea l ly  goes  to  the  cor e  o f  what  our  t ra de  p o l icy  n eeds  to  be  go i ng  forwar d .   A n d I  
th i nk  i t  nee ds  a  lo t  m ore  de bate  t ha n a  o n e  pa ne l  or  one  po in t  o f  v iew.  
 Dr .  Dea n,  do  you wa n t  to  s tar t?  
 DR.  DEA N:   Ju st  to  be  c lea r ,  most  o f  us  her e  were  d isc uss in g  va l ue -
add ed me a sur es  a nd  why  they  mat ter .   So  we d i dn ' t  pre sent  dat a  on jo bs .  
 COMMIS SIO NER WE S S EL :   No ,  no ,  I  u nde rst and .   But  I 'm  say i n g,  you 
know,  we ' re  not  econ omists  he re .  
 DR.  DEA N:   R ig ht .  
 COMMIS SIO NER WE S S EL :   So  whe n somebo dy  may  look  at  th is  a nd 
say ,  we l l ,  yo u know,  the  b i l ater a l  ba lan ce  with  Ch in a  i s  oversta ted,  an d i n  t he  
heart  o f  t he  de bate s  that  yo u know we 're  hav i ng  at  a l l  leve l s ,  i nc l ud in g  a t  the  
pres ide nt i a l  leve l ,  o f  whethe r  we s hou ld  h ave  a  tou gh  or  a  mor e  l i bera l  po l icy  to  
Chi na ,  i t ' s  a  lo t  more  tha n  j ust  the  que st io n o f  w here  t he  va lue  i s  be i ng  c reate d.  
 I t ' s  a  lo t  more  th an w hethe r  i t ' s ,  I  don ' t  re member ,  th ree  perce nt ,  
e ig ht  p erce nt ,  for  iPa d,  e t  c etera .   T here 's  much more  in  t hat ,  y ou know,  t he  
prod ucts  you were  ta lk i ng  abo ut ,  ma ny  o f  them are  in d ustr ia l  t our is ts  t hat  are  
go in g  f rom cou ntry  t o  count ry  as  t hey  get  put  i nto  a  prod uct .   But  t he  u l t imate  
impact  o f  th is  i s  t hat  jobs  a re  be i ng - - in  my  opi n ion - - jobs  are  be i ng  lost  here ,  an d 
the  ret ur n  to  labo r  i s  go i ng  down,  the  ret u rn  to  c ap i ta l  i s  i ncre a s in g.   The  su p ply  
cha ins  are  he l p in g  t h e  compan ies ,  b ut  t he y ' re  not  he lp in g  t he  people .  
 There  i s  some bene f i t  for  con sumer s .   Do n 't  g et  me wron g.   I  
un ders tan d t hat .   B ut  to  be  a  cons umer ,  yo u a lso  h ave  to  p rod uc e  somethi ng .   So  
what  I 'm  t ry i ng  to  do  i s  p ut  yo ur  comment s  in  contex t  a nd ask  whethe r  you 've  
thou ght  abo ut  t he  im pl i cat ions  o f  i t?  
 DR.  DEA N:   Yes .   
 COMMIS SIO NER WE S S EL :   Tha nk  you .   Ok ay .   Good .  
 DR.  DEA N:   Ok ay .   Let  me make  three  q uick  po i nts  so  t hat  my  
co l lea gue s  a lso  h ave  a  ch ance  to  wei gh i n .  
 F i r s t  o f  a l l ,  wh at  I  f in d  rea l ly  e xc i t in g  a bou t  th i s  g lob a l  s u pp ly  c ha i n  
t rade  i s  tha t  compa ni es  get  invo lve d i n  i t  beca use  i t ' s  be t ter  for  them.   I t ' s  bet te r  
beca use  i t ’ s  more  e f f i c ie nt  fo r  p rod uc i ng  t he  p rod uct .   Th at  e f f i c iency  mea ns  U. S .  
compan ies ,  le t ' s  s ay ,  at  the  be gi nn in g  o f  t hat  c ha in ,  do  bette r .   They ' re  do in g  
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better .   T hey  g row fa ster  beca use  t hey ' re  prod uc in g  i n  a  more  e f f i c ie nt  way .   T hat  
means  i f  t hey ' re  g ro win g,  we  s hou ld  see  i ncre ased  jobs  i n  t hos e  compan ies .  
 COMMIS SIO NER WE S S EL :   But  t he  BEA dat a  says  t hat  t hey ' re  
inc reas in g  t he i r  job s  o f fsho re ,  not  he re .  
 DR.  DEA N:   Bot h.   I  d on' t  t h i nk  i t ' s  a n  e i th er/or ;  i t ' s  a  bot h/an d .   A s  
the  compa ny  here  s t r engt he ns  b eca use  i t ' s  spec ia l i z i ng  more  in  the  p art s  o f  t he  
cha in  t hat  i t  does  re a l ly  we l l ,  i t  c an  grow t hose  k i n ds  o f  jobs  an d h ave  some of  
the  othe r  jo bs - - i n  ot her  par ts  o f  t he  c ha i n  whe re  t hey ' re  not  a s  good -- be  do ne  
e lsewhe re .   So  I  do n' t  th i nk  i t ' s  sort  o f  a  win/ lose .   I t ' s  more  o f  a  wi n/wi n  i n  
terms  o f  jo bs  e l sewh ere  an d jobs  here ,  b u t  d i f fe rent  k i nds  o f  jo bs .  
 In  t he  U .S . ,  I  wou ld  s ay  f i rms  woul d  ex pa n d the  more  h ig hly  sk i l le d  
jobs  or  tech ni ca l  jobs  as  op posed  to  the  very  low -sk i l l  l abor - i nt ens ive  jobs .    
 Secon dly ,  as  Pro fesso r  Wei  po i nted o ut ,  f i r ms  are  i nvo lved  for  
surv iva l .   T here  may  be  some i nd ust r ies  i n  whic h  prod uct ion o f  the  en t i re  good 
here  wou ld  act ua l ly  mean the  f i rm i s  no  l onger  pro f i ta b le .  But  i f  i t  ca n s have  o f f  a  
few of  t he  p ieces  at  t he  en d o f  the  c ha in  t o  anothe r  cou ntry ,  th en the  rest  o f  t he  
f i rm’s  act iv i t ies  ca n t hr ive .   So  I  wo ul d  say  i t ' s  ope ni ng  u p a  ne w a l ter nat ive  for  
surv iva l  o f  f i rms  t hat  d i dn ' t  ex is t  befo re ,  both  in  o ur  co unt ry  a nd e lsew here .  
 An d th en f i na l ly  f i rm s  are  invo lve d beca us e  o f  new ma rkets .  As  
Y in gy i ng  w as  po in t i n g  out ,  a  lo t  o f  t h is  t r ade  i s  done  by  m ul t i n at ion a l  
corporat ion s .   Ther e  are  two  t h i ngs  to  not e  here :   (1 )  as  they  s ee  growt h be cau se  
they ' re  ope rat in g  i n  other  marke ts  a n d th at  exp an ds  t he i r  s a le s  ba se  as  wel l .   
They  h ave  new ma rke ts  to  se l l  i n  t hat  ag a i n  s t r en gthe ns  the  co mpany  back  at  
home in  t he  U ni ted S tates .  
 There  i s  a l so  some re searc h t hat  s u gge sts  that  growt h oversea s  
s t ren gt hen s  the  he ad qua rter s  jo bs .   A  good examp le  o f  t h is  wo ul d  be  log is t ics ,  i n  
manag in g  t he  w hole  cha in .   Most  o f  t ha t  i s  done  by  a  cou ple  o f  lea d f i rms,  us ua l ly  
at  the  be gi nn in g  o f  a  cha in .  O nce  a ga in  t ha t  br in gs  us  back  to  U. S .  f i rms  th at  a re  
o f ten at  the  be gi nn in g  o f  t he  c ha i n  lea di n g  the  log is t ica l  p la nn in g  a nd eve ryth in g  
e lse .  
 So  I 'd  say  d i f fere nt  s orts  o f  jo bs  a lso  a re  c reate d i n  co nju nct io n wit h  
that .   So  I  see  a  lo t  o f  aven ues  o f  be nef i t  f or  U. S .  em ployment  
 COMMIS SIO NER WE S S EL :   I  a po log i ze .   I  se e  my  t ime has  r un o u t .   I f  
we  have  a nothe r  ro u nd,  maybe  we can  co nt i nue  th at .  
 V ICE  CH AI RMAN  REI N SCH:   Th at ' s  f ine .   Ye s ,  I  t h ink  we ' l l  have  t ime 
for  th at .   
 Commiss ion e r  Wort z e l .  
 COMMIS SIO NER WO R TZEL :   We got  i nteres ted i n  t h is  a nd t hou g ht  i t  
would  be  very  use fu l  to  explore  bec au se  s ome of  the  ar t ic les  w e 've  rea d in  t he  
pres s  re f lect  w hat  Dr .  Wei  has  sa id .   I t  mi ght  be  40  perce nt  lower .   T he  t rade  
ba l ance  mig ht  be  40  p erce nt ,  b ut  cert a i n l y  i t  mig ht  be  lower .   But  w hen I  looked 
at  Dr .  X u 's - -you d i d  a n  MAPI  ar t ic le  on va l ue -a d ded t ra de,  you  d i dn ' t  eve n i nc l u de  
Chi na  in  th at ,  a s  I  re member .   
 An d Dr .  Dean ,  you ha ve  in  an  art ic le  yo u d id  w ith  K .C .  Fu ng an d  Zh i  
Wang  a  vert ic a l  s pec i a l i zat ion c ha rt ,  an d when I  look  a t  th at ,  6 0  perce nt  o f  t he  
vert ica l  s pec i a l i z at io n s hare s  o f  C hi na 's  m erch an dise  expor ts  g o  to  Hong  Kong ,  
and  a  l i t t le  over  50  g o  to  S i nga pore  an d a bout  50  go  to  Ta iw an .  
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 Now,  th at  doesn ' t  s ta y  in  Hon g Kon g,  S i ng a po re  or  T a iwa n,  an d what  
I  h aven 't  see n t hat  w ould  pro ba bly  c ha ng e  Dr .  We i 's  40  per cent  num ber ,  i s  w here  
that  goes  a f ter  th at .   There 's  o nly  seve n m i l l ion  peop le  i n  Hon g Kong,  thr ee  
mi l l io n  i n  S i ng apore ,  23  mi l l io n  i n  Ta iwa n.   They ' re  not  cons umi ng eve ryth in g  t hat  
they  do .   So  i t  seems  to  me that  you  rea l ly  haven 't  done  enou g h ,  an d t hat  yo ur  40  
perce nt  i s  sort  o f  a  g ross  f ig ure  tha t  mig h t  be  r ig ht .   I t  mig ht  b e  up ,  i t  m ig ht  be  
down a  l i t t le .   B ut  i f  you f i gu red  i n  wh at  t h is  ve rt ic a l  spec ia l i za t ion d i d  a nd w he re  
a l l  tha t  s t uf f  went ,  i t  would  g ive  you a  ver y  d i f fere nt  v iew  of  t r ade  ba l an ce .  
 DR.  WEI :   I  co ul d  c lar i fy .   The  v a l ue  a dde d ba l ance  d ata  inc lu des  th i s .   
So  whe n you comp ut e  the  b i later a l  ba la nc e  in  re l at ive  te rms,  w hat  you  do  i s  you 
look  at  C hi nese  d i re c t  export s  va l ue - ad de d to  U .S .  p lu s  i nd i rec t  export s  o f  va lue -
add ed to  U. S .  by  Ho n g Kon g,  Ja pa n or  othe r  cou ntr ies ,  mi n us  U . S .  d i rect  ex ports  
to  Chi na  an d in di rect  exports  to  Ch i na  t hr ough  a l l  o th er  c ha nn els .   A nd t ha t 's  how 
the  va l ue -ad de d t h i n g  i s  comput e d .   So  Ho ng Ko ng i s  pa rt  o f  t h i s  ca l cu lat ion.  
 COMMIS SIO NER WO R TZEL :   Th at  he l ps  a  lo t .   T hen my fo l low - u p  
ques t ion  to  you i s  ve ry  s imi lar  to  Commiss ioner  We sse l ' s .   Eve n  i f  you  have  more  
c lar i ty  on the  va l ue -a dde d t r ade  va l ues ,  w hat  does  t hat  do  for  manu fact ur in g  a nd  
jobs  here  in  the  U. S .?  
 DR.  WEI :   So  t hat 's  a  very  good que st ion .  L et  me complement  w hat  
Dr .  Dea n sa id .   In  ter ms  o f  imp l ica t ion s  fo r  the  U. S .  w age  p i c tu re ,  t here  a re  two  
conf l i c t in g  e f fects .   T here  i s  a  compet i t ion  e f fect ;  the re 's  a  pot ent i a l  s urv iva l  an d 
sk i l l  e f fect .   Compet i t ion  e f fect  mea ns  t he  more  jobs  get  o f fsho red a bro ad,  the  
more  i t  a l ters  the  re l at ive  wa ges  to  h i gh -s k i l le d  pa rts  o f  la bor  f orce  re l ated  to  
low -sk i l l  pa rt  o f  la bo r  force .   O n ba l ance ,  re lat ive ly  lower -s k i l l  part  o f  t he  job s  
are  more  o f f shor ab le ,  not  a lways ,  b ut  o n average .   T hat 's  the  c ase ,  a n d the refore  
the  g lob a l  prod uct ion  cha in  o r  the  i ncre as i ng  pa rt ic ip at io n o f  f i rms  f rom U .S .  a nd 
e lsewhe re  i n  g lob a l  p roduc t ion  ch a i ns  te n ds  to  re in force  t he  re lat ive  pay  to  
sk i l led  w o rkers  i n  the  count ry  re lat ive  to  u nsk i l le d  worke rs  in  t h e  count ry .   Th at ' s  
the  compet i t io n  e f fe ct .  
 There 's  a  sk i l l  e f fe ct  that  co ul d  go  i n  the  oppos i te  d i rect ion .   One  
part  o f  t he  sk i l l  e f fe c t  i s  t he  exte nt  to  w hi ch  f i rms  c an su rv ive  r e lat ive  to  
otherwi s e  be in g  ph as ed out ,  worker s  o f  a l l  sk i l l  l eve ls  co ul d  ben ef i t  f rom hav in g  
the  compa ny  s t i l l  a roun d.  
 Moreover ,  by  be i ng  p rof i ta b l e  a nd t hro ug h  o f fs hor i ng  pa rt  o f  t h ese  
th i ng s ,  t he  f i rm g ene ra l ly  becomes  b i gg er .   You do n' t  j ust  o f fs h ore  pa rt  o f  you r  
jobs  a broa d an d s t ay  where  you  are .   Yo u gene ra l ly  ex pa nd .   M ost  f i rms  do  
expa nd .  
 Ap ple  wo ul d  p roba bl y  not  be  as  lar ge  a s  i t  i s  tod ay  i f  everyt h i n g  was  
done  in  Ca l i for n i a .   When a  compa ny  ex p and s ,  i t  te nd s  to  emp loy  workers  o f  
d i f fere nt  sk i l l  leve ls  and  th at  te n d s  to  ra i se  the  w ages ,  a nd  th e  u l t imate  e f fect  o n 
wages  an d t he  d is t r i b ut io n o f  wa ges  depe n ds  on the  ba la nce  o f  these  o ppos in g  
forces .  
 In  te rms  o f  e f fect  o n employment ,  t here 's  a l so  d is s imi lar  compe t i t io n  
versus  sk i l l  e f fec ts .   I t  i s  usef u l  to  se par at e  th e  s hort - r un e f fec t  versu s  lo ng -r un 
e f fects .   In  the  shor t  ru n,  at  the  moment ,  i n  the  month fo l lowin g,  you k now,  
reorga ni z in g  your  p roduct ion an d se n di ng  certa in  s ta ge  o f  prod uct io n to  Mex ico  
or  Ch in a  or  e l sewhe r e ,  i n  the  sho rt - ru n,  o f  cour se ,  worke rs  w h o  u sed  to  do  
somethin g  don 't  have  th i s  job .  
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 In  t he  long  r un,  the  e f fect  co ul d  be  d i f fere nt  be ca use  t he  comp any  
expa nd s  a nd beca use  even i f  th is  company  doesn ' t  ex pa n d as  m uch ,  th ere  a re  
other  comp an ies  t hat  su pp ly  i np uts  to  the  g lob a l  pro duct ion ch a in s ,  t he i r  sk i l l s  
extend;  they  s tar t  to  employ  more  workers .  
 An d you mi gh t  not  ge t  the  p ic t ure  i f  one  o nly  t a lks  to  a  comp an y  
that 's  do i ng  t he  o f fs h or in g,  but  the re  a re  other  comp an ies  t he y  expa nd as  a  
resu l t  o f  someone th at ’ s  do i ng  t he  o f fs hor in g .   T herefor e ,  t he  overa l l  e f fec t  on 
employment  i n  t he  lo ng ru n,  I  t h i nk ,  i s  re l at ive ly  l i t t le  a f fec ted  by  th e  way  t h is  
prod uct ion i s  or ga ni z ed.   
 For  t he  U. S .  as  a  who le ,  we  k now the re ' s  a  t ren d i nc rease  in  
o f fsho r i ng,  b ut  t here  i s  no  act ua l  t re nd i n crease  in  u nemploym ent  r ate .   We' re  
now in  the  m id dle  o f  a  c r i s i s .   We see  t h is .   But  u nemployment  coul d  be  ve ry  
re lat ive ly  low in  t ime s  whe n of f shor in g  wa s  very  v i gorous .  
 Unemp loyment  cou ld  be  h i gh  w hen  the  rat e  o f  o f fs hor i n g  i ncre ased .   
So  tha t  s ug gests  to  me that  over  the  lo n g r un,  the  impa ct  on q u ant i ty  o f  jo bs  i s  
not  as  b i g .  
 V ICE  CH AI RMAN  REI N SCH:   Okay .   Commiss ioner  S l ane  i s  next .  
 HEAR IN G CO -C HA IR  S LANE:   Tha nk  you  ver y  much for  tak in g  t he  t ime 
to  come here .   I t ' s  be en very ,  ve ry  he lp fu l .  
 My  quest ion invo lve s  U.S .  t ra d e  po l icy ,  an d we've  ha d a  lo t  o f  
test imony  a n d doc uments  f rom economist s  who  have  s tate d t ha t  our  t ra de  de f ic i t  
i s  u ns ust a i na ble .   We  are  lo s i ng  an  e norm ous  amou nt  o f  jobs  a s  a  re su l t  o f  i t .   We 
are  con sumi n g more  tha n we a re  p rod uc i n g,  a nd  someth in g  s houl d  be  done  to  
ba l ance  our  t ra de .  
 The  foc us  has  bee n o n C hi na ,  w hi ch  i s  at  l east  on the  sur face  t he  
major i ty  o f  o ur  t ra de  def ic i t ,  a nd l i s ten in g  to  you i t ' s  o bv ious ly  a  lo t  more  
compl ic ated th an t ha t .   My  q uest ion i s  s ho ul d  we b a l ance  our  t r ade  a n d how 
would  we  go  a bout  d o ing  th at  i n  v iew o f  y our  re searc h an d f in d in gs?  
 DR.  DEA N:   You 've  a s ked a  good que st io n and  a  very  la rge  que s t ion.   
So  le t  me re ply  to  ma ybe  a  sma l l  pa rt  o f  i t .   F i r s t  o f  a l l ,  I  t h i nk  most  economists  
would  ge nera l ly  ag re e  that  the  cur ren t  ac count  o f  the  Un i te d S tates  r athe r  t ha n 
the  t r ade  ba la nce  i s  a  bet te r  s ig na l  o f  w h ether  or  not  t here 's  a  hea l t h  p robl em in  
the  economy.  
 Look ing  at  t he  c urre n t  accou nt ,  w hi ch  in c l udes  our  t ra de  in  ser v ices  
where  we 're  a  major  exporter  an d ot her  p arts  o f  i nter nat iona l  t rade ,  you have  a  
d i f fere nt  p ic t ure  th a n you wou ld  i f  you j u st  focu sed o n t he  t r a de  b a la nce .   So  I 'd  
say ,  f i r s t  o f  a l l ,  I 'd  us e  a  d i f f eren t  meas ure .   I ' d  look  at  the  cu rr ent  ac coun t .    
 I  a l so  th ink  ge ner a l ly  economists  wo ul d  a g ree  th at  whe n t he  c u rrent  
accou nt  i s  i n  def i c i t ,  i t  may  be  a  prob lem.  Not  a lw ays ,  bu t  i t  ma y  be .   I f  i t  i s ,  the  
source  o f  the  pro ble m is  macroeco nomic .   I t ' s  more  a bout  o ur  consum pt io n,  or  
rathe r  ou r  sav in gs  re l at ive  to  ou r  i ncome r e lat ive  to  our  inves t ment .  I t ' s  a  b i gge r  
p ic t ure .  
 I t ' s  not  rea l ly  a  t ra de  i ss ue;  i t ' s  more  o f  a  macroeconomic  i ss ue .   So  I  
would  th ink  we ' d  wa nt  to  look  more  a t  ou r  sav i n gs ,  as  you me n t ione d,  r athe r  t ha n 
t rade  or  t r ade  w it h  a  spec i f i c  cou ntry ,  I nst ead back  u p a nd ask  what 's  go in g  on  i n  
terms  o f  sav in gs  an d investme nt  b a l ance s  in  t he  U ni te d State s .  
 I  th ink  S ha ng -J in  ca n add  to  th at .  
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 DR.  WEI :   I ndee d,  I  w ould  say  t here  i s  no  s t rong  p resum pt io n th at  
ba l ance d t ra de  or  c ur rent  accou nt  rep rese nts  h i ghe r  leve l  o f  na t iona l  wea l th .  
There  i s  no  mecha ni c a l  re lat ions hi p  betwe en them .   I t  de pe nds .   There  are  
certa in ly  t imes  w her e  be i ng  ab le  to  r u n a  def i c i t  a l so  per ha ps  g ives  you more  
f lex i b i l i t ies .   Yo u kno w,  whe n a n ear th qu a ke  h i t s  a  co un try ,  i f  y ou don 't  ru n a  
def i c i t ,  wh ich  i s  to  te mporar i ly  borrow f ro m the  rest  o f  t he  wor ld ,  yo u h ave  to  
t ig hten  u p you r  be l t  much,  m uch  more  th a n you ot herwi se  wou l d.   So  somet imes  
def i c i t s  cou ld  be  a  he lp .   I t  de pen ds  o n t he  source s  o f  t h is .  
 My  v iew of  u nde r ly in g  ca uses  o f  bot h  C hi n ese  su rp lu s  a nd U. S .  
def i c i t s  do  have  a  lo t  to  do  wit h  two  cou nt r ies '  re spec t ive  s av in g  i nvestment  
p ic t ure s ,  a n d t r ade  p o l icy  p erh ap s  p lays  a  smal le r  ro le  th an somet imes  ass umed .   
Of  cou rse ,  some of  th e  inc rease  i n  C hi nese  sav i ngs  over  the  la st  deca de  
repre sent s  some k i nd  o f  d i s tort ions ,  not  a l l  o f  t hem re l ated to  e xcha nge  rate ,  b ut  
they  may  be  d is tort ions  nonet he les s .  
 Some of  the  in crea se  in  U . S .  def ic i t  re pres ents  d is tort io ns  a s  w el l .   I f  
U .S .  were  force d to  r un a  b a la nce d c ur ren t  accou nt  yea r  a f ter  year ,  cost  o f  ca pi ta l  
and  cost  o f  bor rowin g by  t he  U . S .  T reas ur y  wi l l  be  su bsta nt ia l l y  h i ghe r ,  a n d i t  w i l l  
t ran s la te  i nto  h ig her  cost  o f  bo rrowi ng by  f i rms,  by  house ho l ds ,  an d so  on .   
There fore ,  t hat  a l so  has  impl ica t ion s  a bout  wh at  k in d o f  a dj us tments  we wa nt  to  
have .  
 V ICE  CH AI RMAN  REI N SCH:   Com miss io ner  F ied ler .  
 COMMIS SIO NER F I EDLER:   I 'd  l i ke  to  get  le ss  theo ret ic a l  for  a  
moment .   So  t he  po l i cy ,  t ra de  po l i cy ,  by  t he  way ,  i s  sort  o f  ma de i n  a  ve ry  u g ly  
way .   T he  r hetor ic  o f  ba l ance  o f  t r ade  may  be  most  p romine nt ,  but  i t  i s  not ,  i n  my  
v iew,  a  de termi ni n g  f actor  on how t r ade  i s  made.   I f  th at  were  t he  ca se ,  i f  j ust  a  
ba l ance  d rove  th in gs ,  we  woul d  h ave  ch an ged o ur  po l i cy  v i s -a -v is  C hi na  a  lo ng  
t ime ago .  
 I  am dee ply  conce rne d a bout  t he  re l i ab i l i t y  o f  s tat i s t ics .   He re  i n  
your  ca se ,  Dr .  Dea n,  you s a i d  t hree  per ce nt  on t he - -every body  uses  the  iPad  
and/or  iPod,  a nd yo u  sa i d  t hree  perce nt ,  a nd yo u sa id  f ive .   T ha t 's  a  60  pe rcent  
d i f fere nce  jus t  r ig ht  here .  
 So  the  in p ut  q uest ion ,  we  ca nnot  get  f rom the  U .S .  gover nment ,  an d 
the  Defe nse  De partm ent ,  an d w e've  sa i d  t h is  p ub l ic ly  i n  ma ny  hear in gs ,  a nybody  
to  te l l  us  w here  t he  c omponents  o f  ou r  we apon s  systems come f rom,  muc h le ss  
the  va l ue  o f  them.   S o  that  s hoots  to  me t he  re l ia b i l i ty  q uest ion o f  va lue -a dde d 
s tat i s t ic s ,  a n d i t  see ms to  me you nee d th e  ent i r e  wor l d  to  get  on boa rd w ith  th at  
report in g  sys tem.  
 Now,  so  i f  we  have  a  dou ble  co unt in g  prob lem -- I 'm go in g  to  get  
mathemat ic a l  here - - we have  a  dou ble  cou nt i ng  pro blem,  an d w e have  a n 
ext ra po lat ion prob le m,  we look  at  i t  math emat ica l ly  a n d say  I ' m qui te  c onte nt  to  
say  the  t ra de  s tat i s t i cs  are  i nacc ura te ,  a n d le t ' s  ag ree  t hat  t he y ' re  ina ccu rate  by  
ten pe rce nt ,  20  perce nt  wit h  t h i s  cou ntry  f or  that  rea son,  an d w e d is cou nt  t hem 
from a  po l icy  po i nt  o f  v iew.  
 I  do n' t  nee d to  b ur de n the  wor l d  wit h  g iv i ng  me t h i s  costs  f ive  cents ,  
th is  costs  f ive  ce nts ,  th is  i s  v a l ue  a dde d,  t h is  i s  not ,  t h i s  i s  b la h -b lah .   I t ' s  a n  
accu rate  num ber  so  l e t ' s  look  at  t he  p rob l em,  d is ag gre gate  i t ,  and  f rom a  po l icy  
po in t  o f  v iew say ,  ok ay ,  i t ' s  w ron g by  te n perce nt .  Beca use  po l i cy  i s  e nforce d .   
You're  ta lk i ng  iPa ds .   Let ' s  t a lk  s tee l .   I  k n ow that  t he i r  im port  i s  100  pe rcen t ,  
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and  they ' re  d umpi ng  i t  i nto  th e  Un i te d St a tes .   We e nfo rce  t hat  sepa rate ly .  An d I  
got  a  s impl e  va l ue - ad ded pro pos i t ion .   
 Let ' s  t ake  someth in g  s imple r - -s hoes .   We r a ise  c at t le ,  more  ca t t le  
tha n a nybo dy  e lse .   We sen d i t  e l sew here - -we don 't  prod uce  a ny  shoe s  or  
han d ba gs .   So  we sen d a l l  t he  h i des  to  C hi na .   A nd  I  don ' t  k now where  t hey  get  
the  g lu e  or  wh ere  t h ey  get  t he  c hrome to  t reat  t he  h i des  beca u se  i t ' s  too  
dan ge ro us  in  the  Un i ted S tates  e nv i ronme nta l ly  to  dea l  w i t h  c h rome and  the  g lue  
i s  tox i c  a nd nox io us  t o  workers  a nd  k i l l s  th em,  but  they  le t  i t  h a ppe n i n  C hi na .   I  
don ' t  k now how to  ca lcu late  t hat  va l ue  i n  the  va l ue  ad ded .  
 But  i t ' s  a  pret ty  s im p le  ca lcu lat ion in  the  end .   So  some are  
compl ic ated;  some ar e  s imp le .  I  t h i nk  we 'r e  overcompl ic at i ng  t h is  pro blem a n d i t s  
impact  o n po l icy .   I  k now i t ' s  f u n  for  yo u a s  theoret ica l  eco nomists ,  b ut  I 'm  t ry in g  
to  un ders tan d w heth er  th is  i s  a n  importa n t  d i scu ss io n f rom a  p o l icy  po int  o f  
v iew.   I 'm  un pers ua d ed;  pe rs uade  me tha t  th i s  i s  a n  impor ta nt  d isc us s ion .  
 DR.  DEA N:   Ok ay .   I ' l l  take  a  s ta b at  tha t .   F i r s t  o f  a l l ,  j ust  a  po i nt  o f  
c lar i f i cat ion .  The  d i f f erent  num bers  on t h e  iPod were  f rom two  d i f fere nt  ye ars .   
That 's  w hy  t h ey  were  s l i gh t ly  d i f fere nt ,  an d the re 's  a l so  a  d i f fe rence  betwee n 
perce nta ge  o f  va lue  a dde d vers us  per cent a ge  o f  re ta i l  pr i ce .   So  there  are  a  
coup le  o f  re ason s  wh y  the  numbe rs  we re  d i f fere nt .  
 COMMIS SIO NER F I EDLER:   They  are  d i f fere nt .  
 DR.  DEA N:   E asy  t o  ex pla in .   We l l ,  wha t  I  t r ied  to  do  i n  my  test i mony  
here  wa s  to  po nde r  t wo  reasons  why  I  t h i nk  va l ue -ad de d t r ade  measure s  a re  
importa nt  for  po l icy ;  why  they  are  s i gn i f i c ant .  
 One  re ason i s  t hat  i n  my  years  i n  Wa sh in gt on(wh ich  we re  ma ny)  i t  
seemed to  me th at  t h ere  was  a  lo t  o f  misu nde rsta nd i ng  abou t  our  t ra de  re lat io ns  
with  d i f fer ent  coun tr ies  b ase d on t ra de  b a lan ce  d ata .   I  ag ree  w ith  yo u,  t he  t r ade  
ba l ance  d ata  s hou ld n ' t  b e  d r iv i n g  th in gs - -  
 COMMIS SIO NER F I EDLER:   I  don ' t  t h i nk  i t  i s .  
 DR.  DEA N:   - - but  ma n y  people  pe rce ive d t hat  t h i s  was  the  mea sure  
used  to  as sess  o ur  t r ade  po l i cy .   We m ig h t  as  wel l  get  t hat  r i g ht  i f  peo ple  are  
go in g  to  pay  a t tent io n to  i t .   I  t h i nk  i t ' s  im porta nt  t hat  we  have  those  numbe rs  
r ig ht .  
 You're  corre ct  t hat  y ou nee d t he  wor l d  to  get  on boa rd w ith  th is .   
That 's  w hy  th e  new methodo logy  w ith  va l ue -a d ded t r ie s  to  u se  the  i n put -out pu t  
data  f rom many ,  man y  count r ies - - l i nk i n g  t hese  data  toget her  w ith  t ra de  d ata  
across  t he  g lo be.   Th at 's  one  o f  t he  bene f i t s  o f  t h is  new met hodo logy .  
 Yes ,  i t  ha s  i ssue s .  
 COMMIS SIO NER F I EDLER:   I t  ha s  re l ia b i l i ty  que st io ns ,  an d eac h and  
every  coun try  k nock i ng  i t  o f f  "X"  perce nt ,  an d th en pret ty  soon i t ' s  e xpone nt ia l .  
 DR.  DEA N:   Wel l ,  I  t h i nk  ou r  methodo logy  i s  act ua l ly  s imple r  t ha n i t  
may  ap pear ,  a nd in  t h at  se nse ,  i t  may  avo id  some of  t he  i ss ues  that  yo u r a ise .   So  
I  th ink  s im pl ic i ty  ha s  some benef i t  here .   I  agree  w it h  you on  th at .  
 So  the  secon d po int  I  was  t ry in g  to  make  e ar l ier  i s  t hat  I  t h i nk  we 
need to  u nde rsta nd  b etter  how o ur  prod uc t ion i s  ac tua l ly  in terc onnecte d wi th  
many  n at ion s '  pro du c t ion.   S in ce  i t  i s ,  an d s inc e  i t ' s  o f ten seq ue nt ia l ly  done  v ia  
many  cou ntr ies  t ak i n g  ro le s  i n  a  su pp ly  c h a in ,  t h is  rea l ly  does  a rg ue  for  
fac i l i t at i ng  more  ope n t r ade  so  th at  th is  p roduc t ion  ca n be  don e  ef f i c ie nt ly  a n d 
not  p rodu ce  co l late ra l  d amage - -  
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 COMMIS SIO NER F I EDLER:   I  actu a l ly  th in k  everybody  un der sta n ds  
that  t he  wor ld  i s  compl i cate d now an d s t uf f  i s  pro duc ed everyw here .   Even  the  
average  pe rson u nde rsta nd s  th at  i nt u i t ive ly  now.   So  I  do n' t  kn ow that  f rom a  
po l icy  po i nt  o f  v iew t hat  any body  mis u nde rsta nd s  i t .  
 DR.  DEA N:   Wel l ,  per hap s  you 're  r i ght ,  b u t  I  t h i nk  t here  i s  s t i l l  a  lo t  
o f  room to  open g lob a l  marke ts ,  an d t h is  i s  one  way  for  us  to  h e lp  peop le  see  w hy  
i t ' s  impor ta nt .  
 COMMIS SIO NER F I EDLER:   I s  the re  a  pro bl em between t he  U ni t ed 
States  an d C h ina  i n  t he  ope nne ss  o f  ma rk ets?  
 DR.  DEA N:   In  some g oods ,  yes .  
 COMMIS SIO NER F I EDLER:   Th at  we  t h i nk  i s  dr iven by  a  s tat i s t i c a l  
prob lem he re  i n  how we s tate  t ra de  b a la nc es?  
 DR.  DEA N:   Poss ib ly .  
 COMMIS SIO NER F I EDL ER:   G ive  me a n ex a mple .  
 DR.  DEA N:   Let  me t h i nk  a bout  i t  w hi le  I  t u rn  over  t he  mic rop hone.  
 DR.  WEI :   I f  I  coul d  j u st  ad d,  the re  are  cert a in ly  po l icy  d i scu ss io ns  
that  are  s t ron gly  mot ivated by  t he  k in d o f  a  t ra de  ba l an ce  one  r eads  in  the  dat a .   
There  we r e  d isc uss io ns  a bout ,  for  examp l e ,  acros s  t he  boa rd i ncre as i ng  tar i f f s ,  
d i sc us s ion s  a bout  e xc han ge  rates .   Lots  o f  d isc us s ion s  a re  cert a i n ly  co lo red by  
one 's  in ter preta t ion  o f  t ra de  b a l ance  an d others .  
 So  the re  i s  cert a i n ly  a  conc rete  a rea  in  w h ich  we hea r ,  you  kno w,  
rea l  o f f i c ia l s  t a lk in g  about  rea l  po l ic ies  in  that  context ,  pote nt i a l ly  t he  qu a l i ty  o f  
the  po l icy  o pt io n d isc uss ion co ul d  be  he lp ed by  improve d u n de rsta nd in g  a bout  
the  t r ue  t ra de  p ic t ur es .  
 On t he  po int  abo ut ,  d ata  re l i ab i l i t ies ,  t her e  i s  more ,  I  t h i nk ,  
consen su s  a nd ag ree ment  on,  w ays  to  est i mate  the  va lue  ad de d  an d wh at  t hose  
measure s  are  re l at ive  to  o f f i c ia l  d ata .  
 The  iP hone/ iPod  wer e  ment ione d a s  exam ples  bec ause  the se  a r e  
tan gi b le  pro duct s  on e  can ho l d  i n  you r  h a nd an d one  ca n ima gi ne  th is .   B ut  t he  
actu a l  es t imate ,  the  s tate -o f -a rt  o f  a  wor k  in  th is  f ie l d  goes  be yond ca se  s t ud ies ,  
goes  beyo nd care fu l  s tu dy  o f  p rod ucts .  
 COMMIS SIO NER F I EDLER:   Yea h.  
 DR.  WEI :   One  ha s  to  take  a dvant age  s im ul taneou s ly  o f  i np ut/outp ut  
tabl es  a nd  t ra de  dat a ,  a s  we l l  as  i n put/ou t put  tab les  o f  o the r  c ountr ies  to  get  at  
th is ,  a nd  the refore  t he  est imates  are  a cro ss  the  boa rd,  by  sect or ,  by  co unt r ie s ,  
not  j ust  in d iv i d ua l  pr oduct  leve l ,  a nd a lso  takes  i nto  a ccou nt  i n d i re ct  so urces  o f  
t rad in g  va lue  ad de d.   There fore ,  t he  met h odo logy  i s  not  per fec t  beca use  dat a ,  
necess ary  data  co l l ec t ion i s  not  pe r fect  ye t ,  an d t here  are ,  s ug g est ions  a bout  
improvement  in  tha t  area  as  wel l .  
 But  w i th  the  c ur ren t  data ,  we  a l rea dy  hav e  a  muc h be tter  
un ders tan d in g  a bout  what  t he  t rue  p ic tu r e  looks  l ike  re late d to  what  o f f i c ia l  d ata  
sug gest s .   So  w hat  I ’ m say in g  i s  t h is  i s  no t  a  ho pe les s  a rea .  
 COMMIS SIO NER F I EDLER:   Th ank  yo u.   I 'm  sorry .  
 DR.  XU:   C an  I?  
 V ICE  CH AI RMAN  REI N SCH:   Dr .  Xu,  br ie f ly .  
 DR.  XU:   I  a gree  w ith  Professor  Dea n a n d Pro fessor  We i .   I t ' s  t ru e  
that  I  a gree  w it h  you that  eve n for  s tat i s t i cs ,  somet imes  we hav e  to  make  lo ts  o f  
assum pt io ns  to  do  th is  a na lys i s .   But  we  h ave  to  s tar t  f rom so mewhere .   F ive  o r ,  
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even f ive ,  even t hre e  or  fou r  year s  a go ,  w e  coul dn ' t  do  th is  ty p e  o f  v a l ue - ad ded 
ana lys i s  be cau se  we don 't  h ave  th is  int er nat io na l  i np ut/out p u t  tab le  t hat 's  
actu a l ly  compi led  by  WTO,  by  O ECD.   
 So  we have ,  te n  year s  ago ,  i n  the  '90s ,  we  have  t h is  type  o f  ca s e  
s tu dy  for  g lo ba l  p rod uct io n s har in g .   At  th e  t ime,  i t  was  T -s h i r t s ,  a nd i t  wa s  toys .   
We ha d ca se  s t ud ies  at  th at  t ime,  b ut  we  d i dn ' t  r ea l ly  h ave  a  s ystemat ic  or  
comprehe ns ive  p ic tu r e  on wh at ' s  go i n g  on in  g lo ba l  pro du ct ion  sha r i ng .  
 So  now wit h  t h i s  i nte rnat ion a l  in put/o utp ut  ta ble ,  we  ca n co nn ect  a l l  
the  t r ade  da ta  wi t h  i np ut/out put  ta bles  s o  we can have  a  more  complete  p ic t ure  
o f  what 's  go i ng  o n fo r  eac h i nd ust ry  now,  not  j ust  some prod uc ts .   We do  h ave  to  
make  some ass umpt i ons  i n  a na lys i s ,  but   un fortu nate ly  I  do n' t  th i nk  t he  
resear che rs  have  co me up w ith  more  acc urat e  way  to  meas ur e  i t .  
 There  are  tec h nic a l  c ha l len ges  to  rea l ly  m easu re  th e  va l ue  a d d ed 
ana lys i s  100  pe rcent  accu rate ly .   T hat 's  very  u nfort un ate ,  b ut  i n  the  i dea l  wor l d ,  
you can  ask  f i rms  to  report  w hat  i np uts  t h ey  get ,  w here  t hey  ge t  in pu ts ,  w hat 's  
the i r  va l ue  a d ded,  b u t  in  rea l i ty  t hat 's  not  very  pr act i ca l .  
 COMMIS SIO NER F I EDLER:   Th at ' s  my  po i nt .  
 DR.  XU:   So - -  
 V ICE  CH AI RMAN  REI N SCH:   Yes ,  tha nk  yo u.  
 Commiss ione r  B l ume nth a l .  
 COMMIS SIO NER BLU MENTH AL:   T han k  you a l l  very  m uch .   Fas c inat i ng  
test imony,  an d l ike  C ommiss ioner  We sse l  sa i d ,  someth i ng  we 'v e  been  d isc uss in g  
inte rna l ly  for  some t i me.  
 I  th ink  a l l  o f  us  have  s imi l ar  que st io ns  i n  t erms  o f  tak in g  i t  as  t rue  
that  t he  U . S .  remai ns  at  the  top o f  the  pro duct ion ch a i n ,  le t ' s  s ay ,  i n  iPod s .   
That 's  w hat  p eop le  s eem to  have  s t ud ied .   I  don ' t  know i f  t her e  have  been s tu die s  
in  ot her ,  b iomedic a l  o r  o ther  h i gh -tec h a r eas ,  but  I  t h i nk  we 're  a l l  s t i l l  t ry i ng  to  
f ig ure  out  how th is  d oes  or  does n' t  re l ate  to  the  con t i nue d s lu g g is h  growth  i n  the  
U.S .  a n d u nemp loyme nt  i n  t he  U .S .  
 I  mean i s  i t - -obv io us l y  I 'm  f ar  f rom an  eco nomist ,  bu t  i t ' s  ve ry  
d i f f i c u l t  to  take  thos e  job los ses  in  const r uct io n a nd move  ever yone  in to  the  
tabl et  b us ine ss .   Th at  must  b e  p art  o f  i t .   I  th i nk  t here  i s  any  po l i t i ca l  lea der  on 
any  s ide  o f  the  sp ect rum wou ld  s ay ,  we l l ,  the  U .S .  h as  to  be  more  i nnovat ive  a nd 
so  on a nd so  fort h.  
 But  w hat  o ne  ca n co n c lu de  f rom what  yo u' re  say in g  i s  th at  mor e  
in novat ive  t h i s  a nd m ore  pro duc t iv i ty  does n' t  nece ssa r i ly  lea d t o  job  g a i ns .  I  
mean th at 's  not  wha t  you 're  say in g,  but  th at 's  wha t  we ' re  see in g,  I  s up pose .   A nd ,  
aga in ,  I 'm  t ry in g  to  t ake  a nother  s ta b at  t hat  beca use  we 're  s t i l l  a t  a n  e f fect ive  
rate  o f  15  perce nt  un employment  or  some thi ng  l ike  th at  even  t houg h we 're  at  t he  
top on t ab lets .  
 An d th e  conver se ,  I  g uess ,  i f  I 'm  us in g  t ha t  word cor rect ly ,  i s  w hen 
Chi na  goes  h i ghe r  u p on the  su pp ly  c ha i n  e ventua l ly ,  are  they  g o ing  to  s ta rt  to  
see  h ig her  pro duct iv i ty  mean lower  emplo yment?   I s  Ch in a  go in g  to  s ta rt  to  face  
some of  the  s ame i ss ues  a s  th ey  have  to  s h i f t  h uge  amou nt  o f  workers  f rom low 
sk i l led  to  ta blet  mak i ng  or  wha tever  e l se  i t  mig ht  be?   
 I  mean i t ' s  great  th at  we 're  pro duc t ive  a n d so  on ,  b ut  w hy  i s n ' t  i t  
t ran s la t i ng?   W hy  i s  i t  seemin gly  t ra ns lat i ng  into  s t i l l  s l ug g is h  growth  an d s t i l l  
s lu gg is h  emp lo yment  and  a l l  t he  re st  o f  i t ,  and  wi l l  we  s ee  the  s ame in  Ch in a?  
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 DR.  DEA N:   Let  me a t  least  t ry  a nd  s ta rt  to  answe r  your  q uest ion .   I  
th i nk  per hap s  a  d i f fe rent  w ay  o f  as k i ng  t h e  que st io n th at  mi ght  she d a  b i t  more  
l ig ht  i s  to  ask :  i f  t her e  ha d bee n no  g lo ba l  prod uct ion c ha in  typ e  prod uct ion pr ior  
to  the  f in anc ia l  c r i s i s ,  woul d  we be  be tter  o f f  o r  worse  o f f?  
 I  woul d  s ay  you don 't  want  to  at t r ib ute  t h e  job  los s  t hat  we  ar e  
cur rent ly  de a l in g  wit h ,  w hic h  i s  a  ves t i ge  o f  the  2008 -2009  eno rmous  g loba l  
shock ,  to  t he  pres enc e  or  ab sence  o f  g lob a l  su p ply  c ha in s .   In  my  v iew,  the  
f lex i b i l i ty  i nt rod uce d  an d th e  e f f i c iency  in t rodu ced by  g lob a l  su pp ly  ch a i n  
prod uct ion prob ab ly  means  t hat  we  have  l ess  job  loss  now t ha n  we woul d  h ave  
otherwi se  h ad ,  g iven the  same c r i s i s .  
 I  th ink  th at  you we re  ask i ng  abo ut  w hethe r  or  not  mov i ng  u p th e  
va lue  cha in  somehow  prod uce s  les s  jo bs .   I  do n' t  th ink  so .    
 COMMIS SIO NER BLU MENTH AL:   F rom a  co mmon sense  pers pect ive ,  I  
mean the  job losse s  even wit h  t h is  shock ,  as  f ar  a s  I  u nde rsta n d th em,  you k now,  
and  the  fa i l ure  to  see k  new jo bs ,  i s  i t  wou l d  re qu ire  mov i ng  a  lo t  o f  peo ple  f rom 
one  sector  an d one  i nd ust ry  i nto  someth i ng  comp lete ly  d i f fe re nt  t hat  has  to  do  
with  t he  new g lob a l  s up ply  c ha in s  a nd so  on.  
 An d so  I 'm j ust  say i n g  th at  we  have n 't  see med to  be  ab le  to  do  that  
at  eno ug h o f  a  sca le  to  take  a dvan tage  o f  these  prod uct iv i ty  ga ins  we 're  see i n g  
f rom be i n g  at  t he  to p  o f  the  su pp ly  c ha i n .  
 DR.  DEA N:   Ok ay .   I  t h i nk  I  u nde rsta n d your  que st ion .   I  t h i nk  actu a l ly  
the  p rese nce  o f  th is  k in d o f  prod uct ion te nds  to  a l lev ia te  th e  p roblem you 're  
ta lk i n g  a bout  rat her  t han  make  i t  worse .   I n  the  p ast ,  w hen  you had  to  p rod uce  
the  en t i re  p rod uct  i n  the  same locat ion,  i t  would  be  more  l ike ly  that  in  o rde r  to  
reemploy  people ,  you  would  nee d to  s h i f t  the m to  a  tota l ly  d i f f erent  in du stry  or  
tota l ly  d i f fe rent  set  o f  sk i l l s .  
 Now,  th at 's  not  nece ssar i ly  t he  c ase .   The re  are  o ppor tu ni t ies  for  
f i rms  to  move  peo ple  that  may  have  lost  a  job  f rom say  a  me di um sk i l l  ac t iv i ty  i n  
In du stry  X  to  a  medi u m sk i l l  ac t iv i t y  in  In d ustry  Y .   Yo u ca n t ake  the  s ame set  o f  
sk i l l s  a n d move  them  to  anot her  in du stry .   They  do n' t  h ave  to  r etoo l .   Or  you c an 
take  peo ple  an d t r a i n  them wit h i n  t he  sam e in du stry  to  work  at  a  s l ig ht ly  h ig her  
sk i l l  ta sk .  
 So  the re ' s  more  f le x i b i l i ty  beca u se  t he  t as ks  i n  the  ch a i n  ca n b e  done  
e i the r  he re  or  abro ad .   You don 't  have  s uc h a n ext reme c ha n ge.   People  c an 
actu a l ly  sh i f t  w i t h i n  a  sector  o r  wi t h i n  a n  in dus try  to  a  d i f fe ren t  task .  
 COMMIS SIO NER BLU MENTH AL:   I s  p art  o f  the  p rob lem in  the  U. S . ,  i s  
i t - - I  mea n we 're  a l l  l ook ing  at  t he  iPod ,  a nd yo u a l l  nod ded yo ur  hea ds  w hen I 'm 
say i ng  we 've  looke d at  o ther ,  you 've  look ed at  o t her  h i g h -va lu e  prod uct s ,  a n d so  
on.   I s  par t  o f  t he  p r oblem j ust  t hat  i t ' s  n ot  sca le d e nou gh?   In  other  wor ds ,  we  
don 't  h ave  eno u g h i n novat ive  in du str ies  t hat  wou l d  be  ab le  to  absor b labo r?  
 I  mean do  we need to  create ,  you k now,  25 ,000  new b reakt hro u gh 
tabl ets  or  b iomed ica l  o r  whateve r  i t  i s?   I s  that  pa rt  o f  t he  une mployment  
prob lem he re?  
 DR.  WEI :   I  mea n one  way  to  re f lect  on  th is  que st io n i s  to  th ink  about  
the  exam ple  o f  anot h er  h ig h - income co unt ry ,  so  Ge rmany .   I n  s p i te  o f  the  fac t  
that  Germa ny,  you k n ow,  Euro pe  i s  i n  t he  midst  o f  terr ib le  f i na nc i a l  c r i s i s ,  most  
numbe rs ,  i nc l ud in g  u nemployment  n umbe rs ,  fo r  Germa ny  look  not  th at  f ar  f rom 
pre- cr i s i s  pe r iod .   So  Germany  i s  do i ng  we l l ,  a nd  a l so  i n  th is  g lo ba l  pro du ct io n 
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cha in  pat te rn ,  Ge rmany,  l i ke  t he  U .S . ,  spe c ia l i zes  i n  t he  up per  end o f  the  
prod uct ion c ha in ,  be cause  I  t h i nk  ot her  p o l ic ie s  are  go i n g  i n  t he  r ig ht  d i re ct io n.   
 Germany  ha d very  v i g orous  re forms i n  t he  1990s .   You k now,  
Germany  actu a l ly  be n ef i t s  su bst ant ia l ly  f ro m the  fa ct  t hat  i t ' s  p art  o f  t he  to p o f  
the  p rod uct ion c ha in .   Most  th in gs  t hat ,  you know,  Easte rn  Eu ropea n cou ntr ies  
and  C hi na  ex ports  o f t en h ave  to  u se  eq ui p ment  import ed f rom hi gh - i ncome 
count ry ,  r ig ht ,  so  j us t  in  th is  re spe ct ,  t h is  ha ppe ned  to  be  t he  case ,  G ermany  i s  
bet ter  tak i n g  a dvant a ge  o f  t h is  th an some other  co unt r ies .  
 But  i t ' s  very  d i f f i cu l t  for  U. S .  to  get  a l l  t he  jobs  c ur ren t ly  i n  C h i na  
back  to  U. S .   We do n' t  rea l ly  wa nt  t hose  jo bs .   The se  a re  low - pa y in g  job s ,  but  i t ' s  
ent i re ly  co nce iva bl e  whatever  Germa ny  i s  do in g  a n d do in g  wel l ,  there 's  no  
fu ndame nta l  re ason why  Amer ica ns  c an no t  do  the  same t h i ng  or  do  a s  wel l  o r  
even bett er .   So  t hat ' s  sort  o f  a  more  compar ab le  exam ple ,  b ut  Germany  i s  an  
example  o f  a  co unt ry  that  in d icates  th at  mov ing  up t he  s ca le  doesn ' t  imply  loss  o f  
jobs .  
 V ICE  CH AI RMAN  REI N SCH:   Okay .   T han k  you.  
 Commiss ione r  S hea .  
 CHA IRMA N SHE A:   T h ank  you  a l l  fo r  be in g  here .   Ve ry  i ntere st i n g  
test imony.    
 My  quest ion s  are  ba s ica l ly  go in g  to  be  fo l l ow -up s  to  q uest ions  that  
have  a l rea dy  been as ked,  but  I  rea d a l l  t hr ee  o f  your  te st imon ie s ,  a nd I 've  
l i s te ne d to  you a l l  today ,  an d as  note d be f ore  by  Commiss ione r  Wesse l ,  i t  so un ds  
l ike  you  a l l  a gree  w it h  eac h othe r ,  an d I  j u st  wan t  to  make  s ure  I 'm not  mak i ng  an 
assum pt io n.  
 I s  t here  anyt h i ng  o n whic h  you d i sa gree?   I  mean I  a ss ume you' ve  a l l  
hear d  ea ch ot her  spe ak  today ,  a nd may be  you've  re ad e ach  oth er 's  test imon ies .   
Are  t here  any  d i f fe re nces  among t he  t hree  o f  you on any  o f  the se  i ss ues?  
 DR.  WEI :   Maybe ,  I  m ean ce rta in ly  we  h av e - - I  th ink  b road ly  p robab ly  
we  do  a gree .   I n  te rms  o f  d isc rep anc ies  be tween u s - -  
 CHA IRMA N SHE A:   I 'm  just  t ry i n g  to  ge t - -  
 DR.  WEI :   Bu t  the re  may  be  d i f fere nces  in  t erms  o f  est imat io n o f  how 
one  get s  at  t hose  nu mbers .   I ,  you k now,  there  are  s tu dies .   W e ment ione d 
iPods/ iPho nes .   My  p ersona l  b ia s  i s  th at  t here 's  a  l im itat ion to  case  s t u dies  an d 
look in g  at  pro duc ts  a nd so  on.   
 Not  only  i s  i t  d i f f i cu l t  to  gen era l i ze ,  b u t  j ust  a s  im porta nt ,  eve n i f  
you look  at  iPhone/ iPad t h i ng s ,  i t ' s  d i f fere nt - -whe n a n i n put  i s  boug ht  f rom a  
fore i gn  su pp l ie r ,  t he  fore i gn  su pp l ie r  cou l d  u se  va l ue  a d ded f ro m your  cou ntry .   
The  conve rse  i s  a l so  t rue .   Whe n I  b uy  som ethi ng ,  as  a  f i rm,  i f  I  buy  somet hi ng  
f rom loca l  p rod ucers ,  i t ' s  a l so  pos s i b le  t ha t  loca l  p rodu cers  use d some of  t he  
importe d i np uts .   So  one  nee ds  a  muc h sys temat ic  way  to  do  t h i s .  
 CHA IRMA N SHE A:   Ok ay .  
 DR.  WEI :   I np ut/out p ut  k i n d o f  t h i ng s  a l lo w one  to  do  t h i s .   T h at 's  a  
d i f fere nce  in  met hod o log ies .  
 CHA IRMA N SHE A:   Ok ay .   So  the  reaso n wh y  say  the  Un i te d St at es  
governmen t  h as  not  adopte d t he  va lue -a d ded ap proac h,  w hat  i s  the  reaso n why  
the  U ni te d States  gov ernment  ha s  not  ado pted the  va l ue -a d ded  ap proac h?   An d i n  
your  conve rs at ions  w ith  ot her  e conomists  who  may  d isa gree  w i th  you,  wha t  do  
they  say  i s  t he  so urc e  o f  d isa greemen t?   
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 Or  maybe  nobo dy  d is agree s  wit h  you .   B ut  I  as sume you have  
inte ract ions  w it h  oth er  economist s  on t he se  i ss ues ,  a nd do  t he y  ra is e - - I 'm ask in g  
you to  po i nt  ou t  the  prob lems wit h  you r  a na ly s i s .   I  may  be  p ut t in g  you in  an  
uncomfort ab le  s i tu at ion,  un fa i r - -  
 DR.  WEI :   No ,  no .   I  c an  s t art  w i t h  my  per c ept io n a bout  w here  i s  the  
consen su s - -  
 CHA IRMA N SHE A:   S u re .  
 DR.  WEI :   - -whe re  i s  t he  d isa greeme nt .  
 CHA IRMA N SHE A:   R ig ht .  
 DR.  WEI :   I  t h i nk  t her e  i s  a  v i r t ua l  con sens us  on the  short comin gs  
assoc i ated w it h  o f f i c i a l  t r ade  s tat i s t ics  for  the  ques t ion s  we 've  ta lke d a bout .   
There 's  a  v i r t ua l  con s ensu s  on t he  need  to  get  at  the  v a l ue - ad d ed t r ade  for  a  
broa d ra n ge  o f  que st i ons .  
 There 's  less  ag reement  on t he  most  cos t -e f fect ive  way  a nd  whe re  to  
look  for  t he  way  to  i mprove  ex is t in g  data  so  that  th at  wi l l  fac i l i tate  comp uta t ion 
o f  t ra de  i n  va lue -a dd ed.   A nd t here  are  se vera l  par a l le l  cu l tu re s  r i gh t  now be i ng  
pu rsue d by  WTO,  Wo r ld  Ba nk  a nd  OECD an d othe r  org an iz at io ns .  
 But  I  th i nk  th ere 's  a  broa d a greement  th a t  that 's  the  d i rect ion we 
want  to  go  to .   Nat io na l  s tat i s t ica l  a genc i es  for  very  good reas ons  ge ner a l ly  wa nt  
to  look  care fu l ly  a bo ut ,  you  know,  can  you af for d  a dd i t io na l  c han ge,  wha t  nee ds  
to  be  do ne,  an d so  o n.   But  I  t h i nk  in  ter ms  o f  the  broa d d i re c t ion,  t her e 's  les s  
agreeme nt ,  less  d i sa g reement .  
 An d so  f ar ,  the re  ar e  severa l  age nc ies ,  as  wel l  a s  ac ademi cs ,  t h at  are  
work in g  toge the r  to  t ry  to  id ent i fy  re lat ive ly  cost -e f fect ive  way s  an d to  look  for  
inte rna t ion a l  cooper at ion so  th at  n at io na l  ag enc ies  by  a dd in g  smal l  num ber  o f  
add i t iona l  i tems i n  th e i r  data  co l le ct io n a g enc ie s  ca n f ac i l i t ate  more  accu rate  
computat ion o f  va l ue  ad ded .   I  th in k  the re 's  more  a greeme nt  t h an d is ag reement  
in  t h i s  top ic .  
 CHA IRMA N SHE A:   Ok ay .   May be  I 'm go in g  to  ventu re  i nto  ter r i t ory  
that 's  go i ng  to  get  m e into  t rou ble  beca us e  I 'm not  a n  economi st  by  any  s t retc h  
o f  the  imag in at ion .   But  we  t a lke d a bout  numbe rs  be i ng  impor tant ,  s tat i s t ics  
be i ng  import ant .   As  a  vetera n o f  a  po l i t i c a l  cam pai g n,  s t at i s t ic s  are  use d i n  
po l i t i ca l  cam pai g ns ,  and  s im ple  s tat i s t i cs  are  u sed to  make  po l i cy  or  as  t he  bas is  
for  mak i ng  po l icy .  
 Th is  not io n t hat  t ra d e  def ic i t s  do n' t  matt er ,  i t ' s  my  un der sta n di ng  
one  import an t  s tat i s t ic  th at  we  commonly  throw a rou nd an d ta l k  abou t  i s  the  
Gross  Domest ic  Prod uct ,  GDP,  a nd,  as  I  un derst an d i t ,  one  ap pr oach or  t he  
pre domina nt  ap proac h o f  meas ur in g  GDP i s  the  sum of  co ns umpt io n,  i nvestmen t ,  
governmen t  s pen di ng  an d ne t  expo rts ,  w hi ch  s ug gest s  th at  t rad e  def ic i t s  do  
matter  i f  GDP i s  be in g  ca lcu late d us i n g  th e  not ion  o f  ne t  expo r ts .   
 I  was  wo nde r i ng  i f  yo u cou ld  res pon d to  th at?  
 DR.  DEA N:   Sur e .   Act ua l ly ,  t hat 's  pro ba bly  a  sho rtcomin g o f  mo st  o f  
our  text books  t hat  w r i te  i t  t hat  way  as  we l l .   Typ ica l ly ,  the  GDP ca lc u l at io n,  t he  
net  ex port  d i f fere nce  shou ld  be  t he  c ur ren t  accou nt .   I n  o t her  words ,  i t  s hou ld  
inc lu de  ex ports  o f  go ods  a nd serv i ces ,  imp orts  o f  goods  a n d ser v ices ,  as  wel l  a s  
gra nts  an d t ran sfe rs .   These  are  t he  compo ne nt s  o f  t he  c urre nt  accou nt .   Th at ' s  
what 's  normal ly  p ut  i n  the re .  
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 However ,  t r ade  ba la n ce  l i te ra l ly  i s  j ust  the  exports  an d imports  o f  
goods .   So  i t  mis ses  o ut  a  w ho le  bu nc h o f  i mportan t  t r ade ,  espe c ia l ly  for  the  
Uni te d State s  th at  ha s  a lway s  bee n s t ron g i n  se rv ice s  t r ade .  
 CHA IRMA N SHE A:   So  when we ta lk  abo ut  GDP,  when  the  U. S .  
Departme nt  o f  Commerce  re lease s  GDP s ta t i s t i cs ,  I  a ssume,  are  they  ta lk i ng  abo ut  
just  the  broa der  cu rr ent  ac coun t?   I s  the  c a lc u lat ion us in g  t he  broa der  f i gu re  as  
oppose d to  the  n a rro wer  f i g ure?  
 DR.  DEA N:   Yes .   In  o t her  wor ds ,  i n  the  GD P ca lc u la t ion ,  ex port s  
would  i nc l ude  export s  o f  good s  a nd serv i c es ,  for  e xamp le .   I n  t he  t r ade  ba la nce  
data ,  serv ices  are  om it ted .   Ye s .    
 CHA IRMA N SHE A:   Ok ay .  
 DR.  DEA N:   Yes .  
 DR.  WEI :   A lso ,  i n  te r ms  o f  e f fec t  o f  net  t r ade  on  GDP,  one  ha s  to  
make  a  d is t inct ion be tween ef fect  o n dem and  vers us  e f fect  o n sup ply .   W hy  t he  
def i n i t ion  o f  GDP i nc l udes  t ra de  ba lan ce .   In  t he  Key nes i an  way  o f  th ink in g  a bout  
the  wor l d ,  o ne  t h i nks  cut t in g  dow n t r ade  d ef ic i t  wou ld  promote  deman d fo r  GDP.   
To  the  exte nt  t he  eco nomy i s  con str a i ned by  dema nd ,  t h is  coul d  be  he lp fu l ,  but  
over  lon g  r un,  GDP g r owth i s  a lmost  a lway s  dr iven by  prod uct iv i t ies .   
 In  t hat  sen se ,  t he  t ra de  b a la nce ,  ch an ge  i n  t r ade  ba la nce  wou l d  not  
d i re ct ly ,  woul d  not  a f fect  t he  lo ng -r un GDP growth so  th is  d is t i nct io n i s  
importa nt  to  bear  i n  mind .  
 V ICE  CH AI RMAN  REI N SCH:   Th ank  yo u.  
 Commiss ione r  Ba rtho lomew.  
 COMMIS SIO NER BART HOLOMEW:   T han ks  v ery  much ,  a nd  th ank  you 
to  a l l  o f  our  wit nesse s .   I  a l so  wa nt  to  t ha nk  you for  you r  p at ie nce  a nd  good 
humor  w ith  t he  que st ions  t hat  we  are  ask i ng .   I  s uspe ct  you we re  aske d to  
add ress  a  f a i r ly  nar ro w set  o f  ques t ion s ,  a nd we o bv iou s ly  have  some broa der  
i ss ues  on  our  mi n ds .   So  the  fa ul t  i n  terms  o f  pre pa rat ion l ies  w i th  us ,  not  w ith  
any  o f  yo u.  
 Dr .  Dea n,  in  pa rt ic u l a r ,  b ut  for  a ny  o f  you ,  you ta l k  a bout  o pen ness  
in  ma rkets ,  an d I  th i n k  what  I 'm  t ry i ng  to  u nde rsta nd  i s  w hat  woul d  be  compel l i ng  
in  a  s h i f t  to  th is  va lu e -ad de d a na ly s i s  th at  would  ar gu e  for  Ch in a  to  open  i t s  
markets  beca use  i t s  markets  a re  s ig n i f i c a nt ly  more  c losed  th a n our  markets  are?   
So  how wou ld  t ha t  p l ay  out?   I f  t here  i s  a  sh i f t ,  how does  th at  arg ue  to  C hi na  tha t  
i t  s houl d  be  ope ni ng  i t s  marke ts?  
 DR.  DEA N:   T hat 's  a  g ood que st io n a nd o n e,  one  t hat  I  have  no t  
thou ght  abo ut  ex pl ic i t ly .   In  Ch in ese  proce ss i ng  t ra de  (a s  t he  C hi nese  c a l l  i t ) ,  as  
Professor  We i  po inte d out ,  impor ts  used  i n  g loba l  s up ply  ch a i n  prod uct ion in  
Chi na  are  actu a l ly  d u ty  f ree .   So  Ch in a  h as  an  ince nt ive  on t he  i mport  s i de  c lear ly  
to  keep t he  f low of  i mports  comi ng in  so  that  t hey  c an be  use d to  p rod uce  f in a l  
prod ucts  at  t he  ot her  end .   So  act ua l ly  C hi na ’s  impor ted int erm edia tes  marke t  i s  
qu ite  ope n.  
 I  a gree  w ith  yo u th at  there  nee ds  to  be  more  p rogre ss  on the i r  
imports  o f  f ina l  g ood s .   T here  ha s  bee n qu i te  a  b i t  o f  p rogr ess  i n  the  la st  deca de.   
Ch i na  rea l ly  has  bro u ght  down a  lo t  o f  i t s  bar r ie rs ,  bu t  the re  i s  s t i l l  a  lon ger  w ay  
to  go .  
 I  th ink  one  way  to  th i nk  a bout  i t  i s  t h is .  C h ina 's  pa rt ic i pat io n i s  so  
vast  i n  t h is  k i nd o f  p r od uct ion t hat  i t  rea l l y  i s  con tr i b ut i ng  a  lo t  to  i t s  overa l l  
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income.   G ive n th at  i t s  i ncome i s  r i s in g ,  C hi na ’ s  loca l  marke ts  wi l l  be  deman di n g  
many  more  f i na l  goods  t ha n they  cou ld  be fore .   T ha t ’ s  def in i te l y  an  ince nt ive  to  
keep t he  market  for  f ina l  goods  op e n a s  w el l .   Th is  wo ul d  cer ta in ly  a l low i n  more  
exports  f rom a l l  o f  th e  OECD cou ntr ies  an d  other  deve lop in g  co unt r ies ,  as  wel l .  
 COMMIS SIO NER BART HOLOMEW:   R ig ht .   B ut  t hose  i nce nt ives  a re  
there  i r respe ct ive  o f  how you do  t h i s  a na l ys i s ,  i f  I 'm  hea r i ng  yo u corre ct ly .    
 DR.  DEA N:   Yes .   I  g u ess  wh at  I 'm  say in g  i s  the  in cent ives  a re  t here  
beca use  o f  Ch in a ' s  p a rt ic ip at ion  i n  the  k i n d o f  g lob a l  su pp ly  c h a in  t ra de  we 're  
descr ib i ng .  Wh at  we ' re  t ry i n g  to  say  here  I  th ink  i s  th at  t he  va l ue -a d ded 
measure s  ca n he l p  u s  see  th at  g lob a l  s u pp l y  cha in  m uch bette r  t han  we ca n wi th  
convent iona l  s t at i s t ic s .  
 COMMIS SIO NER BART HOLOMEW:   Dr .  Wei  or  Dr .  X u,  any  t hou gh ts  on 
th is?  
 DR.  WEI :   Ch i na  i s  a  major  p art i c i pa nt  o f  the  g lob a l  prod uct ion  
cha ins .   I t  k nows i t .   I t  cert a i n ly  b e nef i t s  f rom th is .   T he  g lob a l  prod uct ion c ha in  
p ic t ure  imp l ies  th at  a ny  g iven i r r i ta nt  or  s and  i n  t h is  w hee l  ha s  a  mult ip ly i ng  
e f fect  o n overa l l  cos t s .   An d t herefo re  i t  i s  in  Ch in a 's  i ntere sts  f or  that  rea son to  
a lso  kee p b ar r ier s  as  low as  poss i b le  bec a use  i t  fa c i l i ta tes  t he  overa l l  cost  o f  
prod uct ion .   I  th ink  t hat  t he  d i r ect io n the re  i s  c lea r .  
 But  beca use  t h i s  va l u e -ad de d t r ade  an a lys i s  doe s  not  c ha n ge  th e  
overa l l  cu rre nt  acco u nt  s ur p l us  or  def ic i t  p ic t uret h i s  i s  not  so  much a bou t  wh at  
we do  wit h  t he  overa l l  def ic i t  o r  t r ade .   So  i t ' s  more  a bout  w hat  does  t h is  imp ly  
in  te rms  o f  w hat  k in d  o f  sectors  we  nee d t o  part ic i pate  i n  t he  p roduc t ion  ch a i ns  
more  bene f ic ia l ly .  
 DR.  XU:   I  a gree  w ith  Dr .  Wei .   Ch ina  h as  b een p ret ty  ope n to  t h e i r  
domest ic  ma rket  to  f ore ig n  f i rms,  b ut  i n  t he  p ast  s evera l  year s ,  we  hea rd  f rom 
members  th at  t here  i s  a  t re n d th at  seems l ike  t he  governmen t  t r ied  to  p romote  
in di geno us  i n novat io n.   
 For  some i nd ust r ies ,  there  i s  a  se nse  o f  pr otect ion a n d t ry in g  t o  
nu rtu re  t he  domest ic  in novat io n.   I t ' s  es p ec ia l ly  obv ious  in  tho se  in d ustr ies  
dominat ed by  s t ate -o wned e nter pr ises ,  es pec i a l ly  i n  te le commun icat ions ,  
f in an ce ,  some st rate g ic  i nd ust r ie s  de f i ned by  the  cent ra l  gover n ment .  
 But  I  th i nk  i n  t he  f ut ure ,  I  don ' t  perso nal l y  agree  wit h  th at  t y p e  o f  
s t rate gy .   I  don ' t  t h i n k  a  s ta te -owne d e nte rpr ise  i s  go in g  to  be  as  e f f i c ient  as  a  
pr iv ate  f i rm.   I  t h i nk  i t ' s  not  jus t  the  ch a l l enge  for  fo re i gn  f i rms;  i t ' s  a  ch a l l en ge  
for  C hi na 's  domest ic  pr iv ate  f i rms  a s  wel l .  
 In  t he  fut ure ,  I  t h i nk  that  sho ul d  be  the  d i rect io n,  to  f ree  t hose  
in dus tr ie s ,  to  le t  t he m compete  in  the  ma rket  i nste ad o f  cont r o l  by  s t ate -ow ned 
enter pr ises ,  b ut  i t ' s  a  ch a l l en ge ,  not  j ust  for  fore ig n  f i rms .  
 COMMIS SIO NER BART HOLOMEW:   R ig ht .  
 DR.  XU:   For  C hi na 's  domest ic  f i rms  as  we l l .  
 COMMIS SIO NER BART HOLOMEW:   So  t he  p o l icy  p resc r i pt io n i s  t hat  
Chi na  sho ul d  be  open in g  i t s  market s  re gar dles s  o f  w hethe r  we do  va l ue - ad ded 
ana lys i s  or  a ny  othe r  one.   I  t h i nk  wh at  I 'm  t ry i ng  to  see  i s  wh at  you g uys  a re  
ta lk i n g  a bout  i s  a  ver y ,  i t ' s  a n  a na ly t ic a l  t oo l ,  b ut  I 'm  h av i ng  d i f f i c u l ty  see i n g  i t  as  
somethin g  t hat  gets  t ran s lat ed into  po l icy  that  ad dres ses  t he  ve ry  q uest io ns  t hat  
we 're  hav i n g.   
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 I  mean i t  i s  a n  a na ly t ica l  too l ,  but  the  nee d for  Ch in a  to  ope n i t s  
markets  i s  t here  w he ther  we do  va l ue -ad d ed a na ly s i s  or  not .  
 DR.  WEI :   I  t h i nk  I  wa s  not  s ay i ng  t hat .   I  would  say  depe n di ng  on the  
po l ic ies ,  the re  a re  ce rta i n  po l ic ies  w hose  eva lu at ion  wi l l  be  ve ry  much  a l t ere d by  
th is ,  a nd  other  po l ic i es  for  w hic h  t h is  i s  n ot  the  re leva nt  too l  t hat  w i l l  a l t er  
un ders tan d in g.   
 So  go i ng  ba ck  to  t he  example  o f  exc han ge  rate ,  ex ch an ge  r ate  r e form 
is  very  importa nt  for  Chi na .   G reate r  f lex i b i l i ty  cou ld  he l p  C hi na ,  whi ch  t ur ne d 
out  to  be  more  be nef ic ia l  to  re lat ive ly  d is adva nta ged pa rt  o f  t he  soc ie ty  so  i t ' s  a  
very  import ant  th in g  to  do .  
 But  in  te rms  o f  c ha ng in g  C hi nese  b i late ra l  ba l ance  or  even  
mult i la te ra l  ba la nce ,  the  f act  t hat  a  lo t  o f  importe d i np uts  are  i nto  the  
prod uct ion,  both  for  people  i n  C hi na  a n d i n  the  U. S . ,  s hou ld  ma ke  one  re a l i ze  t hat  
i t  woul d  not  h ave  as  b i g  a n  e f fect  on  b i la t era l  t ra de  ba l ance  as  otherwi se  wou ld  
be  the  case .   T hat 's  c erta i n ly  re leva nt  for  the  po l icy  d i scu ss io n,  for  t hat  
part ic u la r  po l icy  d i sc uss ion,  so  the refore  t h is  i s  a  too l  t hat  ha s  more  impl icat ions  
for  some po l ic ie s  a nd  less  f or  o the rs .  
 V ICE  CH AI RMAN  REI N SCH:   Okay .   T han k  you.  
 COMMIS SIO NER BART HOLOMEW:   T han k  you.  
 V ICE  CH AI RMAN  REI N SCH:   We've  ha d two Commiss ione rs  re q ue st  
anothe r  ro un d.   I  t h i nk  we ' l l  have  t ime fo r  an  ab brev iate d seco nd rou nd .   I  d id  
want  to  we ig h i n  br i e f ly  b eca use  I  h aven 't  so  far .  
 Th is  ha s  be en rea l ly  c oo l ,  an d I  th ank  you f or  th i s .   I  t h i nk  to  fo l low 
on what  Commiss io n er  Ba rtho lomew j ust  sa i d ,  i t  i s  a bout  an  a na ly t ica l  too l .   I  
th i nk  Dr .  Wei  i s  r i ght .   I  th ink  the re  i s  a  co nsen su s  amon gst  eco nomists  ov er  the  
mer i t s  o f  t h is  a pp roa ch a nd  the  def ic ienc i es  o f  the  cu rre nt  a p p roach .   T hat  
doesn ' t  neces sar i ly  l ead to  po l i cy  imp l ic a t ions .  
 An d I  a l so  th ink  t her e  may  be  a  conse ns us  amongst  economist s .   I  
don ' t  t h i nk  t here  i s  a  conse nsu s  amon g po l i t i c ia ns  an d ot h er  ob servers ,  a nd yo u 
saw some of  t hat  re f l ected here  to day .   I t  seemed to  me th is  w ould  be  a  u sef u l  
pan e l  to  s tart  th at  de bate  go i ng  in  a  non -e conomic  env i ronme nt  to  get  
po l i t i c i an s ,  o r  po l i t i c a l  people ,  peo ple  w h o  fun ct io n i n  othe r  v enues ,  to  s t art  
th i nk i ng  abo ut  t h i s  q uest io n.  
 I 'm  part ic u la r ly  ha pp y  at  the  q uest ions  t h at  Commiss io ner  F ie d ler  
and  Commiss io ner  Sh ea  aske d beca use  t he y ' re  a lso  re leva nt .   T h is  i s  a  u sef u l  
academ ic  d isc us s ion o f  whic h  i s  a  more  re a l i s t i c  w ay  to  cou nt ,  but  at  t he  e nd o f  
the  d ay ,  i f  nobody  w ants  to  cou nt  t h is  w a y ,  i t  doesn ' t  rea l ly  m atter .   You know,  i f  
the  wor l d  co nt i nue s  t o  compi le  s tat i s t i cs  t he  conve nt io na l  way ,  you a l l  ca n  
cont i nue  to  wr i te  monogr ap hs ,  b ut  po l icy makers  a re  not  go i ng  to  be  better  
info rmed t ha n they  a re  now.  
 An d one  o f  the  q uest ions I  h ad ,  - -wh ich  I  t h i nk  Dr .  Wei  a l lu ded  to  
br ie f ly ,  b ut  may be  you ca n put  a  s l i ght ly  f i ner  po i nt  on i t - -was  what  i s  t he  
l ike l i hood th at  t here ' s  go i ng  to  be  an evo l ut io n i n  n at io na l  s tat i s t ic a l  age nc ies  or  
are  n at io ns  beg in ni n g  to  co u nt  t he i r  c urre nt  ac coun t  b a la nces  base d on a  va lue -
add ed met hodo lo gy?  
 We,  in  a  way ,  are  d is adva nta ged .   We are  one  o f  t he  few co unt r ies  in  
the  wor l d  t hat  does n' t  have  a  va l ue - ad ded  tax .   So  we don 't  do  a  lo t  o f  va lue -
add ed c a lc u l at io n do mest ica l ly  fo r  o t he r  pu rposes .   Most  cou n tr ies  do .   I t ' s  a  
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fami l iar  conce pt  w ith  them.   Ye t ,  nobody  h as  a dopte d t h is  met h odo logy ,  an d I  
sus pect  nobody  wi l l  un less  t hey  a l l  dec id e  to  lea p toget her .  
 Otherw ise ,  yo u' re  go i ng  to  have  a  very  co n fuse d s t at i s t ic a l  
f ramework  in  w h ic h  s ome countr ies  c a lc u l ate  the i r  def ic i t  one  way ,  a nd ot her  
count r ies  ca l cu late  t he i r  de f ic i t  a  d i f fe ren t  way ,  i n  w hic h  ca se  we would  a l l  be  
conf used .  
 What  i s  t he  l ike l ihoo d th at ,  f ive ,  ten  ye ar s  down the  road ,  g lo ba l ly ,  
we 're  go i ng  to  co nve rt  to  a  va lu e -a dde d m ethodo lo gy?  
 DR.  WEI :   I  wo ul d,  i f  I  coul d  s t art ,  make  tw o comments .   O ne,  w hy  
U.S .  does  not  have  va lue -ad de d tax .   We l l ,  sa les  tax  i s  a  form of  va lue -a dde d ta x ,  
but  GDP i s  a  va l ue - ad ded conce pt .   The  GD P i s  s um of  va l ue - ad d ed i n  var iou s  
th i ng s .   So  t herefo re  U.S .  ro ut i ne ly  does  v a lue -a dde d comp utat ion.  
 Moreover ,  I 'm  more  opt imist ic .   G iven t ha t  there 's  an  i ncrea s i n g  
consen su s  th at  t he  e x is t i n g  d ata  i s  mis lea di ng  for  ma ny  po l icy  ques t ion s ,  one  
would  have  to  move  towards  a  d i f fere nt  sy stem,  at  leas t  imp rovement  over  
ex is t i n g  system .   B ut ,  l i ke  any  po l icy  c han g e,  i t  won 't  ha pp en ov erni g ht .   You 
know,  GDP acco un t i n g  was  in t rod uce d I  th ink  i t  wa s  i n  t he  '40s  or  somethi ng ,  b ut  
the  reco gn i t io n  t hat  the  o l d  way  o f  cou nt i ng  o utp ut  wa s  i na deq uate  took  p la ce  
much ea r l ier  t ha n t h at .  
 An d cert a i n ly ,  you k n ow,  a l l  o f  t he - -wha t  we are  used  to ,  how they  
are  cou nte d tod ay ,  d i dn ' t  s t ar t  tha t  way  in  1776;  r ig ht .   So ,  the r efore ,  I  th in k  
what  t h i s  re f lect s  i s  t hat  for  t he  soc ie ty  as  a  who le ,  we  a re  i n  r e lat ive ly  ear ly  
s tage  o f  le ar n i ng  pro cess ,  an d a lso  most  n at ion a l  dat a  co l lect io n a genc ies  are  
a lso  ca sh const ra ine d .   So ,  the refore ,  the r e  i s  need for  more  un derst an di ng  a nd 
need for  op port une  t ime when  imp rovement  ca n be  a dopte d.  
 V ICE  CH AI RMAN  REI N SCH:   Wel l ,  I  th ink ,  I  app rec iate  t hat .   I  t h i nk  
what  t h i s  mean s  i s  I ' m  go in g  to  b e  de ad b efore  th is  ha ppe ns .  
 [Lau g hter . ]  
 V ICE  CH AI RMAN  REI N SCH:   Bu t  thos e  o f  yo u th at  a re  you nge r  a r e  not .   
Or  i nte l lect ua l ly  i t  may  a l ready  have  ha p p ened .  
 COMMIS SIO NER F I EDLER:   Th at ' s  not  a  va l ue  a dde d e qu at ion .  
 [Lau g hter . ]  
 V ICE  CH AI RMAN  REI N SCH:   A ny  way ,  Commiss io ner  We sse l  an d 
Commiss ione r  Wort z e l  eac h as ked for  one  roun d .   I f  you can  co nf i ne  you rse lves  
just  to  a  cou p le  o f  mi nute s  eac h,  t he n we' l l  be  f i ne .   
 Commiss ione r  Wesse l .  
 COMMIS S IO NER WE S S EL :   I  w i l l  do  t hat ,  an d I  a l so  w ant  to  apo l og ize  
both  to  t he  pa ne l  as  wel l  a s  to  ou r  two  co -ch a i r s  i f - -my  f r ust r a t ion a bout  th is  i s  
numbe r  one ,  a nd the y  both  aske d my in p u t  on othe r  p ane l i s t s .   There  are  not  
many  economist s  wh o  are  look i ng  at  t h i s  i s sue  f rom de fen di ng  the  t r ad i t io na l  
app roac h.    
 My  concer n i s  p utt i n g  wh at  you 're  say i ng  in  co ntext ,  wh ich  i s  what  I  
t r ie d  to  ra ise .   T here  are  some,  I  th in k ,  S us an Housema n a nd  Mi chae l  Man del  are  
look in g  at  th is  f rom,  only  f rom a  b i la tera l  sense .   I  do n' t  know whethe r  you 've  
looked at  the i r  work  rega rd in g  t he  q uest io n o f  t he  im pact  o f  im ports  o n our  
domest ic  ma nu fact ur in g  b ase .  
 So ,  for  e xamp le ,  s in c e  our  co nsum pt io n i s  measure d i n  do l l ars ,  i f  a  
U.S .  comp any  prod uc ed a n i tem for  a  do l l ar ,  a n d th en t he  imp ort  comes  in  at  50  
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cents  a  p rod uct ,  the r e  i s  tw ice  a s  muc h co ming in ,  wh ic h  wi l l  d i sp l ace  more  jo bs ,  
not  nece ssa r i ly  one  f or  one  i n  t he i r  ca lcu l at ion s .   But  the  s tat i s t ica l  con cer ns ,  t he  
importa nce  o f  the  e c onomic  an a lys i s  i s  no t  l imite d to  t he  que st io n o f  how muc h 
va lue  i s  an  iPad  or  a n  iPod or  a nyt h i ng  e ls e ,  b ut  for  us  an d for  the  peo ple  we  
report  to ,  Con gre ss ,  t he  i s sue  i s  w hat  are  i t s  imp l ic at io ns  fo r  po l icy?  
 So  I  wa nt  to  apo lo g i z e  i f  I  was  t ry i n g  to  im pu gn w hat  you' re  do i ng .   
In  fact ,  your  rese arc h  i s  very  import ant  look in g  at  th is  lo ng  term .   So ,  n umber  
one.  
 But  num ber  two,  I 'd  l i ke  to  get  a l so  the  i ss ue  th at 's  been ra ised  
about  where  th is  i s  g o ing .  T he  WTO is  now invo lve d i n  a  mea su r ement  exerc ise ,  
as  fa r  a s  I  u nde rsta n d i t .   T hey 've ,  i n  f act ,  a sked  for  pa pers .   T hey ' re  work i n g  wit h  
the i r  members hi p .  So  th i s  i s  not  co nf ine d t o  the  work  o f  yo u t hr ee  economists .   
The  WTO is  look in g  a t ,  as  are  ot her  age nc i es ,  a bout  how do  we eva lu ate  t he  g a i ns  
f rom t ra de,  t he  cost  o f  t ra de ,  e f f i c ie nc ie s ,  everyth i n g  e l se?  
 So  th is  does  h ave  b ig  impl icat ions ,  a nd  I  w ould  s imp ly  ur ge  you,  i f  
you can  he lp  us ,  s i nc e  you,  I  ass ume,  a re  members  o f  a l l  the  as soc iat ions ,  e t  
cetera ,  bot h  to  he lp  us  un ders tan d how others  are  look i ng  at  y our  i nforma t ion .   I  
th i nk  Commiss ione r  S h ea  s a i d  doe s  a ny - - d o  you d i sa gree  wi th  e ach ot her?   Are  
there  ot hers  who  loo k  at  t h is  dat a  d i f fere nt ly  t hat  we  sho ul d  b e  aware  o f ,  numbe r  
one?  
 An d n umbe r  two,  you  ta lke d a bout  the  dat a  an d how the  dat a  h as  
improved ,  work i ng  wi th  t he  Wh ite  House ,  v i s -a -v is  t ra de  negot i at ion s  we 've  bee n 
t ry in g  to  un der sta nd our  t r ade  dat a  better .   My  u nde rst an di ng ,  for  examp le ,  i s  
you can not  harmon iz e  UNCT AD d ata  ve rsu s  our  c ur ren t  s ta t i s t i ca l  data  bec au se  
the  re lat ions hi p  o f  t h e  HTS  codes  i s  o f f  so  that  yo u ca n' t  ne cess ar i l y  look  at  
mult i la te ra l  t ra de  w it h  g reat  co nf ide nce  b ecause  the  des ig nat i on o f  th e  p rod ucts  
i s  d i f fere nt .  
 So  not  fo r  tod ay ,  b ut  i f  you coul d  prov i de  us  some g ui da nce  o n what  
recommendat ions  you woul d  have  for  how  do  we do  a  bet ter  jo b  u nd erst an di ng  
th is  da ta ;  a re  t here  t h i ngs  we s houl d  be  d o ing  to  s imp ly ,  befor e  we go  to  t he  
overa l l  q uest io n o f  w hat  t he  metho do logy  i s ,  a re  we we l l - serve d by  t he  dat a  th at  
we  have?  
 V ICE  CH AI RMAN  REI N SCH:   The  an swer  to  t hat  que st io n i s  yes .   You 
wi l l  prov i de ;  yes?  
 COMMIS SIO NER WE S S EL :   No ,  I - -  
 V ICE  CH AI RMAN  REI N SCH:   Yes?  
 COMMIS SIO NER WE S S EL :   Yes ,  t hat 's  w hat  I  meant .  
 V ICE  CH AI RMAN  REI N SCH:   Good .  
 COMMIS SIO NER WE S S EL :   Yes .  
 V ICE  CH AI RMAN  REI N SCH:   Commiss io ner  Wortze l .  
 COMMIS SIO NER WO R TZEL :   Wel l ,  I 'm  s t i l l  l e f t  w i t h  k i n d o f  a  b ig  "so  
what?"   I  mea n I  don ' t  un der sta nd the  po l i cy  impl icat ion s  o f  t h i s .   So  i f  you ca n,  
br ie f ly ,  i n  terms  o f  ta xat ion  an d t ax  po l icy  here  in  t he  U ni ted St ates  a nd  other  
count r ies ,  i n  te rms  o f  tar i f f s  a n d d ut ie s ,  i n  terms  o f  WTO r u le s  an d i nter nat ion a l  
t rade  ag reement s ,  i f  you went  to  a  va l ue - add ed ap proac h,  w ha t  po l ic ies ,  
reg ulat ion s  a nd mea s ures  wo ul d  h ave  to  c han ge  an d how wo ul d  that  a f fect  
ex is t i n g  t r ade  ag ree ments?  



62 

 

 DR.  DEA N:   Let  me g i ve  you one  exam ple .  I  p romised  I  wou ld  th ink  o f  
example s .   I ' ve  come up w ith  one.   A  few y ears  a go  ( somet hi ng  I  noted in  my  
test imony)  t here  was  a  b ig  f l ur ry  o f  con ce rn over  co unt r ie s  l i ke  Chi na  bec au se  
they  were  ex port in g  very  h i gh -tec h t h i ng s  that  looked l ike  goo ds  t he  OECD 
t rade s - - the  Un i te d St ates ,  E uro pe,  et  cete ra .  
 Th is  was  perce ived as  ev ide nce  t hat  Ch in a  might  be  us in g  some k in d 
o f  un fa i r  t ra de  po l icy ,  bec ause  they  we re  l eapf rog gi ng  in to  thes e  very  
soph is t icate d p rod uc ts  wh ich  they  don 't  h ave  a  compa rat ive  ad vanta ge .  
 So  the  perc ept ion wa s  u nfa i r  t ra de ,  a n d t h ere  was  d i scu ss io n o f  what  
to  do  abo ut  i t?   Wh at  k in d o f  po l icy  res po nse  s hou ld  we  have  t o  s top th is  k in d o f  
un fa i r  t r ade?   Here 's  where  t he  va lue -a dd ed meas ure  he l ps  bec ause  i t  reve a le d 
that  t here  was  no  od d u nf a i r  t ra de  po l i cy  app ear in g  here .   T h is  rea l ly  i s  OECD or  
in dus tr i a l  coun try  t ra de  embod ied  i n  C hi n ese  goods ,  b ut  t hro u gh t he  g lo ba l  ch a i n .   
So  va l ue -a d ded t ra de  measure s  s hed a  wh ole  d i f fe rent  l i g ht  on  that  i ss ue .   T hey  
a l lowe d u s  to  be  ab le  to  see ,  t hat  t hese  lo oked l ike  p rod ucts  f r om the  U . S .  an d 
Europ e  bec au se  muc h  o f  them were .   T hey  were  pro du cts  f rom t he  U .S .  a nd 
Europ e,  but  th is  wa s  not  v i s ib le  i n  t he  con vent ion a l  t ra de  d ata  otherwi se .   I  hope  
that 's  he l pf u l .  
 COMMIS SIO NER WO R TZEL :   Yea h,  t hat 's  ve ry  he lpf u l .   T ha nk  yo u.  
 DR.  DEA N:   Ok ay .  
 V ICE  CH AI RMAN  REI N SCH:   Th at  doe s ,  o f  c ourse ,  leave  t he  que s t ion 
o f  the  s ig n i f i can ce  o f  the  tec h no logy  t hat ' s  bee n t r ans fer red ,  b ut  t hat 's  a  topi c  
for  a  d i f fere nt  pa ne l  and  a  d i f fere nt  day .  
 A l l  r i g ht .   Tha nk  yo u very  much .   We 've  go ne  a  l i t t le  b i t  ov er  t i me.   
Tha nk  you to  t h i s  p an e l .   T h i s  was  rea l ly  co o l .  
 We' l l  take  a  f ive  min ute  b reak ,  i f  th at 's  o kay  wit h  Mr.  S la ne ,  a nd 
then we ' l l  s tar t  the  n ext  pa ne l .  
 Tha nk  you .  
 [Wher eu pon,  a  s hort  recess  w as  ta ken . ]  
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OPENING STATEMENT  OF C OM MISSIONER DANIEL  S LANE  
 HEARING CO -CHAIR  

 
HEAR IN G CO -C HA IR  S LANE:   We 're  b ack  i n  sess io n for  the  secon d 

pan e l .   O ur  se cond  p ane l ' s  d isc uss ion wi l l  br in g  to  l ig ht  some o f  the  ch a l le n ges  
face d by  comp an ies  d o ing  b us i nes s  i n  C hi n a  i n  the  rea lm of  en f orcement .  
 Our  pa ne l i s t s  w i l l  g iv e  the i r  pe rson al  e xpe r ien ces  a n d a nswer  
ques t ion s  to  le nd  i ns i ght  to  the  Commiss io n on t he  broa der  i ss u es  fac in g  a l l  U . S .  
compan ies  i nvest in g  or  do i ng  b us i ness  i n  Chi na .    
 Our  f i r s t  pan e l i s t  i s  Michae l  McC art hy ,  C hie f  Lega l  a n d 
Admi nis t rat ive  Of f ice r  for  In f i nera  Cor pora t ion.   I nf ine ra  i s  a  company  invest ed in  
Chi na  in  the  tech no lo gy  a nd te lecommun ic at ion s  f ie l d .   They  ow n very  va lu ab le  
exc lu s ive  inte l lec tua l  prope rty  i n  t he  a rea  o f  d i g i t a l   opt i ca l  net work in g  a nd  
opene d the i r  f i r s t  C h i nese  o f f ice  in  Be i j i ng  in  2008.  
 Next ,  we ' l l  hear  the  e xper ience  o f  J ames  F e l lowes ,  Ch a i rma n a n d CEO 
for  Fe l lowes  Compa n y,  a  major  U. S .  o f f i ce  prod uct s  man uf act ur er .   Fe l lowes  
expa nde d i nto  C hi na  beg in ni ng  wit h  a  dea l  in  1998 ,  w hic h  eve nt ua l ly  le d  to  a  de a l  
w i th  J i an gs u  Ma nu fac tur in g  i nvo lv i ng  a  ma jor  tec hno lo gy  t r ans f er  to  en ab le  the  
Chi nese  fac i l i t ie s  to  prod uce  Fe l lowes  top -o f - t he - l i ne  s hre dde r s .  
 Th is  i nc l ude d near ly  t en  mi l l io n  o f  re sear c h a nd deve lo pment  
prod uct ,  exc l us ive  i n te l lect ua l  p rope rty ,  a nd t he  c u lm ina t ion  o f  deca des  o f  t ra de  
secret  deve lopme nts .  
 F i na l ly ,  we  w i l l  he ar  f rom Ahmed S i d di qu i ,  deve lope r  for  an d C E O of  
Go  Go  Mongo! .   Mr .  S id di qu i  i s  a  te ch e ntr epre neu r  wit h  a  focu s  in  ed ucat ion a l  
gami ng for  c h i ld ren .   H is  f i r s t  game,  Go  Go  Mongo!  fe atu res  a  c hu b by  mon ster  
named Mon go  t hat  loves  to  eat  s ug ary  foods .   C h i l dre n need  to  teach Mo ngo  how 
to  eat  he a l t h ie r  th ro ug h a  fu n a n d en ga gi ng  game ava i l ab le  g lo ba l ly  on t he  Ap ple  
iTu nes  Ap p S tore .  
 Ahmed a l so  coord ina tes  St art up Wee ken d Events  for  t he  S an 
Fra nc i sco  Bay  Are a  e ncour ag in g  f i r s t - t ime  entre pre neu rs .   
 Welcome to  a l l  th ree  o f  you.   T ha nk  you  fo r  comin g,  a n d we' l l  s t ar t  
w i th  Mr .  McC art hy .  
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PANEL II – TRADE ENFORCEMENT CHALLENGES 

 
 

OPENING STATEMENT  OF MICHAEL  Mc CARTHY  
CHIEF  LEGAL  C OUNSE L,  INFINERA CORPOR ATION  

 
MR.  McCA RTHY:   Good morn in g.   F i r s t ,  I  w ould  l i ke  to  th ank  the  

Committee  for  g iv i ng  me the  op port un i ty  t o  share  some of  th e  observat ions  an d 
exper ience s  o f  my  co mpany ,  I nf i ner a  Cor p orat ion ,  on t he  to pic  o f  the  evo lv in g  
U.S . - Ch in a  t r ade  re l a t ions hi p .  
 I  woul d  note  th at  I  h ave  a  few more  pa ges  so  I ' l l  t ry  a n d move  
qu ick ly  to  get  t hro ug h my mater i a l  in  the  seven mi nute s  th at 's  been a l lo t ted .  I 've  
been w ith  I nf ine ra  fo r  a lmost  a  de cade .   I  would  l ik e  to  p rov ide  you wit h  some of  
the  i nforma t ion o n t he  opt ica l  commun ic at ion s  market  an d t h e  thre at  to  t h is  
market  a nd to  U. S .  in novat ion  ge nera l ly  p osed by  the  co ncer te d e f forts  o f  the  
Chi nese  gover nment  and  C hi nese  opt ica l  e qu ipmen t  ven dors .  
 I ' l l  br ie f ly  spe n d a  co up le  min utes  ta lk i ng  about  opt i ca l  
communicat i on s  a nd who i s  In f i ner a .   The n I ' l l  move  in to  the  h eart  o f  t he  
d isc us s ion .    
 Opt ic a l  network s  h ave  come to  repre sent  one  o f  t he  core  e lements  o f  
our  moder n i nf ras t ru cture .   T hese  networ ks  prov ide  t he  back b one  for  t he  
info rmat ion  h ig hway  that  co nne cts  peop le  an d systems toget he r  an d t ra nspo rts  
the  many  t r i l l ions  o f  b i t s  o f  i nforma t ion t hat  we  use  e ach  d ay .  
 Opt ic a l  network in g  e qu ipmen t  ca rr ie s  d i g i ta l  in fo rmat io n u s i ng  l i ght  
waves  over  f ibe r  opt i c  network s .   T he  adv ent  o f  wave  d iv i s io n  mult i p lex in g,  o r  
WDM,  has  e na ble d t h e  t ra nsmis s ion o f  l ar ge  amou nts  o f  da ta  b y  us i n g  mult i p le  
co lors  o f  w ave len gt h s  o f  l ig ht  over  a  s i n g l e  opt ic a l  f i ber .  
 Serv ice  p rov ide rs  use  opt ic a l  networks  to  carry  most  ty pes  o f  d ata ,  
f rom convent ion a l  long  d i s ta nce  te lep hon e ca l l s ,  to  e -mai l s  a n d Web sess ions ,  to  
h i gh  def in i t io n  v i deo  s t reami ng ,  a nd to  ap pl i cat ions  t ha t  are  se rved on the  mob i le  
serv ice .  
 As  se rv ice  t raf f i c  g rows,  serv ice  prov i ders  ad d t r ansm iss ion c a pac i ty  
to  ex is t i n g  opt ica l  ne tworks  or  pu rch ase  a nd de ploy  a dd i t io na l  sys tems to  keep  
pace  w ith  the  cap ac i t y  req uireme nts  an d s erv ice  ex pa ns io n.  
 As  ment ione d,  In f i ne ra  i s  a  U . S . -ba sed  company  t hat  was  fou n ded in  
Su nnyva le ,  Ca l i for n i a ,  w i t h  the  v i s ion  o f  in creas in g  t he  f un ct ion a l i ty  an d 
improv i ng  the  eco no mics  o f  opt ica l  t ran s m iss ion  systems .   I nf i nera  ra ise d over  
$300  mi l l ion  as  a  p r iv ate  compa ny  a nd ha s  been p ub l ic ly  t r ade d s inc e  2007.   We 
employ  over  1 ,200  pe ople  g lob a l ly ,  a  ma jor i ty  o f  w hic h  are  in  S i l i con  Va l ley .  
 We prov i de  ou r  opt ic a l  network i ng  system s,  so f tw are  a n d serv i ces  to  
a  var ie ty  o f  se rv ice  p rov ider s  a roun d t he  g lobe,  inc l ud in g  to  re g iona l  a nd nat ion a l  
serv ice  prov i der s ,  Int ernet  co nte nt  p rov id ers ,  c ab le  ope rators  and  su bse a  
network  ope rator s .  
 In  t he  op t ic a l  t ra nsp ort  b us i ness ,  ou r  key  compet i tors  i nc l ude  U.S . -
base d C ien a  Cor porat ion,  E uro pea n - base d A lca te l -Luce nt  Co rpo rat io n,  E r ic sson 
Corpora t ion  an d Nok i a  S ieme ns ,  an d C hi ne se -b ase d H uawe i  Tec hno lo g ies  a nd ZTE  
Corpora t ion .   T here  a re  a  numbe r  o f  o t her  compet i tors  i n  the  market ,  b ut  t hese  
are  t he  l arg est  o f  t he  co mpet i tors .  



65 

 

 Many  o f  ou r  c ustome rs  a re  la rge  communi cat ion s  p rov ide rs  t ha t  have  
sub sta nt i a l  pu rc has in g  power  an d levera ge  to  negot iate  contr ac tua l  ar ra ngemen ts  
with  t he  s u pp l ier s  or  the  opt ica l  ven dors .   As  a  res ul t ,  as  yo u ca n ima gi ne ,  
compet i t io n  i n  t he  o pt ic a l  t ra ns port  bus i ness  i s  inte nse ,  a nd h is tor i ca l ly  marke t  
sha re  g a i ns  were  see n by  compan ies  suc h as  Nor te l  an d C ien a  t hat  we re  a ble  to  
cap i ta l i ze  on te ch no l ogy  in novat io n to  ga i n  market  sh are .   
 However ,  over  t he  l a st  few yea rs ,  we 've  s een eno rmous  ma rke t  sha re  
ga i ns  by  Huawe i  a n d ZTE .  In  pa rt i cu lar ,  ZT E 's  an nu al  reven ues  have  more  t han  
t r i p le d  f rom 2006  to  2011 ,  growi ng to  $20 4  b i l l io n  RMB .   I 'm  so rry .   Th at ' s  
Huawe i 's .   ZTE 's  an nu al  s a les  reven ues  hav e  a lso  more  t ha n t r ip led,  r i s i ng  to  $86  
b i l l io n  RM B .    
 In  2011 ,  Hu awei  over took  A lcate l -L uce nt  t o  become the  to p opt ica l  
network  e qu ipme nt  v endor  i n  the  wor l d .   Dur i ng  th is  per iod,  Z TE  bec ame the  
wor ld 's  fourt h - la rge s t  opt ic a l  ve ndor .   
 What  i s  im porta nt  to  note  a bout  t he  ex pon ent i a l  growth  o f  mar ket  
sha re  g a i ns  re a l i ze d by  bot h  ZTE  an d Hu a wei  i s  tha t  they  were  not  t ie d  to  a ny  
un iq ue  tec hno logy  de ve lopment .Rat her ,  th ey  were  la rge ly  t he  r esul t  o f  t hree  
factors .   T he  f i r s t  wa s  ext remely  ag gres s iv e  an d,  in  some cases ,  i l lega l  bus i ness  
prac t ice s  by  t he  C h in es e  vendo rs .   Se cond  was  a gg ress ive  p r ic in g  th at  wa s  o f te n 
coup led w ith  ven dor  f in an c i ng  for  t he  p ro duct s .   A nd t he  t h i rd  was  the  po l ic ie s  
and  p ract ices  o f  the  Chi nese  gover nment ,  whic h  p rov id ed mas s i ve  f in an c ia l  
sup port  for  t he  C hi ne se  vendo rs  w hi le  c los in g  the  C hi nese  mark et  to  fore i gn  
vendors .  
 Let  me spe nd a  few minute s  p rov id in g  yo u wit h  more  deta i l s  o n  the se  
component s  o f  t he  C hi nese  governme nt  s up port .   F i r s t ,  t he  C h inese  gover nment  
has  s tate d t hat  i t s  p l an  i s  to  prov i de  s t ro n g s up port  for  t he  C hi nese  op t ica l  
vendors .   As  noted b y  th is  Commiss io n i n  i t s  2011  re port ,  Hu a wei  ha s  b een 
des i gn ate d as  a  n at io na l  ch ampio n.   Ch in a  has  des ig nate d i t s  te l ecom sector  as  a  
s t rate g ic  i nd ust ry  a n d h as  s pe nt  s ig n i f i ca nt  re source s  to  p romote  nat iona l  
champ ions  wit h  t he  a im of  grow in g t h is  i n dus try  by  35  pe rcent  a  year  betwee n 
now an d 2015.  
 Secon d,  t he  C hi nese  governmen t  h as  c los ed C hi na  to  non -Ch i n ese  
opt ica l  ven dors .   In  most  count r ies ,  te le c om serv ice  p rov ide rs  are  i n depe nde nt  
ent i t ies  t hat  make  th e i r  own dec is io ns  r eg ard in g  proc urement .   In  Ch in a ,  
however ,  t he  b ig  th r ee ,  Ch in a  Mobi le ,  Ch i na  Te lecom an d C hi n a  Un icom,  ar e  a l l  
s tate -ow ned e nte rp r i ses .   The re  are  n umerous  report s  i nd ica t i ng  t hat  
procu rement  by  t he  Chi nese  te lecom ope r ators  has  bee n a  ma j or  factor  f ue l in g  
the  s ucces s  o f  Hu awe i  a nd ZTE  a nd  the i r  a b i l i ty  to  f i na nce  t he i r  resou rce  a nd  
deve lopme nt  a nd to  penet rate  fore i g n  ma rkets .  
 The  t hree  C hi nese  te l ecom companie s  s pe nt  ne ar ly  400  b i l l ion  RMB 
on ca pi ta l  ex pen di tu r es  in  2009  an d domest ic  e qu ipmen t  man uf actu r ers  are  t he  
domina nt  s u pp l ie rs  t o  these  mar kets .   I n  f act ,  in  2011 ,  Hu awei  and  ZTE  domin ated  
the  C hi nese  o pt ic a l  t ran sport  market  an d accou nted for  over  9 0  perce nt  o f  a l l  
opt ica l  t ran spor t  p roduct s  so l d  in  Ch in a .  
 A  smal l  p erce nta ge  o f  b us i nes s  th at  rema i n ed w as  a l loc ated to  
fore i gn  ve ndor s  l ike  A lca te l -Luce nt  t hat  h ad ma de s ig n i f i ca nt  i nvestments  i n  
Chi na ,  n amely ,  t hro u gh t he  pu rch ase  o f  S han g hai  Be l l .  
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 Th i rd ,  the  Ch ine se  op t ica l  ven dors  are  pro v ided  wit h  s ig n i f i c ant  
export  c red i ts .   C h i na  i s  t he  le ad in g  p rov i d er  o f  ex port  c red i ts ,  and  H uawe i  a nd 
ZTE  h ave  bee n majo r  bene f ic iar ies  o f  th is  gene rous  e xport  su p p ort .  
 For  exam ple ,  in  2009 ,  Hu awei  rece ive d a  $ 30  b i l l io n  U .S .  l ine  o f  
c red i t  f rom the  C hi na  Deve lopment  B ank .   Huawe i  descr i bes  t he  cred i t  l i ne  as  an  
export  buye r ' s  c re di t  that  i s  f i na nc i ng  ava i la b le  to  H uawei  for  overseas  c ustomers  
to  f in an ce  the  p urc ha se  o f  eq ui pment  f rom  Hu awei .   T he  terms  are  not  p ub l ic  b ut  
are  re porte d to  be  ex t remely  favor ab le .  
 S imi lar ly ,  in  2009 ,  ZT E  secu red  a  l in e  o f  c r edi t  f rom  the  Ch in a  E xport -
Import  B ank  tota l in g  10  b i l l io n  U .S .  a nd a  l ine  o f  c re di t  f rom th e  Ch ina  
Deve lopment  B ank  o f  15  b i l l io n  U .S .   
 Whi le  ZTE  repo rts  t h at  the  i nterest  rate s  on loa ns  to  t hese  ba n ks  
ran ge  f rom thre e  to  f our  pe rce nt ,  i t  i s  l i ke ly  th at  t he  loa ns  hav e  the  s ame 
favora ble  defe rre d p ayment  terms  t ha t  H uawei  loa ns  a re  re po rted to  have .  
 F i na l ly ,  s tate -owned  Chi na  ba nks  have  a ls o  sup porte d ZT E  a nd 
Huawe i  by  con di t ion i ng  loan  pa cka ges  to  f ore ig n  te lecom opera tors  on t he  
procu rement  o f  C hi n ese  eq ui pment .   I n  2 010 ,  for  examp le ,  In d ian  mobi le  Re l ia nce  
Communica t ion s  sec u red a  1 .1  b i l l io n  U .S .  l in e  o f  f in anc i ng  f ro m a  consort ium of  
s tate -ow ned ba nks .   The  loa ns  w hi ch  we re  prov i ded over  a  seve n -yea r  term of  
f ive  pe rce nt  re qu ire d  Rcom to  use  600  mi l l ion  o f  f i n a nc i ng  to  ac qu ire  network  
equ ipmen t  f rom ZTE  and  H uawe i .  
 Let  me spe nd a  min ut e  or  32  secon ds  d is cu ss i ng  some of  the  
examples  o f  t he  t r ad e  tact i cs  o f  Hu awei  a nd ZTE  t hat  we 've  ob served .   A s  I  
ment ione d a bove,  over  the  las t  sever a l  ye ars ,  we 've  see n Hu awei  a nd ZTE  
targe t i ng  s t ra teg ic  ac count s  th rou gh a  combi nat ion o f  ve ndor  f i nan c i ng  typ i ca l ly  
in  t he  fo rm of  th ree - year  f in anc in g  a n d ex t remely  a gg ress ive  p r ices .  
 Huawe i 's  prac t ice  o f  eng ag in g  a ny  mean s  necess ary  to  w in  bu s i ness  
has  o f ten bee n cou pl ed wit h  oth er  a ct iv i t i es .   For  exam ple ,  rec ent ly ,  bot h  H uawe i  
and  ZTE  have  bee n fo un d g ui l ty  o f  money  l aun der i ng  an d p ay i ng  br ibes  to  obta in  
bus in ess  w ith  A l ger ia  Te lecom.   As  a  res ul t  o f  these  act iv i t ies ,  a l le ged to  have  
occurre d over  a  t hre e -year  per iod,  th ree  Chi n ese  company  o f f i c ia l s  were  
sente nced  i n  a bse nt i a  to  ten ye ars  in  ja i l ,  and  H uawe i  a nd ZTE  were  ba n ned f rom 
part ic ipa t i ng  in  p ub l i c  contr acts  in  A lger ia .  
 We've  a l so  see n some recen t  examp les ,  fo r  examp le ,  in  2010 ,  H uawei  
won a  l ar ge  E urope an  carr ier ' s  nat i onw ide  opt ica l  network  wi th  a  pro jected  va l ue  
o f  severa l  ten s  o f  mi l l ion s  o f  e uros  w ith  a  b i d  th at  we  un der sta nd w as  le ss  t ha n 
100  euros .  
 S imi lar ly ,  in  anot her  pro jecte d mu lt i -mi l l i on  do l lar  opt ica l  net work  
b i d  wit h  a nothe r  E ur opean cus tomer ,  H ua wei  won t he  b us ine ss  with  a  f in a l  b i d  o f  
ten  ce nts .   We un der stan d t hat  ZTE  wou n d  up secon d a nd  was  d isp lease d w ith  i t s  
b i d  o f  $1 .   A pp are nt l y ,  they  co ul dn ' t  f i gu r e  out  how to  b i d  a  f r act ion  o f  a  do l lar .  
 F i na l ly ,  we  note  H ua wei 's  conce rn abo ut  t he  market  sh ares  th a t  
Inf i nera  ha s  demon st rated  over  the  la st  co up le  year s ,  a n d rece n t ly  a pp roache d 
one  o f  ou r  cu stomers .   T he i r  sa les  p i tc h  to  th i s  cu stomer  was  to  o f fer  25  perce nt  
less  t ha n wh atever  In f ine ra  w as  o f fer i n g.   Th is  was  done  w itho u t  them see in g  t he  
b i l l  o f  mat e r i a l  for  t h e  network .   T he i r  a pp roach ap pea rs  to  in d i cate  t hat  ne i t her  
cost  nor  pr ice  matte r s  as  lon g  as  they  w in  market  s hare .  
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 ZTE  h as  t aken s imi lar  ap proac h w here  t he y  have  won a  rece nt  
Europ ean  car r ie r ' s  p r o jected mu lt i -mi l l io n  do l l ar  nat ionwi de  bu i ld -out  wit h  a  b i d  
o f  one  eu ro ,  a nd  i n  a nother  examp le ,  ZTE  was  a ble  to  w in  anot her  nat ionwi de  
opt ica l  network  bu i l d -out  wi th  f ree  e q ui p ment  an d f ive  yea rs  o f  f ree  su p port .  
 S i nce  I 'm r un ni n g  over ,  le t  me sk i p  to  t he  conc l us io n.   The  ra pi d  
growth  o f  C hi na 's  op t ica l  eq ui pment  su pp l i ers  f ue le d by  p rotect ioni s t  gover nment  
po l ic ies  at  home pos es  a  t hreat  to  our  na t iona l  sec ur i ty  a nd to  Amer ica n 
in novat ion  a nd job c r eat ion .   I  wou ld  note  the  a pp roac h take n b y  Aust ra l ia  an d 
Germany,  bot h  o f  w hi ch  cou nt ies  have  ban ned  ZTE  eve n tho ug h Aust ra l ia  i s  
Chi na 's  b i gg est  t rad i ng  pa rtne r .  
 Aust ra l ia ,  i n  f act ,  sa i d  th at  t here  w as  no  d oubt  t hat  H uawei  
part nere d w ith  Ch ine se  esp iona ge  s erv ice s ,  an d t hat  w as  t he  re ason fo r  th e  b an .  
 Ch i na 's  int ent ions  ar e  c lea r .   T hey 've  a nn ounce d t he i r  i ntent io n to  
inte ns i fy  government  su pport  for  t he  op t ic a l  network i ng  i nd ust r y  an d to  make  
the i r  n at io na l  ch ampi ons  wor l d  mark et  le a ders .  
 Our  respo nse  m ust  b e  equ al ly  c le ar  to  e ns ure  t hat  the  comp et i t ion  i n  
th is  v i ta l  sec tor  i s  no t  base d o n wh ich  gov e rnment  i s  w i l l i ng  to  lav is h  t he  most  
a id  to  the i r  pro duce r s ,  b ut  rat her  on  the  q ua l i ty  o f  t he  prod uct s  an d t he  s t ren gt h  
o f  the  in novat io n a nd  prod uct iv i ty  o f  i t s  workers .  
 Tha nk  you .  
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A. BACKGROUND 

What is Optical Communications? 

Optical networks have come to represent one of the core elements for our modern infrastructure.  These 

networks provide the backbone for the information highway that connects people and systems together 

and transport the many trillions of bits of information that we use each day.   

Optical networking equipment carries digital information using light waves over fiber optic networks. The 

advent of wavelength division multiplexing (“WDM”) systems has enabled the transmission of larger 

amounts of data by using multiple colors or wavelengths of light over a single optical fiber. Service 

Providers often use WDM systems to carry communications traffic between cities, referred to as long-

haul networks, and within large metropolitan areas, referred to as metro networks.  Optical networks are 

generally capable of carrying most types of communications traffic, from conventional long-distance 

telephone calls to e-mails and web sessions to high-definition video streaming.  As service traffic grows, 

Service Providers add transmission capacity to existing optical networks or purchase and deploy 

additional systems to keep pace with capacity requirements and service expansion.  

Who is Infinera? 

 

Infinera is a US based company was founded in Sunnyvale California in 2001 with a vision of increasing 

the functionality and improving the economics of optical transport systems. Infinera has been a publicly-

traded company since 2007 and employs approximately 1,200 people globally, most of them in Silicon 

Valley.  Infinera also has facilities in Allentown, Pennsylvania Annapolis Junction, Maryland and 

overseas. 

 

Infinera provides optical networking equipment, software and services to a variety of service providers, 

including regional and national services providers, internet content providers, cable operators and subsea 

network operators across the globe. 

 

Infinera manufactures what we believe to be the world’s only commercially-deployed, large scale 

Photonic Integrated Circuits or “PICs”.  Our current  generation of PICs transmit and receive 100 billion 

bits  per second of optical transmission capacity and incorporate the functionality of over 60 discrete 

optical functions into a pair of chips approximately the size of a fingernail.  Our next generation PICs will 

transmit 500 Gigabits of optical transmission capacity and incorporate over 600 discrete optical functions 

into a pair of chips. 

 

Similar to the way in which silicon integrated circuits changed the dynamics of the computing industry by 

increasing computing performance and reliability while reducing physical size, power consumption and 

heat dissipation, we believe that Infinera’s PICs have changed the dynamics of the optical network 

industry by increasing optical performance and reliability while reducing physical size, power 

consumption and heat dissipation.  We fabricate our PICs in California and develop the hardware and 

software that together comprises our optical network platforms that we sell to our customers. 

 

 

B. WHO ARE HUAWEI AND ZTE; HOW ARE THEY SUPPORTED BY THE CHINESE 

GOVERNMENT 

 

China has designated its telecommunications sector as a “strategic industry,” and it is expending 

significant resources to promote “national champions” in the industry both at home and abroad.  The 12
th
 

Five-Year Plan approved by the Government of China in March of 2011 also identifies next generation 

information technology as one of seven “strategic and emerging industries” for priority government 

support.
1
  The GOC aims for these seven industries to grow from their current output of 3 percent of GDP 

                                                           
1
 People’s Republic of China, Twelfth Five-Year Plan for National Economic and Social Development (March 14, 
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to 8 percent in 2015 and 15 percent in 2020, a plan that would require the industries to grow by 35 percent 

each year between now and 2015.
2
  By 2030, China’s goal is to be a global leader in each of the seven 

industries.
3
   

 

To reach this goal, China is reportedly aiming to invest $1.5 trillion in the seven industries over 

the next five years.
4
  The Government aims to intensify government support for the industries through the 

establishment of special development funds, preferential tax policies, and the provision of increased credit 

support.
5
  While the Government aims to aggressively expand the dissemination of information 

technology within China as part of the 12
th
 Five-Year Plan, allocating a reported  RMB 2 trillion (over 

$300 billion) in developing the country’s telecommunications infrastructure over the plan period,
6
 it is 

also focused on expanding the international presence of  key firms in the sector.  One of the key goals of 

the 12
th
 Five-Year Plan is to support the “multinational operations” of enterprises in the seven strategic 

industries, to be achieved by “[i]mproving export credit, insurance, and related policies, [and] actively 

giving support to the exploration of international markets for key products, technologies, and services 

from the emerging industries of strategic importance together with outbound aid ….”
7
 

 

This aggressive program over the twelfth five-year plan period builds on many years of 

government support for the telecommunications equipment industry.  In 2008, the Government of China 

included telecommunications infrastructure improvements as one of three megaprojects that cumulatively 

received RMB 27 billion of the central government’s stimulus funds in order to “accelerate” the projects’ 

progress.
8
  In 2009, the State Council issued an Electronic Information Industry Restructuring and 

Revitalization Plan as part of its stimulus policies responding to the global recession.
9
  The plan aimed to 

nurture backbone enterprises in the industry and to “intensify fiscal, taxation, and financial supporting 

policies” for the industry.
10

  The policy also called for increased governmental support through state-

owned bank financing and credits at “preferential rates” from the China Export-Import Bank.
11

  The 

policy also called for increases in export tax rebates and more use of export credit insurance by the 

industry.
12

   

 

                                                                                                                                                                                           
2011), Chapter Ten. 

2
 Emerging Strategic Industries: Aggressive Growth Targets, China Strategy, HSBC Global Research (October 19, 

2010). 
3
 Id. 

4
 “More Loans for Key Industries,” china.org.cn (March 7, 2011). 

5
 People’s Republic of China, Twelfth Five-Year Plan for National Economic and Social Development (March 14, 

2011), Chapter Ten.  See also Decision of the State Council on Accelerating the Fostering and Development of 

Emerging Industries of Strategic Importance (October 10, 2010) at Section VII (I) – (III). 
6
 People’s Republic of China, Twelfth Five-Year Plan for National Economic and Social Development (March 14, 

2011), Chapter Thirteen.  See also “China Telecom to Build World’s Largest Fiber Optic Network,” People’s 

Daily Online (March 2, 2011). 
7
 Decision of the State Council on Accelerating the Fostering and Development of Emerging Industries of Strategic 

Importance (October 10, 2010) at Section VII (I) – (III). 
8
 Micah Springut, et al., China’s Program for Science and Technology Modernization:  Implications for American 

Competitiveness, prepared by CENTRA Technology, Inc. for the U.S.-China Economic and Security Review 

Commission, 44 (January 2011). 
9
 State Council, Electronic Information Industry Restructuring and Revitalization Plan (April 15, 2009). 

10
 Id. at II.B. 

11
 Id. at IV.D. 

12
 Id. at IV.F. 
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China has also included many telecommunications products in its 2006 Catalogue of Chinese 

High-Tech Products, its 2006 Catalogue of Chinese High-Tech Products for Export, and its list of 

“encouraged” projects in the 2011 Directory Catalogue on Readjustment of Industrial Structure.  

Inclusion on these lists comes with a number of benefits for firms that manufacture the items, including 

preferential tax rates, low-interest loans from state-owned banks, and subsidized export credit insurance.  

Examples of the telecommunications equipment listed in the catalogues include optical network routers, 

switches, concentrators, and base stations, wavelength division multiplexers, and other network 

equipment, including network equipment based on the TD-SCDMA standard. 

 

China’s top telecommunications equipment manufacturers, led by Huawei Technologies and ZTE 

Corporation, have grown exponentially as a result of this aggressive government support.  As noted by 

the Commission in its 2011 report on the national security implications of the growth of these firms, 

Huawei has been designated as a national champion by the Government of China despite its insistence 

that it is a private firm that is independent of the state.
13

  The Government of China has protected and 

promoted these firms by requiring its state-owned telecom monopoly to discriminate in favor of domestic 

equipment suppliers and their domestic technology – as funds to expand domestic telecommunications 

infrastructure increases, so do the enormous advantages domestic equipment suppliers enjoy.  With this 

solid foundation in the domestic market, the Government of China has targeted the firms with aggressive 

support to expand internationally, including through the provision of massive amounts of export credits 

and export credit insurance.  Finally, the firms enjoy a wide array of other government benefits, including 

preferential tax treatment, government grants, and other forms of support.  The following three sections 

provide more details on these components of China’s support for Huawei and ZTE. 

 

1.  China’s Closed Telecommunications Equipment Market 

The government is the owner, operator, and regulator of the telecommunications sector in China, 

and decisions regarding the procurement of telecommunications equipment are made accordingly.  The 

three big telecommunications operators in China – China Mobile, China Telecom, and China Unicom – 

are all state-owned enterprises (“SOEs”).  While SOEs would theoretically not be bound by the domestic 

preferences in China’s government procurement law, there are reports that the big three are nonetheless 

encouraged or required to purchase domestic equipment where possible.   

 

The U.S. Trade Representative reports that the Ministry of Industry and Information Technology 

(“MIIT”), which regulates the big three telecom operators, “reportedly has still not rescinded an internal 

circular issued in 1998 instructing telecommunications companies to buy components and equipment 

from domestic sources.”
14

  This is confirmed by independent industry sources.  The Telecommunications 

Industry Association reports that, in some procurements by the big three, “companies are ignoring 

published criteria for bid evaluation, resulting in the selection of ‘national’ champions.”
15

  An investment 

advisory on China’s telecom market states that MIIT “has encouraged Chinese operators to purchase 

telecommunications equipment from Chinese manufacturers, including leading suppliers such as Huawei, 

ZTE, Datang and Great Dragon.”
16

  A 2005 article notes that “Restrictive and confusing policies toward 

foreign manufacturers, in the form of foreign ownership and percentage of local components when 

bidding for major tenders, also ensured that local firms like Huawei and ZTE … continued to dominate 

the local telecommunications equipment market.” 

                                                           
13

 The National Security Implications of Investments and Products from the People’s Republic of China in the 

Telecommunications Sector, U.S.-China Economic and Security Review Commission Staff Report (Jan. 2011) 

at 11. 
14

 U.S. Trade Representative, 2012 National Trade Estimate Report on Foreign Trade Barriers (2012) at 69. 
15

 Telecommunications Industry Association Comments on the U.S. Trade Representative’s 2011 Section 1377 

report (Dec. 17, 2010) at 3. 
16

 The JLJ Group, “China Telecom Market: Opportunities for Foreign Investors.” 
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Inclusion of optical network equipment in the list of high-tech products eligible for designation as 

indigenous innovation products creates another mandate for telecom operators to give preference for 

domestic equipment, as China has aggressively pushed for a focus on indigenous innovation products in 

its policies to expand and upgrade its domestic telecommunications infrastructure.  When China 

consolidated its telecommunications operators into the big three state-owned companies in 2008, it 

declared that one of the two central aspects of reform of the telecom sector is “adherence to indigenous 

innovation,” with goals that include realizing “scale application of indigenous innovation results, 

continuous development of follow-up technologies, [and] significant improvement of indigenous 

innovation capability.”
17

  In particular, the notice “encourages relevant departments, enterprises, and 

institutions to give priority to indigenously innovated products,” and “state-owned assets management 

departments shall use indigenous innovation as a key criterion in assessing telecom operators.”
18

  Finally, 

the notice directs financial institutions to increase support for indigenous innovation and directs relevant 

government departments to “use concessional loans, free aid, and other export policies to promote the 

international development of indigenously innovated products.”
19

  The Electronic Information Industry 

Restructuring and Revitalization Plan issued by the State Council in 2009 also seeks to enhance and 

accelerate indigenous innovation, calling for the “systemic application” of indigenously innovated 

products, and directing the industry to “strengthen the interaction between equipment manufacturing 

enterprises and telecommunication operators” and to “spur the development of the communications 

equipment industry through large-scale application.”
20

   

 

In 2009, the Government of China included MSTP optical transmission systems, SDH optical 

fiber transmission systems, and optical wavelength division multiplexers among the list of products 

eligible to apply for accreditation as indigenous innovation products.
21

  While the government has 

reportedly not developed a central-level catalogue of indigenous innovation products, optical network 

equipment is listed in indigenous innovation catalogues that have been developed by provincial and 

municipal level governments.
22

  The U.S. has attempted to address China’s use of indigenous standards to 

promote domestic technology through the Joint Commission on Commerce and Trade and the Strategic 

and Economic Dialogue processes.  In late 2010, China committed that it would take an “open and 

transparent” approach to telecom operators’ selection of technology, and that it would not interfere in 

operators’ free choice of preferred technologies for new communications networks.
23

  These 

commitments were reiterated by President Hu Jintao in a January 2011 visit to the White House.
24

  

Nevertheless, the 2008 and 2009 policies cited above appear to remain in effect. 

 

The practice of state-owned telecom companies to give preference to domestic equipment 

suppliers is further evidenced by statements in the telecom operators’ recent annual reports.  Both China 

                                                           
17

 Notice on Deepening the Telecom Reform, Ministry of Industry and Information Technology, National 

Development and Reform Commission, Ministry of Finance (May 24, 2008) at Section II. 
18

 Id. at Section III. 
19

 Id. 
20

 State Council, Electronic Information Industry Restructuring and Revitalization Plan (April 15, 2009) at II.B and 

III.C. 
21

 Notification Regarding the Launch of National Indigenous Innovation Product Accreditation Work for 2009 at 

Section III and Appendix 2 (limiting eligibility to products listed in the 2006 Catalogue of New- and High-

Technology Products).  
22

 The local catalogues are available in Chinese only. 
23

 U.S. Trade Representative, “21
st
 U.S.-China Joint Commission on Commerce and Trade: Fact Sheet,” USTR Fact 

Sheet (December 15, 2011). 
24

 The U.S.-China Business Council, China’s JCCT Commitments, 2004-10 (January 21, 2011). 
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Telecom and China Unicom, for example, have disclosed arrangements with their state-owned parent 

companies (who are not publicly traded and thus not subject to the same disclosure obligations) under 

which the state-owned parent performs all of the equipment procurement for the telecom operator.
25

  

Indeed, in one financial statement China Unicom described the arrangement as a risk to other 

shareholders: 

 

Our controlling shareholder, Unicom Group, can exert influence on us 

and cause us to make decisions that may not always be in the best 

interests of our other shareholders …. As our controlling shareholder, it 

is able to influence our major business decisions through its control of 

our board of directors. All of our executive directors and executive 

officers also serve as directors or executive officers of Unicom Group. In 

addition, our operations depend on a number of services provided by 

Unicom Group.  For example, Unicom Group … provides equipment 

procurement services … to us …. The interests of Unicom Group and 

our interests in these transactions may differ and Unicom Group may 

cause us to make decisions that conflict with the interests of our other 

shareholders.
26

 

 

One feature of the procurement services contracts that China Telecom and China Unicom have with their 

state-owned parents is a two-tiered fee system that differentiates between procurements of imported and 

domestic telecommunications equipment.  China Telecom and China Unicom pay a concession fee to 

their state-owned parents for the procurement of equipment – the maximum concession fee for the 

procurement of imported equipment is one percent of the contract value, while the maximum concession 

fee for the procurement of domestic equipment is three percent of the contract value.
27

   

 

These arrangements require the telecom operators to provide three times as much financial 

support to their state-owned parents when they purchase domestic equipment as when they purchase 

imported equipment.  This additional financing creates a strong incentive for state-owned parents to 

procure domestic, rather than imported, equipment on behalf of their telecom operator subsidiaries.  The 

differentiation may also be designed to allow the state-owned parents to pay higher prices for domestic 

telecommunications equipment than they would pay for imported equipment in order to support domestic 

equipment manufacturers.  In fact, the average selling price for WDM optical communication systems in 

China is the highest in the world.  As a result, Huawei and ZTE are afforded above market pricing in their 

protected home market so that they can sell below market overseas.     

 

There are numerous reports indicating that procurement by the Chinese telecom operators has 

been a major factor fueling the success of Huawei and ZTE and their ability to grow, finance research and 

development, and penetrate foreign markets.  The three telecom companies spent nearly 400 billion RMB 

on capital expenditures in 2009, and domestic equipment manufacturers are the dominant suppliers for 

these projects.
28

  In 2010, for example, ZTE and Huawei received massive equipment purchases from 

China Mobile for the rollout of its first Package Transport Network, with each company getting a 35% 

share of the revenue.
29

  As one financial analysts’ report summarizes the dynamic, “Strong domestic sales 

                                                           
25

 China Telecom 2011 Annual Report at 45, China Unicom 2011 Annual Report at 69. 
26

 China Unicom 2008 Form 20-F at 10. 
27

 China Telecom 2011 Annual Report at 45, China Unicom 2011 Annual Report at 69. 
28

 DBS Research Group, “China Telecom Sector” (Feb. 24, 2010) at 5, 31. 
29

 ZTE, ZTE and Huawei Claim Lion’s Share of China Mobile’s PTN Purchasing, ZTE: Media Focus.    
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have given Chinese equipment vendors ammunition to overtake global rivals to sustain long-term 

growth.”
30

 

 

2.  State Funding through Low-Cost Loans and Insurance 

With a strong domestic customer base made possible through discriminatory procurement 

policies, Huawei and ZTE have built the foundation to enable them to penetrate telecommunications 

markets around the world.  This overseas expansion has been aggressively supported by the provision of 

low-cost financing from the Government of China, particularly in the form of subsidized export credits 

and export credit insurance.   

 

As mentioned above, a number of categories of telecommunications hardware are listed in the 

2006 Catalogue of Chinese High-Tech Products.  Being listed in the catalogue makes the item eligible for 

preferential interest rates on export credits from China’s Export-Import Bank and the China Development 

Bank.  In addition, the State Council’s 2009 Electronic Information Industry Restructuring and 

Revitalization Plan also called for increased availability of preferential export credits and export credit 

insurance to the industry as part of the government’s stimulus plan. 

 

China is the world’s leading provider of export credits.  In 2010, the U.S. ExIm Bank estimates 

that China ExIm issued $45 billion in new medium- and long-term export credits, more than three times 

the value of such credits newly issued by the U.S. ExIm Bank.
31

  U.S. ExIm Bank estimates that total 

export credit financing from the Chinese government, including credits from China ExIm and the China 

Development Bank, likely exceeds $100 billion per year.
32

  China is not, however, a member of the 

OECD arrangement on export credits.  While China ExIm Bank and the China Development Bank reveal 

little about the terms on which their export credits are offered information about these programs, there are 

various second-hand reports indicating that the terms of this financing are highly concessional, and below 

the rates at which OECD member export credit agencies provide financing.
33

 In addition, circulars issued 

by the People’s Bank of China indicate that interest rates on credits for products listed in the 2006 

Catalogue of Chinese High-Tech Products are typically two percentage points below the People’s Bank’s 

normal benchmark rate.
34

  The U.S. ExIm Bank has concluded: “Most of the terms and conditions of their 

[China ExIm Bank’s] financing did not and do not fit within the OECD guidelines.”
35

 

 

Huawei and ZTE have been major beneficiaries of generous export credit support from the 

Government of China.  The companies have received tens of billions of dollars in credit lines from China 

ExIm and the China Development Bank – amounts that exceed their total annual revenue and enable the 

companies to aggressively outbid competitors in overseas markets. 
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 DBS Research Group, “China Telecom Sector” (Feb. 24, 2010) at at 1. 
31

 Export-Import Bank of the United States, Report to the U.S. Congress on Export Credit Competition and the 

Export Import Bank of the United States (June 2011) at 11. 
32

 Id. at 113. 
33

 See, e.g., Ryan J. Orr and Jeremy R. Kennedy, “Highlights of recent trends in global infrastructure: new players 

and revised game rules,” Transnational Corporations, Vol. 17, No. 1 (April 2008) at 108; Deborah Brautigam, 

China’s African Aid: Transatlantic Challenges, The German Marshall Fund of the United States (April 2008) at 
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Lending Rates of RMB, YINFA [2010] No. 294 (Oct. 19, 2010). 
35

 Export-Import Bank of the United States, Report to the U.S. Congress on Export Credit Competition and the 

Export Import Bank of the United States (June 2010) at 99. 
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In 2009, Huawei received a $30 billion line of credit from the China Development Bank, a 

government-owned bank.
36

  Huawei describes the credit line as an export buyer’s credit – that is, 

financing available to Huawei’s overseas customers to finance their purchases of equipment from 

Huawei.
37

  The terms of the financing are not public, but are reported to be extremely favorable.  

According to one European industry source, “Huawei arranges for a seven-year loan from China 

Development Bank for equipment, where for the first three years operators make no upfront payment, but 

the company gets paid by the bank immediately.”
38

   

 

Also in 2009, ZTE secured a line of credit from China’s Export-Import Bank totaling $10 billion, 

and a line of credit from the China Development Bank of $15 billion.
39

  While ZTE reports that interest 

rates on loans from China Development Bank and China Export-Import Bank range from 3 to 4 percent, it 

is possible those loans have deferred payment terms as the China Development Bank loans to Huawei are 

reported to have.
40

  For example, an article on China ExIm’s backing of a 2010 sale by ZTE to Canada’s 

Public Mobile notes that ZTE’s rivals claimed such loans are offered at rates as low as zero percent.
41

   

 

State-owned Chinese banks have also supported Huawei and ZTE by conditioning loan packages 

to struggling foreign telecom operators on the procurement of Chinese equipment.  In 2010, Indian 

mobile operator Reliance Communications (“Rcom”) secured $1.1 billion in financing from a consortium 

of Chinese state-owned banks, including China ExIm, the China Development Bank, the Industrial and 

Commercial Bank of China and other Chinese lenders.
42

   The loan, which was provided for a term of 

seven years at five percent interest and helped Rcom avoid default, reportedly included conditions 

requiring Rcom to use $600 million of the financing to acquire network equipment from ZTE and 

Huawei.
43

  The Rcom case does not appear to be the first instance in which Chinese financial institutions 

have propped up or bailed out foreign telecom operators in return for agreements to purchase equipment 

from Huawei.  Other examples include start-up funding to a Polish operator, a bank-backed leasing 

arrangement with H3G in Austria, and a $1 billion loan to America Movil in 2009.
44

 

 

Export credits and other forms of conditional funding to foreign telecom operators are not the 

only form of state-backed financing Huawei and ZTE enjoy.  As mentioned above, the optical equipment 

industry is an “encouraged” industry and thus eligible for preferential loans from state-owned banks in 

China, and the 12
th
 Five-Year Plan calls for even more aggressive direction of subsidized financing to 

support this “strategic and emerging” industry.  Both Huawei and ZTE report large increases in their 

borrowing in 2011.  Huawei, for example, increased its global sales revenue by an impressive 11.7% from 

2010 to 2011, but the volume of its short- and long-term lending grew nearly five times faster, rising by 

56.9%.
45

  ZTE increased its global sales revenue even more rapidly than Huawei, by 23% from 2010 to 
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 See, e.g., “China Development Bank Enhances Support to Huawei,” TradingMarkets,com (Sept. 23, 2009). 
37
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38
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2011 – but its borrowing rose even more quickly, with short-term loans outstanding rising by 70% and 

long-term loans more than quadrupling in volume.
46

  While neither firm discloses the extent to which 

these loans are from China’s state-owned banks (which account for 80% of China’s banking sector), ZTE 

does note the following regarding its interest rate risk exposure: “… the total amount of interest payments 

owed by the Group will vary as a direct result of any fluctuations in the loan interest rates determined by 

the State,”
47

 indicating much if not all of the firm’s borrowings are from state-owned banks. 

 

Huawei and ZTE also benefit from access to government-backed export credit insurance from 

China’s export insurance agency, Sinosure.  Because optical equipment is listed in China’s catalogues of 

high-tech equipment, it is eligible for preferential terms from Sinosure on non-payment insurance.
48

  

Companies that manufacture equipment listed in the high-tech catalogues are entitled to higher approval 

limits and maximum discounts on premium rates.
49

  In 2009, Sinosure announced Comprehensive 

Strategic Cooperation Agreements with Huawei and ZTE wherein Sinosure agreed to provide short-, 

medium-, and long-term export credit insurance to assist them in expanding their export businesses.
50

  

The premiums for the insurance offered to Huawei and ZTE appear to be at concessional rates.  For 

example, Barclays Capital worked with Sinosure to guarantee $127 million in export financing to Huawei 

in 2011, and the bank noted that it was “able to achieve a more competitive premium than originally 

expected.”
51

   

 

Unfortunately, there does not appear to be public information available regarding the premiums paid 

by Huawei and ZTE for export credit insurance from Sinosure or any losses incurred by the companies 

that were covered by Sinosure.  ZTE does report some instances in which customers failed to make the 

full payment owed that are currently under litigation or arbitration, indicating that losses may be 

occurring which may be covered by Sinosure.
52

  Sinosure may also have been involved in certain 

financing guarantees to foreign customers reported by ZTE, including a guarantee of 50 million RMB for 

a term of twelve years to Djibouti Telecom S.A. in 2006 and a guarantee of $3 million for a term of six-

and-a-half years to Benin Telecom S.A. in 2007.
53

  Huawei also reports that there are instances where the 

credit risk for a particular customer may become unacceptably high.
54

   

 

3.  Other Government Subsidies to Huawei and ZTE 

Huawei and ZTE have also benefited from a variety of other forms of government support, including 

direct grants, preferential tax treatment and equity infusions.  In 2010, Huawei reported receiving RMB 

433 million in unconditional government grants and RMB 545 million in grants that were conditional on 

completing certain research and development projects.
55

  In 2009, Huawei reported receiving $129 

million in government grants.
56

  ZTE received RMB 471 million in government grants, contract penalty 
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income, and other miscellaneous gains in 2010, according to its annual report.
57

  In 2009, ZTE reported 

receiving $92 million in government subsidies, including grants, support for technology development, and 

tax subsidies.
58

  Neither company has disclosed the volume of government grants received in 2011. 

 

In addition, telecom equipment manufacturers that qualify as high- and new-technology enterprises 

are eligible for lower across-the-board tax rates.  ZTE reports that numerous subsidiaries enjoy a 50% 

reduction in their income tax rates due to this status – other subsidiaries have been granted temporary tax 

holidays based on this status or additional provincial and local tax incentives.
59

  China also refunds VAT 

taxes paid to companies in certain industries, including rebates on software procurement.
60

 ZTE reports 

receiving 1.9 billion RMB in such refunds and other tax subsidies in 2011.
61

  While Huawei does not 

disclose its Chinese tax rate or the eligibility of any of its operations for preferential treatment, its 

effective tax rate for its global operations 2011 was 6.5%, far below the statutory rate in China of 25%.
62

 

 

Huawei and ZTE have also benefitted from direct equity infusions from the Government of China or 

supported by state-owned financial institutions. Huawei received an infusion of $5.8 billion from its 

equity holders in 2009.
63

  The company is 99 percent held by the union of its employees.
64

  There is very 

little information about the true ownership structure of Huawei and the nature of its employees’ 

ownership of the company.  However, in China, all unions must be part of the All China Federation of 

Trade Unions, a public entity associated with the Communist Party.  In addition, numerous commentators 

have noted the strong ties between Huawei’s founder and the Government of China.
65

  The equity 

infusion was equal to nearly four percent of the company’s sales revenue in 2009. 

 

In 2008, ZTE issued 40 billion RMB in bonds cum warrants, which were guaranteed by the China 

Development Bank, a state-owned bank.
66

  The bonds, which bear an interest rate of 0.8%, have permitted 

the company to fund major capital investments.  In addition to being backed by a major state-owned bank, 

it appears that many of the major purchasers of the bonds are themselves state-owned firms.
67

  The RMB 

40 billion the company has been able to raise through the bond issuance was thus directly supported by 

government guarantees and government purchases, resulting in a major government-backed infusion of 

funds to the company. 

 

4.  Conclusion 

  

Aggressive government support has permitted Huawei and ZTE to grow exponentially in 

recent years.  By protecting its domestic telecommunications market for national champions, the 
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Government of China has restricted competition and provided a guaranteed foundation for 

Huawei and ZTE’s growth.  Massive export credits and export credit guarantees have propelled 

the firms’ expansion in overseas markets, where the sheer volume of low-cost funding available 

from China’s state-owned banks overwhelms potential competitors.  Huawei and ZTE have also 

benefitted from direct government grants, preferential tax treatment, and government-backed 

equity infusions.   

 

The trade-distortions resulting from this support have not gone unnoticed by China’s trading 

partners.  In 2010, the EU initiated an investigation into subsidized imports
68

 of wireless wide 

area networking modems from China after receiving a complaint from Option N.V., a Belgian 

producer of such wireless modems.
69

  The complaint primarily targeted Huawei and ZTE, and 

stated that the Chinese exporters were able to flood the European market with low-priced 

products due to heavy subsidization by the Chinese government.
70

  Following a preliminary 

investigation, public reports state that the EU was proposing significant duties of more than €30 

for the imported Chinese modems, which normally only cost between €20 and €30 – meaning the 

extent of subsidization found was in the triple digits.
71

  Prior to imposition of the duties, Option 

N.V. and Huawei entered into a “cooperative agreement,” which included Huawei paying €33 

million to license some of Option’s software and Huawei purchasing Option’s subsidiary, M4S, 

for €8 million.
72

  In the wake of this agreement, and “in the spirit of future collaboration,” Option 

then withdrew its complaints and the investigation was terminated.
73

  In the past few weeks, 

however, it appears the EU may be contemplating re-opening the investigation.
74

   
 

C. WHAT IS THE IMPACT OF THE RISE OF THESE GOVERNMENT SUPPORTED 

ENTITIES 

 

1. Impact on US Economy and Optical Industry 
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The rapid growth of Huawei and ZTE with massive state support has undermined competition 

and poses a threat to innovation in the optical equipment industry.  The firms have grown exponentially 

over recent years:  Huawei’s annual revenues more than tripled from 2006 to 2011, growing from 66 

billion RMB to 204 billion RMB.
75

  ZTE’s annual sales revenue also more than tripled from 2006 to 

2010, rising from 23 billion RMB to 86 billion RMB.
76

  From 2010 to 2011, Huawei overtook Alcatel-

Lucent to become the top optical network equipment vendor in the world; ZTE leaped over Fujitsu to 

become the world’s fourth largest.
77

 

 

This astronomical growth is due in large part to Huawei and ZTEs ability to aggressively 

underbid their competitors with the backing of state support.  As noted above, the European Union 

preliminarily found that government subsidies to the two firms may be as high as 100% or more of their 

sales revenue.  Another article states that Huawei and ZTE are able to underbid their competitors in global 

markets by 30 to 40% on a regular basis.
78

   

 

Huawei and ZTE are consistently rated by global telecom service providers as superior to their 

competitors in the optical network equipment industry in one important respect: price.
79

  In a major 2011 

survey of global telecom operators, a full 83% of respondents identified Huawei as among the top three 

firms in price leadership, with ZTE named by 67% -- the next most frequently mentioned firm was only 

named by 28% of respondents.
80

  By contrast, neither firm was the most frequently mentioned on other 

important industry metrics such as technology, service and support, management tools, or research and 

development.
81

   

 

The fact that the number one and number four vendors in the industry fall behind in each of these 

categories, and yet are able to prevail largely on price, indicates that their aggressive pricing behavior is 

thwarting the ability of the industry to innovate.  The vendors rated highest for their technology – Ciena, 

Alcatel-Lucent, and Infinera – saw their revenues grow more slowly than either Huawei or ZTE last 

year,
82

 ceding market position to firms that don’t offer better solutions, but can undercut the competition 

on price.  As Cisco CEO John Chambers remarked earlier this year, “in the long run, Huawei is the 

company’s toughest competitor.  Huawei will always compete on price.”
83

 

 

The list of projects lost to Huawei and ZTE due to aggressive underbidding is a long one.  Most 

of these projects have been won outside of the U.S.  From 2005 through 2010, Huawei and ZTE won over 

$3 billion in contracts from African telecom operators in Algeria, Angola, Ethiopia, Ghana, Libya, 

Nigeria, and South Africa.
84

  A few notable examples in the U.S. include Huawei’s agreements with Leap 

Wireless in 2007 and 2009, a supplier agreement with Cox Communications in 2009, and an agreement 
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with Clearwire in 2009; in 2010, ZTE announced expectations to begin selling equipment in the U.S. 

market by the end of the year.
85

  In some cases in which the amount by which Huawei or ZTE underbid 

competitors to win overseas contracts has been disclosed, the margins of underselling are dramatic.  In 

one 2008 example, Huawei won a network contract in Oman in which its bid was less than a third of 

rivals Ericsson and Nokia Siemens.
86

 

 

Each of these contracts represents a lost opportunity to American producers and American 

workers.  As other optical network equipment providers have lost sales and market share, lost jobs have 

resulted.  In July of last year, Cisco Systems announced it was laying off 9% of its global workforce in 

order to cut $1 billion in expenses – increased competition in the switching and router market was blamed 

for the layoffs.
87

  In 2007, Alcatel-Lucent aimed to cut costs by reducing its manufacturing presence – 

12,500 workers worldwide lost their jobs, including hundreds in the United States.
88

  The company has 

continued to struggle, however, and additional U.S. workers producing electrical switching equipment for 

Alcatel-Lucent were laid off and certified for trade adjustment assistance earlier this year.
89

 

 

The loss of ground by major western equipment vendors is also undermining these firms’ ability 

to keep investing in innovation.  Robust research and development programs are vital to the future of the 

industry.  Unfortunately, in the past few years major western equipment providers have been forced to 

reduce the share of their revenues devoted to research and development, threatening their ability to stay 

ahead of the curve and innovate the next generation of optical network technology.  If these trends are 

allowed to continue, we will quickly lose our most important competitive advantage in this industry, 

which is our widely recognized technological edge.  It is not only individual companies that will suffer.  

The failure to innovate will also impact the economy at large, which depends on a rapidly improving 

telecommunications infrastructure to raise our productivity, efficiency, and the quality of life.   

 

Moreover, if predatory pricing trends continue, the last vendors standing will likely be Huawei 

and ZTE.  Without any viable domestic vendors to compete with, they will raise their prices dramatically, 

causing further economic harm.    

 

 

2.  What are some of the Security Risks 

The second reason we should be concerned about the growth by Huawei and ZTE are the security 

concerns that they pose to optical networks.  There are three principal areas of concern that relate to the 

providers of optical networks, including the threats of: 

1. disruption or disabling the optical network,  

2. eavesdropping or other unauthorized information gathering; and  

3. disruption to adjacent or dependent networks. 

 

Disruption of Optical Networks:  optical networks are controlled by network management 

software (NMS) that is developed and supplied by the optical equipment vendor.   This management 
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software is extremely complicated as it manages the equipment and connections for the optical network.  

Typically the NMS software package is comprised of anywhere from several hundreds of thousands to 

millions of line of source code and encoded in so-called “machine language,” which, as a practical matter 

is nearly impossible to decipher.    As a result, it is difficult for anyone other than the developer of this 

software to fully understand its functionality and integrity.   

 

If an optical vendor were so interested, it would be possible for them to include code into their 

NMS that would enable them to temporarily or permanently disable their NMS.  The result of this action 

would be the temporary loss of any connectivity over this optical system for a period of several days to 

potentially months.  The overall impact of this system would depend on the size of the rogue optical 

vendor’s network deployments.  If the network equipment provider had a substantial number of customers 

it could severely impact the interconnectivity of the US and cause severe economic distress.  In particular, 

any system that utilizes the optical network (internet, phones, data, etc.) would lose connectivity and have 

to be re-routed onto another optical network.  If there was no available bandwidth with other optical 

networks, then the signal would be lost.   

 

The supplier of optical equipment has access to detailed network design information, such as 

information on the locations of where the critical telecommunications devices are located and how the 

optical network is designed and operates.  This same information would allow a rogue optical vendor to 

more effectively make any cyber-attack. 

 

Illegal Information Gathering (Cyber-snooping):  The information that is transported across 

optical networks could be accessed by a rogue optical equipment vendor.  For example, such a vendor 

could include backdoors or other software devices into their network management software to enable the 

vendor to gather or copy data that is being transmitted over the optical vendor.  It would be very difficult 

for the end user to determine that their information is being copied and it is unlikely that the US network 

operator would discover this intrusion In particular, an operator would have to be specifically looking for 

this type of intrusion and would have to specially equip the network with complex and expensive 

monitoring gear to detect it. Moreover, they would need to know exactly where to look since 

instrumenting an entire network this way would be prohibitive. 

 

Inject Malware into other support Systems:  Since optical network are the pipes that carry 

most critical network information, it is possible to inject malicious code into attached systems that could 

damage these adjacent systems.  Adjacent systems would include electrical systems, and other critical 

infrastructure services.   

 

For these reasons, the House intelligence committee announced in November of last year that it 

would examine “the threat posed by Chinese-owned telecommunications companies working in the 

United States, and the government’s response to that threat.” 
90

 

 

I would also note that the Chinese optical vendors, such as Huawei’s Submarine Cable Company 

have become much more active in the subsea communications sector.  The opportunity for rogue vendor 

activities that I discussed above for terrestrial systems would be equally applicable for subsea optical 

networks. 

 

D. CONCLUDING REMARKS 
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The rapid growth of China’s optical equipment suppliers, fueled by protectionist government policies 

at home and lavish government support to expand overseas, poses an increasing threat to American 

innovation and job creation.  The pattern is similar to what we have seen in many other industries.   

 

In the solar industry, for example, China protected its home market for domestic producers and 

propped up those producers’ exports with tens of billions of dollars of state-backed loans, including 

export credits.  As a result, Chinese producers quickly came to dominate the world market and world 

prices plummeted by 40% in 2009 and later.  No matter how innovative their technology or how much 

better their product may perform and conserve resources over the long-run, American producers were 

forced to shut their doors one after another as prices dropped below their costs to produce.  In 2011, the 

U.S. lost a full 20% of its domestic solar capacity due to bankruptcies and other shut downs.  The solar 

industry has finally taken action to defend itself from China’s predatory and unfair trade practices, but for 

many firms and workers it is too late.   

 

It is interesting to note the approach taken by countries such as Australia and Germany.   

 

Australia:  The fact that China is Australia’s biggest trading partner did not stop the Australian federal 

government from banning Huawei from participation in tenders to supply equipment to the national 

broadband network (NBN). The $37.6 billion (USD) NBN project aims to bring fiber optic broadband 

connectivity to 93 percent of Australian homes by 2020. The Australian government prohibited Huawei 

from tendering for the multi-billion supply contracts due to security concerns, specifically cyber-attacks 

originating in China. The government based its decision on advice from the Australian Security 

Intelligence Organization. Australia’s top signals intelligence expert said there was “no doubt” Huawei 

partnered with China’s espionage services.  

 

Similarly in Germany, earlier this year, Huawei and other Chinese vendors were excluded from bidding 

for business at Germany’s national research and education network (DFN) where Huawei was an 

incumbent supplier. The Chinese companies were not considered due to security concerns. 

 

Our ability to innovate the telecommunications infrastructure of the future with U.S. technology, U.S. 

intellectual property, and U.S. workers depends on our ability to confront China’s state-capitalist model 

that drove our solar industry to the brink and is now distorting world markets for optical equipment.  

China’s intentions are clear: they have announced their intention to intensify government support for the 

industry and to make their national champions world market leaders.  Our response must be equally clear 

to ensure that competition in this vital sector is not based on which government is willing to lavish the 

most resources on its producers, but on the quality of our products, the strength of our innovation, and the 

productivity of our workers. 

 

 

I would like to recognize the efforts of Terence P. Stewart and Elizabeth Drake of the Law Firm of 

Stewart and Stewart for their significant assistance in preparing the materials for my testimony.  Thank 

you Terry and Elizabeth for your support and assistance. 
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HEAR IN G CO -C HA IR  S LANE:   Tha nk  you ,  Mr .  McCa rthy .  
Mr .  Fe l lowes .  

 
 

OPENING STATEMENT  OF JAM ES FELL O W ES  
CHAIRMAN AND CEO,  FELL OWE S INC.  

 
 MR.  FELLOW ES:   Good morn in g.   My  name  i s  James  Fe l lowes .   I ' m  
Chie f  Exec ut ive  Of f ic er  o f  Fe l lowes ,  I nc .   We are  a  95 -year -o l d ,  fou rth  ge nerat ion 
fami ly  b us i ness ,  loc a ted i n  I tasc a ,  I l l i no is .   We pro du ce  b us ines s  mach in es  a nd 
o f f ice  pro duc ts ,  an d se l l  t hem a l l  over  the  wor ld .  
 Our  comp any  i s  per h aps  best  known  for  i t s  market - lea di n g  l ine  o f  
pap er  s hre dd ers .   Fe l lowes '  e ng in eer i n g  e xpert i se  a n d i nte l lect ua l  pro perty  i s  
what  se ts  ou r  s hre dd ers  a par t .  
 A l t hou gh Fe l lowes  p r o duces  many  prod uct s  domest ic a l ly ,  we  be gan  
manu fact ur in g  p ape r  shre dde rs  in  Ch in a  i n  1998  to  serve  our  g l oba l  ma rket .   I n  
2006 ,  Fe l lowes  ente r ed i nto  a  50/50  jo i nt  ventu re  wit h  S h inr i  Machi nery  Compa ny  
in  C ha n gz hou,  Ch in a .    
 Unde r  t he  terms  o f  t he  cont rac t ,  Fe l lowes  reta i ne d 100  pe rcen t  
owners hi p  o f  i t s  too l i ng  an d i t s  IP  neces sa ry  to  man ufa ctu re  Fe l lowes  sh red der s  
by  the  J V .  
 For  over  t hree  ye ars ,  th i s  en ga gement  res ul te d i n  a  p rodu ct ive  jo int  
ventu re  to  man uf actu re  an d s h i p  goods  to  Fe l lowes '  locat ions  a roun d t he  wor l d .   
Sh in r i  e n joyed  a  re tu rn  on  i t s  i nvestment  o f  in  excess  o f  100  p ercent  per  year .  
 In  2009 ,  Sh in r i  cha n g ed i t s  le ade rsh ip  for  the  jo i nt  ve ntu re  wi t h  
Fe l lowes .   Everyth in g  cha nge d immediate l y .   S h i nr i  metho dic a l l y  imposed  
un reaso nab le  deman d s  on Fe l lowes  in  an  e f fort  to  h i jack  Fe l lo wes '  g lob a l  
shre dde r  bus ine ss .  
 Spec i f i ca l ly ,  the  new leade r  o f  Sh in r i  ma de  i t  c lear  tha t  u nle ss  
Fe l lowes  as s i gne d i t s  100  perce nt  Fe l lowe s -owne d too ls  to  t he  50/50  JV ,  a nd  
un less  i t  a ss i g ned i t s  100  perce nt  owne d,  F e l lowes -ow ned ,  en gi neer i n g  d iv i s ion  to  
the  50/50  JV ,  a nd  a l s o  ass i gne d i t s  100  pe rcent  Fe l lowes -ow ne d C hi na  Sa le s  
D iv i s io n  to  t he  50/50  JV .   An d ou r  J V  part n er  a l so  made i t  c lear  that  un less  we  
agree d to  inc rease  pr ices  to  Fe l lowes  aro u nd t he  wor ld  by  40  p ercent  
immediate ly ,  a n d a ls o  agree d to  un i la tera l ly  con tr i b ute  $10  mi l l ion  to  the  jo in t  
ventu re ,  un less  we  m et  a l l  those  con di t ion s ,  S h i nr i  wou ld  use  i t s  power  as  le ga l  
repre sent at ive  o f  the  JV  to  c lose  down a l l  operat ions .  
 When Fe l lowes  re fu s ed th is  ex tort io n,  Sh i nr i  e f fe ct ive ly  sh ut  d own 
operat ions  in  orde r  t o  force  Fe l lowes  to  s ubmit .   Sh in r i  i l leg a l l y  obst r ucte d 
sh i pment s  o f  pap er  s hre dde rs  beg in ni ng  A ug ust  7 ,  2010 ,  forc in g  the  J V  to  s to p 
prod uct ion .  
 Sh in r i  p l aced t r ucks  a nd gu ar ds  in  t he  f ron t  o f  t he  gate s  o f  t he  JV  
fac i l i ty  to  b lock  s h i p ments  o f  goods .   S h i n r i  ex pe l led  Fe l lowes '  appo inte d 
manageme nt  perso nn el  f rom t he  f ac i l i ty ,  a nd Sh in r i  i l leg a l ly  det a ine d Fe l lowes  
in je ct io n mold in g  too ls .  
 Immediate ly  a f ter  t h e  c losu re  o f  t h i s  f ac i l i ty ,  I  t rave le d to  Ch a ng zho u 
and  met  wit h  loc a l  government  o f f i c ia l s .   T hey  sympa th ize d wit h  our  p l ig ht ,  but  
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were  e i t her  un ab le  o r  u nwi l l i n g  to  ope n t he  fa ctory  or  fac i l i tat e  a  sa le  o f  t he  JV  
to  Fe l lowes .  
 Severa l  month s  l ater ,  the  JV  became in so lv ent ,  an d t he  p rocess  o f  
l iq u ida t ion  o f  as sets  beg an .   P r ior  to  t he  s hut down,  Fe l lowes '  a nn ua l  sa les  
revenue  f rom t hese  b locked pro duct s  was  168  mi l l io n  U .S .  do l la rs .   The  
cumul at ive  impa ct  o f  these  act io ns  i s  a n  e conomic  loss  tota l in g  over  $100  mi l l io n  
to  Fe l lowes .   W hi le  F e l lo wes  wa s  s t ru gg l i n g  to  re bu i l d  i t s  ma nu fact ur i n g  
capa bi l i ty  e l sew here ,  Sh in r i  e ntere d into  a  new jo i nt  ve ntu re  wi th  a  former  
Fe l lowes  oper at io ns  manage r  o f  t he  jo int  ventu re .  
 Sh in r i ' s  pu rpose  in  fo rmin g th e  new JV  was  to  c reate  a  new  sh re dde r  
bus in ess  to  c ompe te  on a  g lob a l  bas is  w i t h  Fe l lowes .   Sh in r i ' s  new vent ure ,  New 
Unite d O f f ice  E qu ipm ent ,  s ucce ss f u l ly  p ur chase d t he  fo rmer  jo i nt  vent ure  fac i l i ty  
and  a l l  t he  p rod uct ion f ix tu res  in s i de  the  fac i l i ty  at  a n  a uct ion .  
 Th is  gave  New U ni ted  a  f u l ly  f unct ion in g  m anu fac tur i ng  o perat i on.   
In  ad di t ion,  the  p urc hase  o f  the  fac i l i ty  e f fect ive ly  gave  New U nite d p hys ica l  
contro l  over  Fe l lowes '  100  pe rcent -owne d prod uct ion too l s  a nd $3 .5  mi l l ion  o f  
Fe l lowes - bra nde d f i n ishe d goods  inve ntor y  that  w as  locate d i n s ide  the  f acto ry  at  
the  t ime of  the  c los u re .  
 T rap pe d i ns i de  t he  fa c i l i ty  at  t he  t ime of  t he  s hut down we re  over  
1 ,000  sets  o f  prod uct ion too ls .   T hese  too l s  are  use d for  mak i ng  hous in gs ,  ge ars ,  
cut ter s ,  a s  wel l  a s  ne ar ly  every  other  pa rt  o f  the  prod uct s .   The  too ls  we i gh 
thous an ds  o f  pou n ds  each an d co l lect ive ly  have  a  rep laceme nt  v a lue  o f  over  $10  
mi l l io n.  
 These  too l s  embody  F e l lowes '  i nte l lect ua l  prope rt ie s  a nd 30  ye ars  o f  
deve lopme nt  a nd kno w -how.   Wit hout  t he m,  Fe l lowes  ca nnot  m anu fac tur e  i t s  
shre dde rs .   
 A lso ,  over  70 ,000  br a nde d s hre dde rs  w ith  a  resa le  va lue  o f  $3 .5  
mi l l io n  were  he ld  in s i de  the  fa c i l i ty .   The s e  shre d ders  we re  or d ered by  Fe l lowes ,  
bore  t he  Fe l lowes  t ra de  n ame,  i ncor porate d Fe l lowes '  pate nted  featu res ,  an d 
conta i ne d war ra nt ie s  backe d by  Fe l lowes  and  i t s  g loba l  s ub s i d i ar ies .  
 Fe l lowes  obje cted to  Sh in r i ' s  phys ica l  con t ro l  o f  t he  too ls  an d 
f in is hed goods  i n  th e  Cha n gz hou co urt s  a n d a lso  wit h  loc a l  government  o f f i c ia l s  
and  wit h  t he  U ni te d States  gover nment .   Fe l lowes  o f fe red to  p ay  for  t he  removal  
and  s tor age  o f  the se  too ls  an d f i n is he d go ods  a nd to  p ut  t hem i nto  a  se cu re  
th i rd -p arty  locat io n.  
 The  C ha ng zho u cou rt  re fu sed to  take  a ny  a ct ion ot her  t ha n im p os in g  
a  pre servat ion o rder  on the  asset s .   Tho ug h Fe l lowes  f i led  a  s u i t  at  t he  
Cha ng z hou inte rmedi ate  cou rt  to  recover  i t s  too ls ,  in  the  fa l l  o f  2010 ,  the  f i r s t  
hear in g  wa s  not  he l d  unt i l  a  year  la ter  in  t he  fa l l  o f  2011 .   Fe l lowes  prov i de d 
document s  s howi ng h ow each o f  these  over  1 ,000  too ls  wa s  ord ered,  p urc hase d 
and  p a i d  for  by  Fe l lowes .   C lea r  t i t l e  wa s  estab l i she d.  
 The  cou rt  i n d ic ated t hat  t here  wo ul d  be  a  second  hea r i ng  a  f ew 
weeks  late r .   B ut  not hi ng  ha s  occu rre d s in ce .   A l l  ap pea ra nces  i nd icate  tha t  th is  
case  i s  be in g  s lowed down by  force s  exte r na l  to  the  ju di c ia l  sys tem.   Ne ar ly  two  
years  a f te r  the  i l leg a l  takeover  o f  ou r  jo int  ventu re  f ac i l i ty ,  Fe l l owes '  too ls  
remain  i n  the  p hys i ca l  cont ro l  o f  Zho u L ic h eng,  the  former  jo in t  ventu re  p art ner  
who  at tempte d to  h i j ack  our  b us ines s  a nd now competes  w ith  u s .  
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 The  recovery  o f  th es e  too ls  i s  our  n umber  one  p r ior i ty .   I n  l a te  May  
2012,  Fe l lowes  rece ived word  th at  t he  loca l  Wu j i n  cou rt  h ad ma de a  dea l  w i t h  
New U nite d t hat  wou ld  a l low New U nite d to  se l l  70 ,000  Fe l lowes -b ra nde d pap er  
shre dde rs  locked i ns i de  th is  bu i l d i n g  at  t h e  t ime of  t he  s hut do wn.  
 The  sa le  o f  t he  Fe l lowes -b ra nde d goods  t o  anyone  ot her  t ha n 
Fe l lowes  i s  a  v io l at io n o f  t he  jo i nt  ve ntu re  contra ct  wh ic h  i s  s t i l l  i n  p lace .   T he  
shre dde rs  have  been  s tored in  poor  co nd i t ions  over  t he  last  tw o  years .   Fe l lowes  
can not  as su re  the  f u nct io na l i ty  or  th e  saf ety  o f  the se  p rod ucts .  Yet ,  the  Ch ines e  
courts  have  aut hor iz ed the i r  sa le .  
 In  summary ,  Fe l lowes  has  su f fe red dama ge s  in  exces s  o f  $100  mi l l ion  
f rom the  exto rt ive  c r imina l  s h utdow n of  i t s  facto ry  i n  C ha ng zho u,  C hi na .   
Government  o f f i c ia l s  d i d  not  act  to  protect  Fe l lowes '  pro perty  n or  i t s  co ntr act ua l  
r ig hts .   In  the  22  mo nth s  s i nce  t he  sh utdo wn,  Fe l lowes  h as  bee n u na ble  to  sec ure  
the  ret ur n  o f  i t s  100  perce nt  owne d too ls ,  whic h  i t  nee ds  to  re bu i l d  i t s  b us ine ss .  
 The  cou rt  has  a l so  pe rmit ted the  sa le  o f  F e l lowes '  f in i sh ed goods  
inven tory  to  t he  form er  Ch ine se  part ner  w ho  i s  now ou r  compet i tor .   Th is  i s  a  
c lear  v io lat ion o f  Fe l l owes '  cont ract ua l  r ig hts  a n d i nte l lect ua l  p roperty  r i ght s .  
 In  sp i te  o f  t hese  in ju st ices ,  Fe l lowes  ha s  moved forwar d by  b u i ld i ng  
new too ls  an d new  fa ctor ies  in  other  locat ions  arou nd  the  wo r l d .   I t s  pro du cts  a re  
now ba ck  i n  t he  mark et  wor ldw ide ,  b ut  i t  has  su f fere d grea t ly  i n  i t s  recovery  
beca use  i t s  co ntr actu a l  a nd  p roperty  r i gh t s  have  bee n i gnore d .  Fe l lowes  
cont i nue s  to  compet e  an d  to  recover  f i na nc i a l ly  wi t h  one  arm t ied  be hi nd o ur  
back .  
 On be ha l f  o f  Fe l lowe s ,  I nc . ,  I  wan t  to  th an k  our  s u pporte rs ,  o ur  grea t  
sup porte rs  in  t he  U ni ted S tates  gover nment ,  inc lu di n g  our  I l l i n o is  Con gre ss io na l  
de le gat ion,  t he  lea de rs  a nd s ta f f  o f  the  De p artme nts  o f  Commerce ,  State ,  a nd 
USTR .   I  apo log i ze  for  ru nn in g  a  b i t  lo ng .  
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PREPARED STATEMEN T OF JAME S FELL OWE S  
CHAIRMAN AND CEO,  FELL OWE S INC.  

 

Oral Testimony  

James Fellowes 

CEO/Chairman, Fellowes, Inc. 
 

 

Chairman Manzullo, Ranking Member Faleomavaega, members of the Subcommittee, my name is James 

Fellowes and I am third generation Chairman and CEO of Fellowes, Inc.  Thank you for providing me the 

opportunity to testify today. 

 

Fellowes is a family-owned company headquartered in Itasca, Illinois that produces business machines 

and office products reaching customers in over 100 countries.  Until the time of our difficulties last 

August, we employed approximately 2,700 workers in 16 countries around the world, including 625 

workers in the U.S. 

 

******************************** 

 

Our company is perhaps best known for our market-leading line of paper shredders.  Fellowes’ 

engineering expertise and intellectual property is what sets our shredders apart. 

 

Although Fellowes produces many products domestically, we began manufacturing paper shredders in 

China in 1998 to serve our global market.  In 2006, Fellowes entered into a joint venture contract with 

Jiangsu Shinri Machinery Co. in Changzhou, China. 

 

Under the terms of our contracts, Fellowes retained ownership over the tooling and IP used to 

manufacture Fellowes
®
 brand shredders in the JV facilities.  Moreover, the JV contract specifically 

provided Fellowes the right to manage the day-to-day operations of the JV.   

 

For over three years, this engagement resulted in a productive partnership with Shinri to manufacture and 

ship goods to Fellowes locations around the world.  Shinri enjoyed a 100%-plus return on its investment 

each year and was always paid on time.  

 

In 2009, Shinri methodically imposed unreasonable requirements on Fellowes in an effort to extort more 

profit and ultimately control our global shredder business, in direct violation of our contract. 

 

Specifically,  

 unless Fellowes would assign its 100% owned tools to the JV,  

 and unless Fellowes would assign its 100% owned engineering capability to the JV,  

 and unless the Chinese sales division was assigned to the JV,  

 and unless Fellowes immediately increased its prices by 40%,  

 and unless Fellowes agreed to unilaterally contribute over $10 million dollars to the JV, 

 then, Shinri would close down the operation as Legal Representative of the JV.  

 

 

 

 

When Fellowes refused these illegal demands, Shinri proceeded to destroy our business: 
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 They illegally obstructed shipments of paper shredders beginning August 7, 2010, forcing the JV 

to stop production.  This ultimately led to the JV insolvency. 

 They placed security guards and trucks at the gates of the JV facility to prevent entrance of our 

people and shipment of goods or transfer of Fellowes-owned assets. 

 They expelled Fellowes-appointed management personnel from the facility. 

 And they illegally detained Fellowes’ injection molding tools. 

 

Immediately after the closure of our facility, I traveled to Changzhou and met with local Chinese 

government officials.  They sympathized with our plight, but were either unable or unwilling to force our 

Chinese partner to open the factory or facilitate Fellowes purchasing the JV. 

 

Fellowes’ sales volume for these blocked products is $168 million dollars.  The cumulative impact of 

these actions is an economic loss totaling over a hundred million dollars for Fellowes.  

 

Also, we recently learned that affiliates of Shinri are planning to compete directly with Fellowes in the 

shredder business, all while using illegal tactics to block Fellowes from recovering our custom molding 

tools that represent the embodiment of Fellowes’ engineering investment and IP rights. 

 

As a result of Shinri’s decision to stop shipments, suppliers have filed lawsuits against the JV for its 

failure to pay its invoices.  The Changzhou Intermediate Court has initiated proceedings to liquidate the 

JV and auction its assets to satisfy the debts of the JV.  The sale of Fellowes’ tooling or finished goods 

inventory to anyone other than Fellowes would directly violate our intellectual property rights.  

 

The immediate release of our tools is of great concern to us today.  We have been restricted from 

these tools for nearly 8 months which hampers our opportunity to recover. 

 

We want to close by commenting that we are working around the clock to retool our products and bring 

up new factories.  One of these factories is in Itasca, Illinois.  We will bring two high performance 

shredders up with the hope of adding more products in time.  This will immediately create about 30 jobs 

at Fellowes and about twice that amount in 15 suppliers in the Midwest. 

 

********************************** 

 

We are grateful for your efforts, Mr. Chairman and Ranking Member Faleomavaega, as well as the 

assistance we have received from Senators Durbin and Kirk and Congressman Roskam.  We hope the 

U.S. government will act to protect the rights of American companies like ours.  
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HEAR IN G CO -C HA IR  S LANE:   Tha t 's  f i ne .   T han k  you,  M r.  Fe l lowes .  
 Mr .  S id di q ui .  
  

 
OPENING STATEMENT  OF AH MED SIDDI QU I  

FOUNDER OF  GO GO MONGO  
 

 MR.  S IDDIQU I :   Com miss ione rs ,  d i s t i n gu is hed pa ne l i s t s ,  my  na me i s  
Ahmed S i d di qu i ,  a n d I 'm p lea sed to  spe ak  to  you today  abo ut  t he  impo rta nce  o f  
add ress in g  C h inese  p i racy  in  the  mob i le  a pp ma rketp lace .  
 I  am th e  cre ator  o f  a n  iP ho ne  game ca l le d  Go  Go  Mongo!  an d a  
member  o f  the  As soc i at ion for  Compe t i t ive  Tech no logy .   A CT  i s  an  inte rn at ion a l  
advocacy  or ga ni zat io n re prese nt in g  over  5 ,000  ap p deve loper s  j ust  l i ke  me .   
 I  make  e duc at io na l  a pps  for  c h i l dre n th at  he l p  th em deve lo p he a l th y  
eat i ng  ha bi t s .   My  t a g  l ine  i s  to  in sp i re  c h i ld ren  to  rea ch for  ca ul i f lower  a nd 
beyond  th rou gh gam es  an d tec h no logy .   K ids  love  ch ara cters  l i ke  Dora  a nd Ma r io ,  
and  I  k new t hat  I  nee ded a  c har acter  to  connec t  wit h  k i ds ,  a nd th is  year  t he  
Chu b by  Monste r  i s  Mongo.  
 I t  be came pos s i b le  for  me to  make  g ames  l ike  Go  Go  Mon go!  t hr ough  
revo lut iona ry  ch an ge s  tak i n g  p lace  in  the  so f tware  in d ustry .   A dvanc es  i n  mob i le  
tech no logy  have  le d  t o  a  ren a is sa nce  i n  a p pl i cat ion deve lopme n t .   Smal l  so f twa re  
compan ies  t hat  o nce  wrote  ap pl icat ions  ex c lus ive ly  for  b i g  so f t ware  p lat forms  at  
the  en ter pr i se  leve l  a re  now a ble  to  c rea te  in novat ive  so lut ion s  and  a pps  an d se l l  
them d i rect ly  to  con s umers ,  in  my  case ,  k i ds .  
 The  emer gence  o f  th e  ap p market pl ace  i s  a  ra dic a l  de part ure  f r om  
the  lo ng -sta n di ng  ba r r ier s  to  ent ry ,  l i ke  m arket i n g  costs  an d pu bl i she r  d e lays ,  
that  l imite d o pport u ni t ies  fo r  the  i nde pe nde nt  so f tware  deve l opers  l i ke  me .  
 So  I  r e lea sed Go  Go  Mongo!  j ust  over  a  y ear  a go .   My  ap p sa le s  are  
just  99  cent s  on t he  Ap p Sto re  a nd i t  has  over  40 ,000  downloa ds  i n  t he  U .S .  
a lone .   A t  l au nch ,  I  d i dn ' t  s pe nd too  muc h t ime th ink in g  a bout  t he  C hi nese  
market ,  but  a f te r  sev era l  mont hs ,  howeve r ,  I  w as  co ntacte d by  a  Ch ine se  a pp  
market i ng  s i te .   
 They  to l d  me th at  my  ap p wou ld  se l l  rea l ly  we l l  t here  bec ause  t here  
was  a  w hole  fo rum d edic ated to  my  cha ra cter  Mon go  i n  C hi na ,  and  so  I  d id  some 
l ike  google  t ra ns late  searc hes  to  see  wh at  people  were  s ay i ng ,  and  everybo dy  was  
say i ng  t h i s  i s  g reat ,  t h is  i s  an  awesome ap p,  you know,  I  wa nt  t o  see  t he  next  
game,  te l l  us  more  a bout  Mon go,  et  ceter a .   So  I  got  re a l ly  exc i ted .   I  was  l ike  
"wow,"  I  mu st  be  k i l l i ng  i t  i n  C h ina .  
 An d th en I  looke d at  my  App Store  repo rt ,  an d I  fou nd o ut  t hat  I  h ad 
one  down loa d f rom C hi na  e nt i re ly .   So  t he re  are  thou sa nd s  o f  k ids  p l ay i ng  my  
game,  but  I 'm  not  get t in g  a ny  be nef i t  f rom i t .   So  I  j ust  foun d t h is  to  b e  a  b i t  
f ru st ra t i ng .  
 [Lau g hter . ]  
 MR.  S IDDIQU I :   So  th e  Ch inese  use rs  we re  actu a l ly  u s i ng  p i rate  ap p 
s tores  t hat  se l l  a pps  for  p hones  th at  have  been hac ked or  " ja i l b roken. "   T he  
p i r ates  eve n se l l  ads  on thes e  g ames,  co l le ct in g  t he  prof i t s .    
 But  you  know w hat ,  i n  s p i te  o f  a l l  t h is ,  I 'm  s t i l l  a n  op t imis t .   I  made  a  
dec i s ion to  exp an d m y prod uct  in to  Ch in a  and  take  adva nta ge  o f  the  in terest  i n  
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my prod uct .   I ' ve  h i re d a  t ra ns l ator  a n d h a ve  spen t  many  hou rs  up dat in g  my  a pp 
to  ap peal  to  the  Ch in ese  market ,  b ut  t h is  i s  s t i l l  a  h u ge  r i sk .   I  a l rea dy  k now my 
app  i s  be in g  p i r ated by  tho usa nd s .   So  my  at tempt  at  ex pan d in g  i nto  th e  
marketp lace  coul d  f a i l  be fore  i t  even s tart s ,  not  beca use  my  pr oduct  i s n ' t  
succe ss f u l ,  b ut  beca u se  p i rate s  h ave  no  fe ar  o f  recour se .  
 My  hope  re sts  o n the  fact  t hat  A pp le  h as  r ecent ly  ma de i t  po ss i b le  
for  C hi nese  c i t i ze ns  t o  pur ch ase  mobi le  a p ps  t hrou g h the  le g i t i mate  iTu nes  s tore  
us i ng  RMB i nste ad  o f  U.S .  c ur rency .  
 Last  week,  I  re lea sed the  C hi nese  ve rs io n o f  my  ap p.   I t ' s  c a l led  " J i a -
yo  J ia -yo  Mongo!  so  l e t ' s  s ee  how i t  goes .    
 My  s tory  i s  ju st  one  e xample  o f  a  wi des pre ad prob lem wit h  p rof oun d 
impl icat ions  to  Amer i can ap p deve lope rs .   Ch i na  ha s  p as se d t he  Uni te d State s  as  a  
nat io n wi th  t he  grea t est  n umber  o f  smar tp hone owne rs .   T he  co unt ry ' s  two  
lar gest  mob i le  te le ph one compa nies  serve  over  a  b i l l ion  cu stomers  combi ne d.   As  
Chi nese  smart pho ne owners hi p  cont in ues  to  grow,  i t  w i l l  emer g e  as  one  o f  the  
most  importa nt  mar k etpl aces  for  so f tw are  deve lope rs .  
 Recent  resea rch  by  A CT  ha s  s hown t hat  some Amer ica n a p ps  a r e  
among t he  top  se l ler s  in  the  ap p s tores  in  Chi na .   For  ex ample ,  An gry  B i r ds .   
Ap ple 's  dec i s ion  to  a ccept  t he  C hi nese  yu an in  t he  C hi na  ap p s tores  h as  he l ped 
improve  op port un i t ie s  as  d is cu ssed ,  b ut  t h e  prob lem of  p i r acy  c ould  sc ut t le  a l l  o f  
th is .   I t  w i l l  be  ve ry  d i f f i cu l t  for  deve lope r s  to  suc ceed in  C hi na  i f  t hey  f in d  p i racy  
threa tens  the i r  work ,  an d even in  a  c ur ate d market pl ace  l ike  A pp le ' s .  
 I t ' s  c le ar  t hat  dema n d ex i s ts  in  Ch in a  for  U.S . -ma de a p ps .   I t ' s  
c r i t i ca l ly  importa nt  f or  Amer ic an ap p dev e loper s  to  en su re  th a t  th i s  dema n d i s  
rea l i ze d t hrou g h sa le s  rat her  tha n t heft .  
 The  U .S .  mus t  con fro nt  t hese  ob stac les  to  ens ure  t hat  the  g lo b a l  
m arketp lace  remai ns  dynam ic  a nd compet i t ive .   T he  fut ure  o f  t he  a pp e conomy 
looks  br ig ht  for  Ame r ica n smal l  bus in esses ,  an d deve lope rs  w i l l  cont i nue  to  f i nd  
succe ss  j ust  as  lon g  a s  these  ch a l len ges  do n't  go  una nswe red .  
 Tha nk  you for  you r  t i me and cons ide ra t ion ,  an d I  look  forw ar d t o  
hear in g  you r  q uest io ns .  
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Commiss ione r  Re i nsc h,  Commiss ione r  S he a,  d is t in gu is hed pa ne l i s t s ,  my  n ame i s  
Ahmed S i d di qu i  a nd I  am ple ase d to  s peak  with  yo u today  abo ut  the  im porta nce  
o f  ad dres s i ng  Ch in a  t rade  an d t he  mobi le  app  market pl ace .  
 
I  am th e  cre ator  o f  t he  iP hone  a p p Go  Go  Mongo!  A n d a  memb er  o f t  e h  
Assoca iat ion for  Com pet i t ive  Tec hno lo gy .   ACT  i s  a n  inte rn at io na l  advoc acy  a nd 
educ at io n org an iz at i on for  peop le  w ho  w r i te  so f tw are  prog ram s –  o f te n re f erre d 
to  as  a pp l ic at io n dev e loper s  –  a nd  prov id ers  o f  in format io n te chno logy  ( IT )  
serv ices .   ACT  rep res ents  over  5 ,000  smal l  an d mid -s i ze  IT  f i rms  thro ug hout  t he  
wor ld  an d a dvocates  for  p ub l i c  po l ic ies  t h at  he lp  i t s  me mbe rs  l everage  t he i r  
inte l lect ua l  a ssets  to  ra i se  ca pi t a l ,  c re ate  jobs ,  an d i n novate .  
 
I  make  e duc at io n a pp s  for  you ng  ch i l dre n t hat  he l p  t hem deve lo p he a l t hy  eat in g  
hab i ts .   I  k new th at  k ids  love  ch ara cters  l i ke  Dora  a nd Ma r io  so  I  c re ated  Mongo,  
who  k i ds  stee r  towa r d he a l t hy  eat in g  dec i s ions .   Mak in g  a  g ame out  o f  Mon go’s  
eat i ng  c ho ice s  a l l s  ch i ld ren  to  h ave  f un w h i le  lear n i ng .   Somet i mes  they  do n’ t  
even rea l i ze  t hey ’ re  l earn in g  w hen i t  seem s l ike  a  game.  
 
Evolut i on of  t he  Sof t ware  I nd ustry  In i t iat ed by  S mar tp hon es  
 
Revo lut io nary  ch an ge s  tak i n g  p lace  in  the  mobi le  mar ketp lace  make  ap ps  l ike  Go  
Go  Mongo!  poss i b le .   Mobi le  t ech no logy  h as  le d  to  a  ren a i ssa nc e  in  ap pl icat ion 
deve lopme nt ;  smal l  s o f tware  comp an ies  t hat  o nce  wrote  ap pl i cat ion s  exc lus ive ly  
for  b ig  so f twa re  p lat f orms  at  t he  ente rp r i s e  leve l  a re  now ab le  to  c reate  
in novat ive  a p ps  a n d s e l l  t hem d i rect ly  to  c onsumer s .   T he  emer gence  o f  t h is  ap p 
marketp lace  ha s  b roken dow n th e  lon gst an di ng  ba rr ie rs  to  e ntry ,  l i ke  market in g  
costs  a nd p ub l i s her  d e lays ,  th a t  l imited  op portu ni t ies  for  in dep ende nt  so f tware  
deve lope rs  l i ke  me .  
 
The  r i se  o f  the  ap p m arket pla ce  h as  co i nc i ded w ith  the  exp los iv e  growt h o f  
smartp hone s .   Sa les  o f  these  dev i ces  co nt in ue  to  out pace  a l l  p redi c t io ns  a nd  are  
prov i d i ng  a  h u ge  boo st  to  our  e conomy.   T ota l  smar tp hone sa le s  in  2011  reac hed  
472  mi l l io n  u ni t es  a n d acco unte d for  31  p ercent  o f  a l l  mob i le  d ev ices  s a les ,  u p  58  
perce nt  f rom 2010.   I n  the  Un i te d St ates  a nd E uro pe,  smart pho nes  s a les  have  
beg un to  overtake  fe ature  p hones  an d t ha t  t ren d  i s  ex pecte d t o  cont i nue .   
 
Smart pho nes  der ive  c ons i dera ble  va l ue  f rom the  a pps  th at  r un  on them.   
Consume rs  a re  at t rac ted to  p hone s  b ase d on the  fu nct iona l i ty  t hese  prog rams 
prov i de .   Te le pho ne c ompanie s  a nd ha n dse t  makers  have  dev ise d ent i re  ad  
campa ig ns  bu i l t  arou nd h i gh l i g ht i ng  the  a pps  th at  r un  on t he i r  p lat forms .   
“ There ’s  a n  a pp for  t hat”  i s  p roba bly  one  o f  the  most  recog ni z able  ad s  i n  t he  
tech no logy  s pace .  
 
The A pp M ark etpl ac e :  An  Inc re di ble  Suc c e ss  St ory  
 
I t  s houl d  come a s  no  sur pr ise  t hat  the  gro w th o f  t he  a pp  i nd ust ry  ha s  bee n a  
dramat ic  s ucce ss  s tor y ,  even i n  t he  f ace  o f  our  e nd ur in g  econo mic  s lowdow n.   The  
mobi le  a p p market  g ot  s tarte d i n  2008  wh en A pp le  l au nc hed i t s  Ap p S tore  a nd  
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a l lowe d i nde pe nde nt  deve lope rs  to  se l l  ap pl i cat ions  for  t he  iP h on e.   S i nce  t hen ,  
over  30  b i l l io n  a pp s  have  b een down loade d i n  t he  A pp  Store ,  e arn in g  deve lope rs  
over  $5  b i l l io n.   Over  a  mi l l ion  ap ps  are  av a i l ab le  ac ross  a l l  p lat forms  a nd t he  
mobi le  a p p market pl ace  h as  grown to  a  $ 20  b i l l io n  i nd ust ry  s i nce  i t s  i nce pt io n 
four  ye ars  ago .   Over  the  next  fo ur ,  an a lys ts  expec t  th at  numbe r  to  r i se  to  $100  
b i l l io n.  
 
Th is  su ccess  ha s  h ad a  dr amat i c  imp act  on  job c reat io n.   A  rece nt  s t udy  by  t he  
Unive rs i ty  o f  Mary lan d fou n d th e  F acebook  p l at form for  a pp dev e loper s  h as  
c reate d more  th at  18 2 ,000  jobs  a n d ge ner ated over  $12  b i l l ion  in  wa ges  an d 
bene f i t s .   Face book  i s  ju st  one  p l at form t hat  ap p deve loper s  w r i te  for ,  w i th  iOS ,  
An dro i d ,  W in dows Ph one  7 ,  a nd B l ackbe rr y  a l so  at t rac t i ng  mob i le  a p p deve loper s .   
Anot her  s t u dy  i dent i f ied  nea r ly  500 ,000  jo bs  c reate d by  the  ap p economy a nd 
ACT’s  own re sear ch e st imates  tha t  the  cu r rent  mob i le  ap ps  eco nomy has  c reate d,  
saved,  o r  s up pleme nt ed more  th an 600 ,00 0  jobs  nat ionwi de .  
 
For eign M ark ets :  Ne w Op port u ni t ies ,  R ec urr ing  C hal l eng es  
 
 Ap p d eve lope rs  a re  c reat i ng  job s  a nd gro win g b us ines ses .   T he y  are  opt imist ic  
about  exp an di ng  i nto  new market s  a nd  cre at in g  eve n more  job s .   T he  99 -ce nt  
pr i ce  po int  o f  a pps  makes  t hem acces s i b le  in  deve lope d an d dev e lopi ng  cou ntr ies  
a l ike .   Fore i g n  marke ts  –  p art icu la r l y  t hos e  in  Bra z i l ,  Rus s ia ,  I n d ia ,  a nd Ch in a  –  
o f fer  co ns i der ab le  op portu ni t ies  for  o ur  m embers .   The  BR IC  na t ions  pro duce  
more  tha n 50% of  rev enues  for  t he  te ch no l ogy  in d ustry  an d o f fe r  fa r  more  i n  
growth  oppo rtu ni t ies .  
 
Whi le  p i ra cy  h as  h is t or ica l ly  posed  a  c ha l l enge  for  deve lope rs  across  t he  wor ld ,  
the  emer gence  o f  mobi l e  a pp s tores  has  o f fered  a  part ia l  re pr ie ve .   A pp le ,  
Microsoft  an d B lack b erry  se l l  ap ps  in  c ur a ted s tore s .   Phone  us ers  ca n on ly  i nst a l l  
app s  t hrou gh  a  s to re  that  rev iews  e ac h p ie ce  o f  so f twa re  before  ap prov i ng  i t s  
admis s ion .   A l t hou gh some deve lope rs  c haf e  at  th e  cont ro l  t hes e  s tores  exe rt  a nd  
the  con di t ion s  re qu ir ed i n  t he  a pp rova l  pr ocess ,  t hey  l arg e ly  a pp rec i ate  t hat  
s tores  great ly  c ut  down on t he  p i r acy  r ate .  
 
Each ap p inst a l lat ion f ro m a  c urate d s tore  –  even f ree  a pp s  –  i n vo lves  a  
t ran sact ion recor d.   Th is  ha s  c ut  dow n on  p i rate d sa les ,  re le ga t in g  t hem to  open  
p lat forms  s uc h as  A n dro i d  whe re  t hey  p ro l i fe rate  as  f ree  downl oads .   I t  i s  s t i l l  
poss i b le  to  ha ck  p ho nes  to  prov i de  ac cess  to  a l ter na t ive  a pp  s t ores  whe re  p i ra ted 
app s  ca n be  fo un d,  b ut  h is  invo lve s  tec hn i ca l  ex pert i se  an d vo i ds  t he  terms  o f  
serv ice .   S i nce  t h is  ac t ion den ies  t he  user  access  to  tech ni ca l  s up port ,  u pg rade s ,  
and  v i r us  protect ion ,  most  Amer ic ans  opt  not  to  p urs ue  t h i s  i l l i c i t  ro ute .    
 
In  Ch ina ,  however ,  t h is  h as  not  bee n t he  c ase  for  m ult ip le  re as ons .   The  in c i dent s  
of  hack ed or  “ ja i lb ro ken”  p hones  i s  h i g h  with  e st imate s  as  gre at  as  60% .   
Combine d wi th  Ch in a ’s  t r ad i t ion a l ly  l ax  en forcement  o f  i nte l lec tua l  p roperty  
r ig hts ,  U .S .  deve lope rs ’  ex port  o pport u ni t ies  a re  l imite d at  a  t i me they  sho ul d  be  
r i s in g .    
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I  am one  o f  those  de ve lopers .  
 
Case St udy :  Go Go  M ongo!  
 
I  re lease d G o Go  Mon go!  ju st  a  ye ar  a go .   My  app se l l s  for  j ust  $0 .99  in  the  s tore  
and  h as  over  40 ,000  down loa ds  in  the  Un i ted S tates  a lo ne.   At  lau nc h I  d id n’ t  
spen d too  muc h t ime th i nk i n g  a bout  t he  C hi nese  mar ket .   Af ter  severa l  month s ,  
however ,  I  was  conta cted by  a  C h inese  ap p market in g  s i te  wa n t in g  to  se l l  ads  on a  
forum d ed icate d to  m y  cha racte r ,  Mon go.   A f ter  ru n ni ng  a  q ui ck  Google  t ra ns l ate  
on some of  the  webs i tes  I  fou nd hu n dre ds  o f  posts  rav i n g  a bout  the  game,  a bout  
the  Mon go  ch arac ter ,  d i s cus s i ng  game t act ics ,  an d even  ta l k i ng  about  how muc h 
there  we re  look i ng  fo rwar d to  th e  nex t  a p p.   I t  wa s  i nc red ib l y  exc i t i n g  to  rea l i ze  
my  prod uct  ha d at t ra cted so  ma ny  f ans  ab road .  
 
However ,  t h is  exc i te ment  was  qu ick ly  re p lace d by  an ger  an d d i sap po i ntment  
when a  c heck  o f  my  i Tune s  A pp Store  sa le s  in  Ch i na  reve a le d o nly  one  copy  o f  the  
app  h ad been  so l d  i n  Chi na .   T he  commun i ty  o f  h un dre ds  or  ma ybe  tho usa nd s  o f  
Go G o Mo ng o!  p laye r s  in  th at  cou nt ry  wer e  a lmost  e nt i r e ly  us i ng  p i rate d cop ies  
o f  the  ap p,  co pies  for  whic h  I  ear ne d not hi ng .  
 
These  C hi nese  use rs  were  v i s i t i ng  p i rate  a pp s tores  t hat  se l l  a p ps  fo r  p hones  th at  
have  b een hacke d .   T he  p i r ates  eve n se l l  a ds  on my  game a nd  k eep a l l  t he  prof i t s .  
 
I ’ ve  made  a  dec i s ion to  t ry  to  exp an d my p roduc t  i nto  C hi na  an d take  adv ant age  
o f  the  inte rest  in  my  prod uct .   I ’ ve  h i re d a  t ra ns l ator  a n d h ave  spen t  many  hou rs  
to  up date  my  a p p to  app eal  to  the  Ch ine s e  market .   Bu t  th is  i s  a  h uge  r i s k .   I  
a l re ady  k now my ap p  i s  be i ng  p i rate d by  t he  tho usa n ds  so  my  a t tempt  at  
expa nd in g  i nto  t h is  marketp lace  coul d  f a i l  be fore  i t  even s tart s .   Not  be cau se  my  
prod uct  i s n ’ t  s ucce ss fu l ,  b ut  beca use  p i rat es  have  no  fe ar  o f  re course .   I  ho pe  
that  Ap ple ’s  r ecent  d ec is io n to  a l low C hi n ese  c i t i ze ns  to  p urc h ase  mobi le  a pp s  
throu g h the  le g i t imat e  iTu nes  s tore  us i ng  RMB in stea d o f  U . S .  c urre ncy  w i l l  he lp  
me.  
 
However  the re  a re  s t i l l  d i f f i c u l t ies  t hat  ap p de ve loper s  wi l l  fac e  even i n  
leg i t imate ,  cu rate d s t ores .  
 
 
Case St udy :  D ot fusc a tor  
 
Despi te  the  p i racy  pr otect ions  tha t  the  cu rated  s tore  mode l  p r ov ides ,  deve lo pers  
are  now fac in g  a n  o l d  prob lem emerg in g  in  a  new form,  t he  “ a p pl i cat ion c hop 
shop .”  
 
P reEmpt iv e  So l ut ion s ,  ba sed in  Mayf ie l d ,  Ohio ,  c reate d Dot f us cator ,  a  so f tw are  
app l i cat io n t hat  prot ects  i nte l lect ua l  p rop erty  wit h i n  a pp s ,  pre vents  p i r acy ,  an d 
monitors  a p pl icat ion usa ge .  
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PreEmpt ive  reporte d a  rece nt  i nc ide nt  inv o lv in g  22 ,  604  re port ed ca ses  o f  s to le n 
Dot fusca tor  key  usa g e  in  a  tota l  o f  46  cou ntr ies .   Of  t hose  s to l e  keys ,  on ly  two  
were  act ua l ly  hacke d .   I t  was  rep l ic ated ,  p i rate d,  an d i nst a l led  anothe r  22 ,602  
t imes .   T h is  hap pe ne d i n  a  rat her  u nexpec ted f ash ion .  
 
Due  to  the  sop his t ica t ion o f  Dot f u sc ator ,  t he  tampe r  a lert s  wer e  not  d isa ble d 
when t he  keys  were  s to len .   Bec aus e  o f  t h i s ,  the  d is t r ib ut ion pa t ters  o f  t he  s to len  
keys  were  ac cess ib le  to  PreEmpt ive  an d p r ov ided an in terest in g  reve lat ion;  t h i s  
wasn’ t  p i ra ted sof tw are  so l d  in  some i l l i c i t  mar ketp lace .   T h i s  was  a n  a pp 
complete ly  copie d,  r e -en gi neere d,  an d o l d  i n  t he  A pp  Store  as  i f  i t  was  an  o r i g i na l  
prod uct .   I t  was  the  b raze n a ct  o f  a  new pi racy  phe nomenon,  th e  ap pl icat ion c hop 
shop .  
 
The  i rony  o f  p i rate s  s eek in g  to  protect  t he  inte l lec tua l  prope rty  o f  the i r  
counte r fe i t  good s  f rom other  t h ieves  w as  not  lost  o n Dot f uscat or ’ s  c re ators .   B ut  
prof i t s  f rom the  sa le  o f  22 ,602  copies  o f  s o f tware  were  lost .   T he  tampe r  a lert s  
a l lowe d PreEmpt ive  t o  see  what  reg ion w a s  res pons ib le  for  the  pro l i fer at io n  o f  i t s  
s to len so f twa re .   The  dat a  p ret ty  c lear ly  p o inte d to  C hi na .  
 
Apo lo g is t s  for  i nte l le ctua l  p rope rty  the ft  i n  the  so f twa re  i n dus t ry  o f ten c la im 
there  i s  no  i dent i f ia b le  h arm s i nce  the  pro duct  was  down loade d  for  f ree .   The i r  
arg ument  i s  t hat  the r e  are  no  lost  prof i t s  s ince  the  down loade rs  would  never  
have  p a i d  fo r  the  p roduct  a nd t here  i s  no  add i t iona l  cost  to  t he  deve lope r  for  
downloa ds .   T he  a pp l icat ion c hop shop  de monstrate s  th is  i s  a  f a l se  ar gument .    
 
The  p i r ated pro du ct  i n  Dot fu scator ’ s  c ase  s t i l l  comman ds  a  pr ic e  in  t he  ap p s tore  
and  i s  a  c lear  i nsta nc e  o f  lost  prof i t s .   Ad d i t ion a l ly ,  a  ha cked ap p o f te n re qu ires  
the  a pp  deve lo per  to  bear  the  ex pe nses  o f  the  a dd i t io na l  t r a f f i c  f rom 
una ut hor i ze d u sers  h oggi n g  reso urce s  for  host i ng ,  b an dwi dt h,  and  h u man  
sup port .  
 
Remov ing  an ap p b u i l t  w i th  your  leg i t imat e  conten t  f rom a n a p p s tore  i s  a  t ime -
consumi n g p rocess .   The  c urate d s tore  mu st  ver i fy  owner sh ip  b efore  p ul l i ng  an  
app ,  a nd  th at ’ s  a  goo d th in g .   B ut  w hat  ha s  ha pp ene d rece nt ly  i s  tha t  p i ra ted 
app s ,  o nce  take n down,  a p pear  a lmost  immediate ly  u nde r  a  ne w name wit h  
s imi l ar ,  i f  not  i de nt ic a l ,  s to len  conte nt ,  fo rc i ng  t he  leg i t imate  d eve loper  to  beg in  
the  p rocess  a l l  over  a ga i n .   Th is  i s  most  d i f f i c u l t  for  t he  sma l les t  compan ies .   
Cur ated s tores  are  u nl i ke l y  to  a cc i den ta l l y  ap prove  a n u na du lt erated  copy  o f  
An gry  B i r ds .   B ut  sma l l  a p ps  wit h  l imite d market  s hare  are  e xa ct ly  t he  k i nd  th at  i s  
most  vu lne ra ble  to  c ounter fe i te rs .   Not  e very  rev iewer  i s  fami l ia r  wi t h  a l l  the  
app s  i n  t he  s to re .  
 
Conc l us ion :  Chi na  Pr e se nts  E n ormous  O p por tu ni t ies  b ut  Ol d  R isks  ar e  E nd ur ing  
 
These  a re  j ust  a  cou p le  examp les  o f  a  wi de spre ad pro blem wit h  profou n d 
impl icat ions  for  Amer ica n a p p deve loper s .   Ch in a  a hs  passe d t h e  Uni ted State s  as  
the  n at io n wit h  t he  g reatest  n umber  o f  sm artp ho ne  owners .   T h e  count ry ’s  two  
la r gest  mob i le  te le ph one compa nies  serve  over  a  b i l l ion  cu stomers  combi ne d.   As  
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Chi nese  smart pho ne owners hi p  cont in ues  to  grow,  i t  w i l l  emer g e  as  one  o f  the  
most  importa nt  mar k etpl aces  for  so f tw are  deve lope rs .  
 
Recent  resea rch  by  A CT  ha s  s hown t hat  some Amer ica n a p ps  a r e  se l l in g  
reason ab ly  wel l  i n  t h e  ap p s tore s  i n  C hi na .   A pp le ’ s  dec is ion to  accep t  RMB in  i t s  
Chi na  Ap p Store  has  he l ped improve  o ppo rtu ni t ies  a s  d isc us sed .   B ut  t he  p rob lem 
of  p i racy  co ul d  sc ut t l e  a l l  o f  t h is .   I t  w i l l  b e  very  d i f f i c u l t  for  d e ve lopers  to  
succee d i n  C h ina  i f  th ey  f i nd  p i racy  t hre at ens  t he i r  work ,  eve n in  a  cu rate d 
market  l ike  A p ple ’ s .   I t  i s  c le ar  t hat  dema n d ex i s ts  in  Ch in a  for  U.S . -ma de a p ps .   I t  
i s  c r i t i ca l ly  im porta n t  for  Amer ica n a p p d eve loper s  to  ens ure  t hat  t h i s  dema n d i s  
rea l i ze d t hrou g h sa le s  rat her  tha n t heft .  
 
The  U .S .  mus t  con fro nt  t hese  ob stac les  to  ens ure  t hat  the  g lo b a l  marke tp lace  
remain s  dy nami c  a nd  compet i t ive .   T he  f u ture  o f  the  ap p eco n omy looks  br i g ht  
for  Amer ica n sma l l  b us i ness e s ,  an d deve l opers  w i l l  cont in ue  t o  f in d  s ucce ss ,  as  
long  as  t hese  ch a l le n ges  do  not  go  u na nsw ered .  
 
Tha nk  you for  you r  t i me and cons ide rat ion  on th is  importa nt  to pic  an d look  
forwar d to  a ny  q ues t i ons  you may  have .  
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PANEL  I I :  Q UESTI ON AND ANSWER  
 

HEAR IN G C O -C HA IR  S LANE:   Tha nk  you ,  Mr .  S id di qu i ,  an d I  a po l og ize  
for  mis prono unc i ng .  
 MR.  S IDDIQU I :   No  worr ies .   I t  h ap pe ns  a l l  the  t ime.   Don 't  wor ry .  
 HEAR IN G CO -C HA IR  S LANE:   Tha nk  you .  
 We wi l l  s ta r t  w i th  Commiss ione r  Wort ze l .  
 COMMIS SIO NER WO R TZEL :   Th ese  a r e  t hre e  rea l ly  sa d s tor ies .   I  
gues s  t hey  sort  o f  su m up w hy  somet imes  our  a nn ua l  re ports  d on't  seem very  
pos i t ive  a bout  C h ines e  t ra de  p ract ices .  
 I ' ve  got  a  co up le  o f  q uest io ns .   Fo r  Mr.  Mc Cart hy ,  we  recen t ly  h ad a  
fa i r ly  long  d isc uss ion  with  a  jo ur na l i s t  f ro m Po l i t i co  a bout  th is  who le  i dea  o f  
whethe r  gover nment  sup port  for  t he  nat io na l  ch ampio n te le com companie s  l ike  
Huawe i  a n d ZTE  amount s  to  forms  o f  su bs id i es .  
 So  I 'd  ask  you  whet h er  you con s i der  t he  s up port  f rom the  Ch in ese  
governmen t  i n  var iou s  forms  to  be  s ub s i d i es?   A nd secon d,  w ha t  sort  o f  in f l uen ce  
do  you t h i nk  t hat  t he  Chi nese  gover nment  gets  over  t hese  comp anie s  a nd the i r  
act iv i t ies  an d cor por ate  dec is ions  beca us e  a l l  o f  t he  s up port?  
 An d,  t hen ,  for  M r.  Fe l lowes ,  I  ta ke  i t  the  S tate  Dep artment  an d 
Commerce  have  at  le ast  s poken o n your  b ehal f .   H as  a ny  ac t ion  been  take n to  b ar  
a l l  pro duc ts  f rom Sh i nr i  f rom en ter i n g  th e  Uni ted State s?  
 MR.  McCA RTHY:   Let  me add ress  the  f i r s t  ques t ion .   In  terms  o f  
sub s i d ie s ,  yes ,  I  do  b e l ieve  t hey  are  su bs i d ies .   My  pers pect ive  i s  t hat  i f  U . S .  
compan ies ,  l i ke  I nf i n era  or  C ie na  or  ot her s ,  were  g ive n t he  sa me leve l  o f  s up port ,  
we  would  h ave  terr i f i c  market  s ha re  g a i ns .   
 What 's  inte rest in g  a b out  H uawei  a nd ZTE  i s  i t ' s  not  j ust  t he  
sub s i d ie s ,  t he  domes t ic  s ub s i d ies ,  t ha t  oc cur ,  b ut  a l so  some of  the  ex - im ty pe  o f  
f in an c i ng  t hat 's  prov i ded as  we l l  a s  t he  th i rd  e lement  i s  t he  c losed mark et .  
 So ,  e f fect ive ly ,  you h ave  a  c lose d ma rket  where  you  ca n make  your  
prof i t s  do  wel l ,  exc lu di ng  most  non -C hi nes e  compan ies ,  b ut  t he n you a lso  have  
the  a bi l i ty  to  prov i de  very ,  very  f avora ble  terms  to  your  cus tomers ,  a n d th at 's  
coup led w ith  a  po l icy  o f  o f tent imes  comb i ni ng - -we 've  see n exa mples  a n d we've  
hear d o f  ex amp les  w here  t he  C hi nese  t ra de  re prese nta t ives  w i l l  t ie  t he  p urc ha se  
o f  ba ux i t e  or  o the r  p urc hase s ,  s ay i ng  we ' l l  be  in tereste d in  pu r chas in g  goods  
f rom you,  but  as  a  q u id  pro  quo ,  we  nee d t o  make  sure  th at  you  are  s up port in g  us  
in  a  form of  su ppor t i ng  some of  our  nat io na l  ch ampio ns .   Ofte nt imes ,  th is  w i l l  
inc lu de  Huawe i  or  ZT E .  
 We would  love  to  h av e  that  adv ant age  in  t he  U .S .   I t ' s  not  o ur  v iew 
of  the  f ree  ma rket ,  b ut  a bso l ute ly  we  be l i eve  that  t hey  a re  s ub s id ies .  
 COMMIS SIO NER WO R TZEL :   A nd  wha t  a bou t  your  a ssessme nt  o f  the  
type  o f  in f l uence  th a t  g ives  the  Ch ine se  g overnment  over  w hat  those  comp an ies  
do?  
 MR.  McCA RTHY:   Yes ,  I  t h i nk  th e  two  e lem ents  t hat  yo u o f te nt i mes  
hear  o f  are  su p port  v ersu s  i nf lue nce .   No  dou bt  th at  t hey  a re  s t rong ly  s up porte d.   
The  C hi nese  governm ent  i s  s t rong ly  s up po rt i ng  Hu awei  an d ZT E .   I  th ink  
part ic u la r ly  Hu awei  f ormed by  t he  fo rmer  People ' s  L i bera t ion  A rmy,  you know,  
the  ge ner a l  Peo ple 's  L iber at io n A rmy,  the  rumors  a re  ext remely  s t ron g t ies .   
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 Obv iou s ly ,  they ' re  a  pr iv ate  compa ny.   Th e i r  s ha reho l der s  a re  not  
d isc lose d.   The ,  I  t h i n k ,  o f f i c ia l  s t an ce  i s  t h at  t he i r  s hare ho l der s  are  99  perce nt  
owned by  a  C hi nese  u nion ,  b ut  t he  unof f ic i a l  pos i t ion  a n d some of  the  t h i ng s  t hat  
you see  f rom other  g overnments ,  s uch as  Aust ra l ia  an d ot hers ,  say i ng  tha t  the re  
are  c lose  t ie s  to  th e  Chi nese  gover nment .   Our  pos i t ion ,  ou r  be l ie f  i s  t hat  t hat 's  
the  ca se ,  but  cert a i n l y  I  h ave  no  proof  o f  t hat .  
 MR.  FELLOW ES:   O kay .   I  th ink  I  hear d  two  ques t ion s .   The  f i r s t  
re late s  to  th e  s up por t  f rom the  De pa rtment  o f  Commerce .   A s  a  pr ivate  c i t i ze n 
and  a  bu s i ness  e ntre pre neu r ,  a nd  one  w h o has  never  ha d a n e xper ience  l i ke  th is  
before  or  nee ded  to  come to  the  Un i te d S tates  governmen t  for  he l p ,  I  h ave  fo un d 
i t  a  hea rten in g  ex per ience  to  be  ab le  to  b r in g  our  p roblems to  var io us  part ies  in  
the  Co ngre ss ,  an d in  the  c urre nt  governm ent .  The  form er  Secr etary  o f  Commerce ,  
Gary  Locke ,  ha s  be come very  invo lve d i n  t h is  case .  
 I  was  inv i ted  to  a  lu n ch wit h  ha l f  a  do zen people  to  d isc uss  
inte l lect ua l  prope rty  i ss ues ,  an d at  th at  t i me he  p led ged  su p port  a nd he  has  
advocate d d i re ct ly  a n d pe rson al ly  to  the  J i ang su prov i nc ia l  gove rnment  o n ou r  
beh al f .  
 An d we met  wit h  t he  people  at  Commerce ,  aga in ,  yeste rd ay .   I t  i s  not  
for  a  wa nt  o f  e f fo rt  a nd good e f fort  t ha t  our  too ls  remai n  in  Ch ina .   I t ' s  a  ve ry  
d i f f i c u l t  de a l  to  sp r i n g  them loose ,  a nd  we 're  determi ne d th at  we 're  go i ng  to  do  
that .  But  we 've  h ad e xce l l ent  s up port .    
 The  seco nd q uest io n perta in s  to  re st r ic t i n g  the  f low of  wha t  w e 
sus pect  are  dama ged shre dde rs  an d cer ta i n ly  p i rate d s hre dde rs .   We met  
yesterd ay  wit h  U STR and  othe r  g rou ps  to  deve lop a  s t rate gy  to  make  su re  th at  
they  do  not  e nter  t he  Uni ted State s .   
 We have  t h is  p roble m,  o f  cour se ,  wor ldw ide .   I t ' s  not  jus t  a  U . S .  
prob lem,  a nd  wit h  th e  loca l  gover nment ’ s  agreeme nt  wit h  ou r  f ormer  pa rtne r  to  
permit  t he  sa le  o f  th ese  pro du cts ,  i t  j ust  opens  u p a  w hole  ne w dimen s ion  o f  
d is aster  mana gement  for  u s  be ca use  t here  i s  immen se  l ia b i l i ty  assoc i ated w it h  
the  u se  o f  t hese  pro d ucts  o f  wh ich  we  ca n' t  ens ure  t he  qu a l i ty  a nd safety .  
 COMMIS SIO NER WO R TZEL :   Th ank  you.  
 HEAR IN G CO -C HA IR  S LANE:   Tha nk  you .  
 Commiss ione r  Wesse l .  
 COMMIS SIO NER WE S S EL :   Tha nk  you  a l l  fo r  be i ng  her e  a l tho ug h I 'm 
sorry  you have  to  be  here  beca use  yo u h ave  ba d s tor ies  to  te l l .   So  I 'd  be  a  lo t  
hap p ier ,  I  t h i nk ,  for  y ou,  as  you wou ld  be ,  i f  you d i d n' t  have  to  app ear  to day  to  
ta lk  a bou t  t he  p roble ms that  e ach  o f  you have  wit h  C hi na .  
 I  a pp rec i ate  wh at  yo u j ust  s a i d ,  Mr .  Fe l lowes ,  a bout  t he  s u ppo rt  o f  
the  U .S .  gover nment ,  an d I  do  k now tha t  t hey  ca re .   But  i t ' s  got  to  be  pret ty  
f ru st ra t i ng  for  a  b us i ness perso n to ,  I  as su me,  spe nd a  lo t  o f  m oney  on 
Wash in gton -b ase d he lp ,  sh a l l  we  say ,  to  h ave  to  reac h out  the  way  you are  for  
what  i s  a  commerc ia l  d i s p ute  t hat  o ne  woul d  as sume wou ld  be  set t le d  p roper ly  
wi th in  t he  leg a l  sy ste m in  C hi na .  
 S imi lar ly ,  to  ea ch o f  you,  eac h o f  t he  ot he r  wit nesse s ,  yo u 're  fa c in g  
prob lems t hat  i f  t her e  was  a  t ra ns pare nt  r u les -b ase d system,  o ne  wou ld  ass ume 
that  yo ur  prob lems w ould  be  so lved e as ie r .  
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 My  quest ion to  eac h o f  you i s  how muc h a re  you hav i ng  to  p ut  i nto  
actu a l ly  de fen di ng  yo ur  r i ghts  a nd actu a l ly  mov ing  forwa r d to  p rotect  your  
inte rests ,  your  comp any ' s  i ntere sts ,  your  employees '  i nteres ts ?    
 Mr .  S id di q ui ,  i t  soun ds  l ike  you r  40 ,000  d ownload s  at  99  cent s  each ,  I  
admire  everyth in g  yo u' re  do in g,  you  know,  in novat io n,  a n d at  t he  leve l  you 're  
do in g  i t  i s  rea l ly  k e y- -we ta lked abo ut  i t  on  the  la st  pane l .   Ho w do  you s urv ive  
long  term?  
 You sa id  yo u' re  a n  op t imist .   T hat 's  grea t .   You know,  i t  seems t o  me 
i f  I  was  in  your  c ha i r ,  I  wou ld n' t  sh are  yo u r  opt im ism.   So  I 'm r ea l ly  t ry i ng  to  
un ders tan d f rom eac h o f  you - - I  u n derst an d the  gover nment  ha s  bee n he lp fu l ,  bu t  
you got  to  be  p ret ty  f rust rate d.   How muc h  t ime,  e f fort ,  resou rc es ,  h ave  you been 
putt in g  in  s imp ly  to  g et  a  fa i r  sh ake?   Mr .  Fe l lowes ,  do  you wa n t  to  s tar t?  
 MR.  FELLOW ES:   O kay .  
 COMMIS SIO NER WE S S EL :   An d I  do n' t  nee d exact  do l l ar .   I  don ' t  mean 
how much  have  yo u s pent  o n a  lob by is t  or  anyt h i ng  e lse .  
 MR.  FELLOW ES:   O f  c ourse .  
 COMMIS SIO NER WE S S EL :   Un less  yo u wa nt  to  te l l  us .  
 [ Lau g hter . ]  
 COMMIS SIO NER WE S S EL :   But  i t ' s  got  to  be  a  lo t  o f  t ime a nd e f f ort  
you 're  p utt i ng  i nto  t h is .  
 MR.  FELLOW ES:   I t ' s  an  e normous  t ime a n d ef fort .   I  t h i nk  t he  most  
t ime,  la bor - i nten s ive  part  o f  ou r  work  has  been fac in g  t he  re a l i t y  that  we  wo ul d  
have  to  s t art  an d re b ui l d  t h i s  b us ine ss  f ro m scratc h.   I t  took  us  ten yea rs  to  bu i l d  
th is  fac tory ,  bu i l d  t h ese  too ls ,  des ig n  t he  prod ucts ,  a nd  do  a l l  o f  th i s  work ,  an d 
to  be  f aced w it h  the  s tark  rea l i ty  t hat  even tho ug h we have  to o ls  th at  we  own 
ins ide  a  f actory  t hat  would  ena ble  us  to  g et  back  to  the  market  qu ick ly ,  a nd at  a  
low cost ,  t h ey  a re  no t  with in  our  reac h.  
 An d so  t he  leve l  o f  f r ust r at io n i s  h ard  to  d escr i be .   The  r u l i n g  t hat  
was  made in  May  th a t  now pe rmits  o ur  for mer  par tne r  to  se l l  o ur  inve ntory  ope ns  
up anot her  hu ge  d im ens io n,  a n d i t  w i l l  be  a  la bor - i nten s ive  e f f ort  to  t ry  to  work  
count ry - by-co unt ry  t o  rest r ic t  t he  en tra nc e  o f  the  pro duc ts  i nt o  the  var ious  
count r ies  aro un d t he  wor ld .  
 So  I  c an ' t  qu ant i fy  ho w much t ime a nd e ne rgy .   I  can  te l l  you t h is .   
Th is  orde a l  beg an for  me in  Ja nu ary  o f  201 0 ,  an d i t  h as  co nsum ed a lmost  a l l  o f  my  
t ime ever  s ince  ju st  t o  enab le  ou r  bus ine s s  to  su rv ive  a nd  get  b ack  i nto  t he  
bus in ess ,  an d t hat  w ould  be  t he  s ame cas e  for  most  o f  ou r  top  peop le .  
 COMMIS SIO NER WE S S EL :   An d j ust  a  qu ick  fo l low - up .   Are  yo u 
pu rsu in g  a  337  here  i n  the  U. S .  to  exc l u de  the  p rod ucts  comin g in?  
 MR.  FELLOW ES:   T hat  i s  one  o f  t he  opt ions  that  we  ta l ked abo ut  
yesterd ay .  
 COMMIS SIO NER WE S S EL :   I f  yo u were  to  do  that  an d get  a f f i rma t ion 
here ,  wo ul d  t hat  dec i s ion be  a pp l i cab le  in  other  marke ts  or  hav e  you got  to  do  
th is  cou ntr y  by  cou nt ry?  
 MR.  FELLOW ES:   I  be l ieve  i t ' s  co unt ry  by  c ountry .  
 COMMIS SIO NER WE S S EL :   Okay .   E i t her?  
 MR.  McCA RTHY:   Yes .   As  ev i de nce ,  I  wou l d,   respo nd th at  we  s pen d a  
lo t  o f  t ime an d ene rg y  on i t .   Two t h i ngs ,  I  th i nk ,  tha t  ca use  us  some leve l  o f  
opt imism,  not  be i ng  by  n atu re  as  opt im ist ic  i n  t hese  t h i ng s .   B ut  t he  f i r s t  I  t h i nk  
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i s  t he  EU Commiss ion 's ,  yo u know,  r umor  o f  br in g i ng  a n  a nt i du mpin g s u i t  ag a i nst  
Huawe i  a n d ZTE .  
 Our  v i ew,  i f  we  got  a  vote ,  woul d  be  tha t 's  abso lute ly  th e  r ig ht  
answe r .   Yo u s ee  some of  the  e xamp les  i n  terms  o f ,  you  know,  t he  f ree  eq ui pment  
that  t hey ' re  se n di ng  arou nd .   I  mean the i r  pers pect ive  i s  le t ' s  l ock  up the  
bus in ess  now.   Ove r  t ime that  wi l l  dr ive  o u t  compet i t ion,  dr ive  out  i nnovat ion,  
and  we' l l  be  le f t  as  t he  wi nne rs .  
 An d i f  I  we re  i n  t he i r  pos i t ion  w ith  the  government  ba ck i ng ,  I 'd  
prob ab ly  do  t he  s ame th i ng .  I t  doesn ' t  mak e  i t  r ig ht ,  b ut  i t ' s  cer ta in ly  t he  
d i re ct io n they ' re  hea di ng .   
 I  th ink  the  other  are a  that  i s  reaso n for  o p t imism for  us  i s  t he  
secur i ty  co ncer ns  t ha t  have  been  ra ise d.   As  t he  p rov ide r  o f  an  opt ic a l  network ,  
the  t hree  b i g  con cer n s  you h ave  are ,  f i r s t ,  i s  go in g  to  be  the  a bi l i ty  to  t ake  dow n 
the  ne twork .   I f  we  w ere  a  ro gue  or  h ad ot her  a ge nd as  i n  mi nd ,  we  coul d  
prob ab ly  i nc l u de  i n  o ur  so f tware  pa cka ge  the  a bi l i ty  to  t ake  down our  eq ui pment ,  
e i the r  tempor ar i ly  or  perma nent ly ,  an d t h at  woul d  mea n t hat  y ou woul d  have  to  
route  you r  eq ui pmen t  somewhere  e lse .   I f  there  i s  no  ava i l ab le  ba ndw idt h,  t he  
ban dwi dt h  g ets  lost .  
 Secon d e leme nt  t hat  you have  i s  t he  a bi l i t y  to  eavesd rop on  
conversat ion s  or  j ust  to  take  t he  who le  i n format ion  th at  you h ave  an d e i the r  
l i s te n in  or  copy  t hat  in format io n a nd sen d i t  e l sew here .   B ut  v ery ,  very  d i f f i cu l t  
for  a  te lecom serv i ce  prov i der  w ho  i s  not  i n  the  b us i nes s  o f  mo nitor in g  fo r  th at  
info rmat ion  to  lea rn  about  th at .  
 An d th en t he  t h i rd  e l ement  f rom a  secu r i t y  pers pect ive ,  a s  I 'm  sure  
you're  aware ,  i s  th e  whole  t hreat  o f  a dj ac ent  systems .   O ur  o pt ica l  
communicat ion syste ms form the  back bon e  o f  the  in format io n h i ghway  for  a l l  the  
info rmat ion  th at  g ets  t ra nspo rted ,  b ut  t he y ' re  a l l  con necte d to  power  systems  
and  the  power  gr id s ,  e lect r ica l  systems ,  ev eryth i n g  e l se ,  so  t her e 's  t he  a bi l i ty  to  
in je ct  malw are  to  a dj acent  systems,  an d t hat 's  a  rea l  t hreat  i n  terms  o f  t he  
secur i ty  a n d the  p rov ider s  t hat  you  have  o n the se  opt ica l  sys te ms.  
 I 'm  hearte ne d by  w ha t 's  ha ppe ni ng  i n  p lac es  l ike  A ustr a l ia ,  Ger many,  
where  t hey 've  sa i d  w e can ' t  dea l  w i t h  t he  r i sk  t ha t 's  pose d by  s ome of  the  
Chi nese  ve ndo rs .  
 MR.  S IDDIQU I :   I 'm  j u st  a  sma l l  f ry  her e  so  I  do n' t  h ave  the  reso urces  
to  rea l ly  s pen d muc h money  on de fen di ng  myse l f  he re .   I t ' s  act ua l ly  q ui te  tou gh  
to  compete  i n  the  U. S .  ap p s tore  a lo ne,  a nd t he n th i nk i ng  abo ut  C hi na ,  i t ' s  jus t ,  
you know,  i t ' s  a  b i g  p roblem,  an d t here  ar e  thous an ds  o f  a pp d eve lopers  ju st  l i ke  
me that  have  t h is  exa ct  same p rob lem,  a nd  we can ' t  rea l ly  do  an yth i ng  abo ut  i t  
beca use  we 're  ju st  o ne  or  two -ma n s hop s .   
 I  ac t ua l ly  ha d t he  op portu ni ty  to  go  ou t  t o  Chi na  back  i n  Nove mber ,  
and  i t  w as  ama zi n g  h ow much A n gry  B i r ds  mercha nd ise  wa s  a l l  over  the  p la ce ,  
l i ke ,  an d we c lea r ly  k now,  i t ' s  a l l  knocko f f  s tu f f .   I  mea n t hey  a t  least  h ave  
opport un i t ie s  to  de fe nd t hemselve s ,  but  I  mean me as  an  in de p ende nt  deve lope r ,  
I  ca n ' t .   
 The  one  t h in g  I  am d o ing ,  t houg h,  i s  t he  n ew game t hat  I  re leas ed 
just  for  t he  C hi nese  market ,  I  d id  spe n d a  l i t t le  b i t  o f  money  t o  get  th at  
t ran s la ted an d up dat ed for  the  Ch ine se  market ,  b ut  I  am rea l i z in g  th at  t he  
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educ at io n market ,  i t ' s  su rp r is in g  t hat  pa re nts  a re  a ctu a l ly  spe n di ng  qu i te  a  b i t  o f  
money  to  teac h the i r  k ids  En gl i s h .  
 An d my ap p in  t he  U . S .  may  be  used  for  he a l thy  eat i n g,  but  the r e  i t ' s  
actu a l ly  be in g  u sed t o  teach names  o f  d i f f erent  foods ,  e t  cete r a .   An d so  I  
part nere d up w it h  a  c ompany  out  the re  t h at  u nde rsta n ds  t he  C hi nese  a p p 
marketp lace ,  a nd  t he y  have  re lat ions  w it h ,  you k now,  the  ap p s tores  the re .   I  
mean I  don ' t  k now ho w they  ge t  a l l  t h i s  s t uf f  d is t r ib ute d.   They  a lso  have  
re lat ions hi ps  w it h  sc hoo ls ,  an d t hey ' re  d i s t r i bu t i ng  t he  prod uc t  for  me.  
 Now,  g ra nted ,  I 'm  no t  go i ng  to  be  mak in g  the  f u l l  99  ce nts  on  e ach 
app ,  but  s t i l l  a t  le ast  I 'm  hopef ul  th at  I 'm  go in g  to  get  someth i ng  o ut  o f  i t .   So  
that 's  k in d o f  w here  I 'm at ,  bu t ,  yea h,  compare d to  you r  s tory ,  I 'm  nowhe re  n ear  
that .  
 COMMIS SIO NER WE S S EL :   Tha nk  you .  
 HEAR IN G CO -C HA IR  S LANE:   Tha n k  you .  
 Commiss ione r  F ied ler .  
 COMMIS SIO NER F I EDLER:   Mr .  Fe l lowes ,  w i tho ut  ne cessa r i ly  n a ming 
names,  d i d  you eve r  f ig ure  o ut  who 's  beh i nd yo ur  extor t ion is t  permit t in g  t hem to  
do  th is  in  t he  power  s t ru ctu re?   Re lat io ns hi ps  wi th  t he  Pa rty ,  r e lat io ns hi ps  wi t h  
the  mayor?  
 MR.  FELLOW ES:   Ye s .   The  fo rmer  jo i nt  ve n ture  pa rtne r  i s  a  f i r s t -
gene rat io n e ntre pre n eur  in  Ch an gz hou ,  C h ina ,  a nd he  has  esta b l i s hed  a  very  c lose  
re lat ions hi p  w ith  gov ernment  o f f i c ia l s  an d  with  P arty  o f f i c ia l s ,  and  whe n I  
t rave le d to  C ha ng zho u to  seek  ju st ice ,  wh en I  got  on the  a i rp la ne - - th is  i s  a f ter  
the  c losu re  o f  t he  f ac tory - - I  fe l t  f a i r ly  co nf ide nt  o f  a  good  outco me one  way  or  
anothe r .  
 I  fe l t  somewha t  con f i dent  tha t  we  cou ld  e i ther  o pen t he  p l ant  u nde r  
supe rv is ion or  we  co ul d  fa c i l i ta te  a  sa le  o f  the  b us i ness - - i f  he  was  j ust  look in g  fo r  
money .   A nd  we woul d  h ave  p a i d  a  hu ge  pr emium for  t he  bu s i ne ss  i f  we  cou ld  
have  bo ug ht  i t .  
 But  in  o ur  negot iat ions  wi th  t he  governme nt ,  t hey  re cogn i zed t hey  
s tood muc h to  lose  i f  th i s  fa ctory  we nt  do wn.   1 ,600  workers  u nemploye d wal k i ng  
arou nd t he  s t reets  i s  not  wha t  they  wan t .   A  tax  s t ream go i ng  in to  the  C ha ng zho u 
governmen t  was  go i n g  to  be  lost .   A n d worst  o f  a l l ,  t h is  wo ul d  be  a  horr ib le  mark  
aga in st  t he  at t ract ive ness  o f  Ch an g zho u as  a  fore ig n  i nvestme n t  s i te .   
 So  I  f e l t  l i ke  we  ha d p le nty  to  go  o n,  a n d we met  with  t he  o f f ic ia l s ,  
they  be l ieve d ou r  s to ry ,  they  to ld  us  two  or  th ree  t imes  i n  the  c ourse  o f  th is  f ive  
or  s ix  days  th at  we  w orked toge the r ,  t hat  they  wou ld  v i s i t  w i t h  Mr.  Z hou an d 
come back  a n d the  p r oblem woul d  be  so lv ed.   A nd e ach t ime t h ey  came ba ck ,  
sheep is h ly ,  a nd sa i d  we were  u na ble  to  ge t  h im to  move.   So  th at  to l d  u s  th at  he  
was  more  power fu l - -  
 COMMIS SIO NER F I EDLER:   More  power fu l  tha n they  were .  
 MR.  FELLOW ES:   - - t ha n they  were .   He  i s  a n  employe r  o f  a  lo t  o f  
people  i n  C ha ng zho u.   He  has  ot her  b us i ne ss  vent ure s .   I  w i l l  ad d th at  he  i s  
cur rent ly  u n der  ce ntr a l  gover nment  i nvest igat ion in  the - -  
 COMMIS SIO NER F I EDLER:   Bo  X i la i .  
 MR.  FELLOW ES:   - - ra i l roa d i nd ust ry  corr u p t ion c ase .   A nd he  an d h is  
wi fe  a re  exc lu ded  today  f rom t rave l in g  o u ts ide  Ch i na .   So  t h i ng s  have  cha n ged a  
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l i t t le  b i t  fo r  h im i n  th e  last  22  mon ths .  B ut  that 's  t he  best  p i c tu re  th at  I  ca n  p a i nt  
o f  h i s  power  sou rce .  
 COMMIS SIO NER F I EDLER:   I t ' s  inte rest in g.   Your  pro blem i s  s ta t e-
sponso red ig nora nce .   In  o ther  words ,  l ack  o f  enfo rcement .   Yo ur  prob lem is  
s tate - spo nsore d exto rt ion o n a  loca l  leve l .   Your  pro blem i s  n at i ona l  s tate -
sponso red po l icy .  
 Now,  I 'm  look i ng  at  e verybody ,  yo u know,  a l l  these  economist s  come 
in  here ,  a nd I ' ve  a lwa ys  aske d so  wh at  do  you ca l l  t h is  p lace?   Cap i ta l i sm?  State  
cap i ta l i sm?   Some pe ople  s ay  b ure auc rat ic  cap i ta l i sm .   Somel ik e  Joh n Ga rn aut ,  a  
reporte r  out  the re ,  i s  ca l l i ng  i s  a  "maf ia  s t ate"  now .   Okay .   T he  Bo  X i l a i  s tu f f  i s  
showi ng a l l  k i nd s  o f  i nh e rent  we akne sses  o f  corr upt ion at  h ig h  leve ls  in  the  
po l i t i ca l  sys tem.   
 Now,  you a re  t hree  p eople .   The  q uest ion then becomes  how is  th is  
sca le d to  us?   How is  th is  sca led  i n  othe r  b us i ness  re l at io ns hi ps  in  t he  co unt ry?   
What  does  t he  f ut ure  ho l d?  
 Why,  by  the  w ay ,  Mr .  Fe l lowes ,  you ever  t houg ht  yo u were  go i ng  to  
get  j ust ice  out  o f  t he  court  system,  I  woul d  say  yo u were  pro ba bly  na ive .  I  mean 
maybe  now wi th  h i n d s ig ht ,  yo u do ,  b ut  i t ' s  contro l led  by  t he  Pa rty ;  r i gh t .  
 I  do n' t  have  any  o pt i mist ic  po l icy  p res c r i p t ions  u nles s  we  a re  
pu ni t ive .   So ,  in  o t he r  words ,  you got  mes sed wi th .   How do  we  get  t he  C hi nese  
governmen t 's  at te nt i on at  a  leve l  su f f i c ie nt  to  make  a  d i f fe ren ce?   I t ' s  dra coni an ,  
but  the  w i l l i ng ness  o f  our  ow n gover nmen t  to  do  th i ngs  l i ke  th at ,  to  p lay  s imi lar  
games  i n  reta l iat ion,  i s - -how s ha l l  we  say - -severe ly  l im ited .   In  o ther  wor ds ,  we  
don 't  p lay  t he  rec i pr oca l  h ar db al l .  
 Huawe i ,  we  know t he i r  bus ine ss  pra ct ice s ;  yet ,  we  a l low t hem i nto  
the  U ni te d States .   W e may  keep t hem out  o f  the  se cu r i ty  b u s i n esses ,  bu t  we  
a l low t hem i n  t he  te l ecom bus ine ss ,  in  the  commerc ia l  sector ,  whic h  you jus t  
descr ib ed to  us  i s  yo u' re  ge t t i ng  creame d.   An d t hey ' re  do in g  i t  in  an  u nfa i r  w ay .  
 I  do n' t  know t hat  we ' re  hav in g  t he  too ls .  What  a re  t he  n ew to o ls  we  
need for  t h is  new wo r ld  o f  t hu g ca pi ta l i sm  that  we 're  compet i n g  wit h?  
 MR.  McCA RTHY:   Let  me t ry  an d a nswe r  th at .  I  mean  I  t h i nk  t ha t  one  
o f  the  respo nses  ha s  got  to  be  more  o f  the  qu id  pro  q uo  ap proa ch t hat  Ch ina  
tend s  to  take .   So ,  t h e  f i r s t  t h i ng ,  whe n t h e  rumor  c ame out  a b out  a  potent ia l  
ant i d umpi ng  su i t  by  t he  te le com in du stry  aga in st  C hi na ,  the i r  i mmediate  re spo nse  
was ,  we l l ,  we  th ink  t hat  you 're  d umpi n g a gr i cu l tu re ,  an d we t h ink  yo u' re  d ump in g 
some of  your  f in i s he d good s ,  Wes tern  Eu r opean f i n i she d goo ds .  
 So  i f  yo u con s i der  t a k in g  t h is  act ion a ga in st  us ,  we ' re  go in g  to  take  a  
s imi l ar  a ct io n a nd k in d o f  put  the  pa in  to  you.   T hat  th reat  i s  on e  o f  the  
overarch i ng  t hemes  o f  Ch in a ' s  re spon se  to  these  ty pe  o f  in i t i a t i ves .  
 My  pers pect ive  i s  t ha t  two  concer ns  t ha t  t he  U .S .  h as  to  be  ver y  
concer ned abo ut  a re  the  sec ur i ty  con cer ns  we 've  ta lked  abo ut ,  but  the  secu r i ty  
concer ns  a re  mixe d.   So  the re  may  be  DoD,  NS A a nd  some other  orga ni zat ions  
may  un ders tan d t he m,  but  I  don ' t  t h i nk  t hat  t hat  gets  t ra ns lat ed a lways  in  te rm s  
o f  the  buy in g  beh av i or  o f  some of  the  cu s tomers  in  the  U. S .  th at  p roba bly  
t ran spor t  a  lo t  o f  gov ernment  b us i nes s .  
 They  may  te l l  t he  gov ernment  we ' l l  t ry  a nd  put  i t  somewhere  e ls e ,  
and  I  t h i nk  t hat  one  o f  the  co ncer ns  has  t o  be  th at  f rom a  U .S .  pers pect i ve ,  I  
don ' t  k now tha t  we  h ave  the  too l s  i n  p lace  or  the  fort i tu de  to  t e l l  C h i na  u nles s  
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you open u p your  ma rket ,  we 're  not  go in g  to  a l low ZTE  a n d H ua wei  to  come in to  
the  U .S .  te lecom mar ket  bec ause  cert a i n ly  the  mark et  for  most  U.S .  ven dors  i s  
c losed in  Ch i na .   You can see  by  t he  ma rke t  sha re  i nfo rmat ion .  
 But  I 'm  ske pt ica l  a nd  concer ned  a bout  t he  fact  t hat  I  don ' t  be l i eve  
that  we 're  go i ng  to  t ur n  the  ta bles  on C hi na  a n d say  u nles s  you ope n u p you r  
market  a nd show t ha t  i t ' s  ope n,  we 're  go i ng  to  l imit  your  ab i l i t y  to  come in ,  an d 
that 's  in depe n dent  f r om the  secu r i ty  conc erns .  
 COMMIS SIO NER F I EDLER:   Th at ' s  rec ip roc i ty .  
 MR.  McCA RTHY:   Yes ,  the  re c i proc i ty  a ppr oach.  
 COMMIS SIO NER F I EDLER:   Th at  i s  the  cen t ra l  qu est io n.   We as  a  
Commiss ion are  beg i nn in g  to  a dd re ss  th at  que st io n.   We 've  a lw ays  ra ise d i t .   
Rec ip roc i ty  i s  a  rea l  prob lem.   We be l ieve  in  t he  t heory  o f  a l l  o f  th is  s tuf f ;  
there fore ,  we  don 't  want  to  c ha nge  the  r u les .   We w ant  to  le t  them i n ,  buy  o ur  o i l  
compan ies ,  eve n t houg h we c an ' t  buy  t he i rs ,  a n d so me theore t i ca l  
rat io na l i zat io n,  but  t he  rec ip roc i ty ,  la ck  o f  rec ip roc i ty  k i l l s  bus ines ses  l ike  you rs .  
 MR.  McCA RTHY:   I  t h i nk  t hat 's  r ig ht ,  an d I  th i nk  t hat  we  come a t  i t  
f rom a  pe rs pect ive  o f  we  are  for  f ree  t r ad e  an d,  a bso lute ly ,  I  mean i t ' s  pa rt  o f  
the  Amer ica n D NA,  i s  we  want  f ree  t ra de ,  but  i t  has  to  be ,  the  prere q uis i te  fo r  
that  has  to  be  tha t  w e  are  e ng age d i n  a  market  t hat  i s  w i l l i ng  t o  accept  f ree  t ra de  
on bot h  en ds .  
 I t  ca n ' t  be  f ree  t ra de  f rom one  e nd,  b ut  w e 're  go i ng  to  have  a  
concerte d e f fort  a n d a  c lose d t r ade  o n t he  other  e nd .  
 COMMIS SIO NER F I EDLER:   I  agr ee .   T ha nk  you.  
 HEAR IN G CO -C HA IR  S LANE:   Tha nk  you .  
 Commiss ione r  D ' Ama to .  
 COMMIS SIO NER D 'AM ATO:   T han k  you,  M r.  Cha i rma n,  an d I  w an t  to  
tha nk  t he  ca ndo r  o f  t he  p ane l  i n  desc r i b i n g  your  pro blems .   O b v ious ly ,  you t ake  
r i sks  wi t h  re ga rd  to  g et t in g  bene f i t s  f rom the  C hi nese  governm ent .   Whe n you do  
that ,  we  u nde rst an d that ,  b ut  i t ' s  impor ta nt  for  us  to  have  th is  k in d o f  te st imony .   
An d I  sh are  my  co l lea gues '  em pat hy  a nd o utra ge  over  t he  beh a v io r  th at  you 've  
been su bject ed to .  
 An d I  w ant  to  make  o ne  th in g  c lea r - - I  co ul dn ' t  desc r i be  i t  any  b etter  
tha n Commiss ioner  F i edler - -w hat  you' re  f a ced wit h  i s  t he  ac t ion  o f  a  fore i gn  
s tate .   I  mea n es sent i a l ly ,  you k now,  you t houg ht  may be  you coul d  pe rs ua de  the  
loca l  governme nt  or  Party  to  come to  you r  s i de ,  an d maybe  th ey  gave  you 
in dic at io ns ,  bu t  i n  t h e  lon g r un ,  at  t he  e n d,  you 're  wo rk i ng  ag a inst  the  ro le  o f  a  
fore i gn  s tate  in  term s  o f  get t i ng  yo ur  ben ef i t .  
 An d th is  Commiss io n,  in  o ur  las t  re port ,  w hic h  I  ho pe  you ' l l  get  
copies  o f ,  we  men t io ned for  t he  f i r s t  t ime ,  we  tho ug ht ,  a  g u i d i ng  pr inc i p le  o f  o ur  
re lat ions hi p  w ith  Ch i na  s hou ld  be  rec i proc i ty ,  a nd  i t  seems to  me that  t h i s  
test imony  re i nforce s  in  s pa des  tha t  conc lu s ion .  
 An d wh at  do  we  mea n by  rec i proc i ty?   T h e  fact  i s  t hat  wha t  i s  
importa nt  to  t he  C hi nese ;  t he  on ly  th in g  i mportan t  to  the  Ch i n ese ,  as  fa r  as  I  c an  
te l l ,  i s  acces s  to  ou r  market .   Acce ss  to  ou r  market  i s  t he  key ,  a nd w itho ut  a ccess  
to  our  market ,  t hey ' d  be  i n  b i g  t ro ub le .   S o  the  q uest ion i s  do  you want  to  use  the  
th i ng  tha t  they  care  about  the  most  to  t ry  an d c han ge  t he i r  b e hav ior?   I t  seems to  
me that ,  yo u know,  w e ru n t he  r i sk  o f  v io l at in g  t he  inte rn at ion a l  l aws  a n d r u les  
and  g ui de l ine s  a nd pr inc ip les  t hat  we  s i gn  up to .  
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 But  to  get  c ha n ge  in  beh av ior ,  i t  seems to  me that  we  have  to  deny  
them acce ss  to  ou r  market   w hic h  i s  s uf f i c i ent  to  g et  th e i r  at te n t ion t hat  t h is  k i n d 
o f  beh av ior  w i l l  h ur t  them more  th an i t  w i l l  he l p  t hem.   I  mean I 'm j ust  say i n g  
that 's  my  op in ion .   Y ou ca n,  I 'm  hopi n g  th at  you ' l l  ag ree  wi th  t hat .   B ut  
pers uas ion does n' t  work ,  a nd i t  seems to  me that  t hat 's  t he  o n ly  k i nd o f  too l  t hat  
we  can use  tha t  wi l l  be  e f fect ive  over  the  long  ru n .  
 I t ' s  not  a  good  too l  b ecause ,  i n  ma ny  res p ects ,  we 're  fo l lowi n g  the i r  
game,  but  we  h ave  to  dec i de  w hat 's  impor tant  to  protec t  our  i n dus try ,  an d you 
guys  i n  comin g here  and  p utt in g  a  face  o n  th i s  p robl em hi gh l i g hts  to  me t hat  I  
th i nk  we 're  mov in g  d own the  r i ght  roa d i n  terms  o f  t hat  recommendat ion .   I  do n' t  
know i f  you h ave  a ny  comment  abo ut  th at ,  b ut  t han k  you very  much .  
 MR.  FELLOW ES:   Ye s ,  s i r .  
 COMMIS SIO NER D 'AM ATO:   I f  you have  a  c omment  on i t ,  be  ha p py  to  
hear  i t .   Go  a hea d.  
 MR.  S IDDIQU I :   I  ac t u a l ly  have  a  s l ig ht ly  d i f fere nt  idea .   I t ' s  a  l i t t le  
b i t  we ir d  a nd d i f fe re nt .  
 COMMIS SIO NE R D 'AM ATO:   Go  a hea d.  
 MR.  S IDDIQU I :   B ut  I  was  th in k i ng  abo ut  t h is  anyw ays .   So  t he  best  
th i ng  tha t  the  Amer ic an e ntre pre neu r  h as  i s  i nnova t ion ,  a nd w h en I  w as  ou t  i n  
Chi na ,  I  q u ick ly  rea l i z ed th at  t here  rea l ly  i sn ' t  a  lo t  o f  i n novat i on the re .   I t ' s  a  
who le  economy base d aro un d co py i ng .   So  I  mean  Fa cebook  wa s  inve nte d he re ,  
and  i n  C hi na  t hey  j us t  b locke d Face book  a nd bu i l t  the i r  ow n;  r i ght?   A nd so  
they 've  got  a  h uge  m arket pla ce  o f  j ust  b ui ld i n g,  t ak i ng  Amer i ca n i deas ,  copy in g  
them,  a nd the n bu i l d i ng  t he i r  own .  
 So  the re  i s n ' t  a  ton o f  i nnovat ion t hat 's  go in g  on,  b ut  t here  act ua l ly  
are  a  lo t  o f  in novat iv e  peop le ,  in novat ive  entre pre neu rs  in  Ch i na  t hat  are  t ry i ng  
to  do  i nnovat ive  th in gs ,  bu t  they ' re  rea l ly  scare d t hat  eve n t he i r  own i dea s  wi l l  
get  s to l en .  
 I  not ice  t h is  bec aus e  as  p art  o f  my  other  j ob,  I  ru n t hese  eve nt s  
ca l le d  Sta rtu p Weeke nd,  a nd t h i s  i s  a  wee kend - lo ng eve nt  w he re  ent rep rene ur s  
wi l l  come an d p i tc h  t he i r  i deas ,  act ua l ly  w i l l  b u i ld  somethi ng  o ver  a  weeke nd,  an d 
then pre sent  i t  bac k  to  a  pa ne l  o f  j ud ges .  
 So  I  wa s  ask ed to  act ua l ly  r un  one  eve nt  t here  in  Ch in a ,  a n d w hen I  
went  out  the re ,  t he  b ig gest  co ncer n t hat  e verybody  ha d was ,  w e l l ,  i f  I  s ha re  my  
idea ,  how do  I  know t hat  i t ' s  not  go i ng  to  get  s to l en;  r i ght?   A n d so  I  mean eve n 
the  C hi nese  have  t he  prob lem.   I t ' s  not  th a t ,  you k now,  i t ' s ,  j ust ,  hey ,  we 're  do i n g  
i t  to  sc rew the  Amer i cans ;  r i gh t?  
 COMMIS SIO NER F I EDLER:   No ,  I - -  
 MR.  S IDDIQU I :   So  I  d on' t  k now.   I  mea n m y thou ght  aro un d t h i s  i s ,  
okay ,  we  ca n take  th e  enfor cement  ro ute .   Othe rwi se ,  wh at  we  can do  i s  we  ca n 
f in d  t hese  Ch ine se  i n novators  an d say ,  loo k ,  you k now,  the  Ame r ica n in novators  
are  ge t t i ng  h urt  by  t hese  pra ct ice s ,  a n d I ' m sure  you 'r e  get t i ng  hu rt  by  th is .   Let ' s  
go  toget her  to  t he  C h inese  gover nment  an d say ,  look ,  I  mean  yo u got  to  do  
somethin g  to  s u pport  your  own peop le ,  to  sup port  in novat ion i n  your  own 
count ry ,  but  at  t he  s ame t ime,  you got  to  sup port  us  in  le t t in g  our  own 
in novators  in novate  i n  C hi na .  
 I  do n' t  know.   I t ' s  ju s t  k in d o f  a  wei rd  cou nter po in t ,  but  I  t hou ght  I 'd  
br i n g  i t  u p.  
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 COMMIS SIO NER F I EDLER:   Ca n I  j ust  s ay  s omethin g?   T hat 's  a  very  
po l i t i ca l ly  c ha rge d so lut ion,  w hi ch  i s  w hy  t he  fe ar  i s  so  preva len t  that  you fo un d.   
I  mean tha t  i s  a  po l i t i ca l  so lut ion .  
 MR.  S IDDIQU I :   Yea h .  
 COMMIS SIO NER D 'AM ATO:   I  comm end you  for  t hat .   I  wo ul d  hope  
that  somethi ng  l ik e  t hat  wou l d  work .   I  m ean i t  sou n ds  l ike ,  yo u know,  i t ' s  
d i f f i c u l t  to  do .   I f  i t  works ,  i t  woul d  be  g r eat .   I t  wou ld  bette r  tha n c los in g  o ur  
market .  
 But  my  re act io n i s  th at  not hi ng  e lse  seems to  work  wit h out  c lo s in g  
o f f  wh at  t hey  rea l ly  need .  
 MR.  S IDDIQU I :   Yea h .  
 COMMIS SIO NER D 'AM ATO:   So - -  
 MR.  S IDDIQU I :   I  a gre e  with  yo u on t hat  se nt imen t ,  too .   So - -  
 MR.  McCA RTHY:   Yea h,  I  woul d  j ust  say  t h at  I  ag ree .   U l t imate l y ,  I  
th i nk  t hat  i t ' s ,  an d a ga i n  i t ' s  not  an  e xp re ss ion o f  th ey ' re  b ad people ,  or  t hey  
necess ar i ly  have  bad  inte nt io ns ;  i t ' s  th at  y ou have  a  con certe d e f fort  o f  the  
Chi nese  gover nment  to  be  s ucces s f u l  in  ce rta i n  a reas ,  a nd they  wi l l  do  everyt h i ng  
i t  take s  to  be  su ccess fu l  i n  thos e  are as .  
 An d I  t h ink  tha t  u l t im ate ly  t hey ' re  on ly  go i ng  to  l i s ten i f  ther e  i s  the  
rec i proc i ty  an g le  o f  t he  r i sk  o f  c los in g  t he  markets  to  force  t he m to  open t he i r  
markets  up .  
 HEAR IN G CO -C HA IR  S LANE:   Tha nk  you .  
 Commiss ione r  Ba rtho lomew.  
 COMMIS SIO NER BART HOLOMEW:   T han k s  v ery  much  a nd t ha nks  to  a l l  
o f  you.  
 I t ' s  n ice  to  see  the  o pt imi sm as  we l l  a s  t h e  sort  o f  w hat  I  wou l d  ca l l  
the  h ar d  co l d  re a l i ty  o f  what 's  bee n go in g  on,  a nd I  t h i nk  t hat  y our  test imony  i s  
an  importa nt  c aut ion ary  ta le ,  both  for  bus ines ses  t hat  are  t h i n k in g  a bout  
invest in g  i n  Ch ina ,  U . S .  bu s i nesse s  th in k i n g  a bout  inves t i ng  in  Chi na ,  a nd for  U .S .  
po l icymake rs .   
 Mr .  Fe l lowes ,  i t  s t r ik es  me that  the  e xpe r i ence  t hat  yo u are  ha v ing  i s  
somethin g  t hat  peop l e  woul d  h ave  tho ug h t  maybe  te n year s  a g o ,  but  th is  i s  
hap pe ni ng  r i gh t  now,  an d i t  must  have  bee n ter r i fy in g  to  you  at  par ts  o f  t h i s  
when t here  were  gu a rds  at  you r  g ates ,  an d you c an ' t  get  a cces s  to  your  ow n 
mater ia l ,  an d wh at  w as  h ap pen in g  to  you r  peop le .   So  l ike  ot he rs ,  I 'm  g la d  to  
hear  tha t  th e  U. S .  go vernm ent  i s  he l p i ng  y ou as  mu ch as  i t  ca n.  
 Mr .  S id di q ui ,  I  wou l d  only  po int  out  on  the  inte l lec tua l  prope rty ,  for  
the  p ast  20  ye ars ,  we  have  been hea r i ng  t hat  w hen Ch in a  h ad i t s  own IP  to  
protect ,  they  wo ul d  s tart  t ak i ng  IP  se r iou s ly ,  a nd we  have n 't  se en a  w ho le  lo t  o f  
ev ide nce  h ap pe ni ng .  
 So  I  hope  t hat  you' re  r i ght  tha t  the re ' s  a  p oss ib i l i ty  o f  t hat  to  
hap pe n,  but  we  h ave  a  whole  lo t  to  lose  i n  the  t ime per iod u nt i l  i t  h ap pe ns .   Your  
in novat ion ,  for  exam ple ,  Mr .  Fe l lowes '  ma nu fact ur in g,  Mr .  McC arthy 's  te lecom ,  
a l l  o f  your  in d ustr ies  are  t he  b ack bone  o f  our  economy tod ay  a nd tomorrow,  an d 
we have  to  f ig ure  out  a  way  to  dea l  w i t h  a l l  o f  t hat .  
 That  sa i d ,  M r .  Fe l lowes ,  I 'm  t ry in g  to  u n de rsta nd ,  do  you  have  a ny  
abi l i ty  now to  se l l  int o  the  C hi nese  ma rket ?  
 MR.  FEL LOW ES:   Ye s .  
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 COMMIS SIO NER BART HOLOMEW:   O h,  you do .   So  they  have n' t  
b locke d your  p rodu ct s  f rom comin g in?  
 MR.  FELLOW ES:   No .   Inte rest in g ly ,  o ne  o f  the  f i r s t  meas ures  t h at  our  
part ner  took  ag a i nst  us  wa s  b lock i ng  our  s h i pments  to  cus tomers  i n  C hi na .   We  
have  a  smal l  sa les  d iv i s io n.   I t  wa s  i nde pe n dent  an d i s  i n depe nd ent  o f  t he  jo int  
ventu re  oper at io n,  b ut  he  c l a imed tha t  he  was  en t i t led  to  pa rt i c ip ate  i n  t hat  
bus in ess ,  an d i t  s hou ld  be  fo lde d i nto  t he  jo int  ve nt ure .  Whe n we ref used ,  he  
sa i d ,  okay ,  I 'm  b l ock i ng  sh ipmen ts ,  an d t h at  sh ipme nt  b locka ge  beg an act ua l ly  i n  
May  o f  2012 ,  abo ut  t wo  or  three  mon ths  b efore  the  mai n  b lock age.  Bu t  s i nce  tha t  
t ime an d s in ce  we h a ve  estab l i she d a  new operat ion in  Su z hou,  Chi na ,  wh ich  i s  
about  40  mi les  away ,  we  have  resume d s h i pments  to  our  c usto mers .  
 COMMIS SIO NER BART HOLOMEW:   Okay .   In terest i n g ly ,  act ua l ly ,  we  
were  i n  C ha ng zho u a nd Su z hou a bou t  two  weeks  ago  now,  a n d I  w ish  th at  we  had  
known of  yo ur  s i t uat i on.   T he  people  i n  C h ang z hou do  q ui te  a  p resent at io n on 
what  t hey  have  to  o f f er  fore ig n  b us ine sses ,  an d a ga in  I  t h i nk  t h i s  i s  a  ca ut io nary  
ta le .   We met  wit h  government  o f f i c ia l s .   H ad we k nown abo ut  t h is ,  we  wou ld  
have  b een ab le  to  r a i se  the  i ss ue  a n d u nd oubte dly  so ur  t he  d is cuss ions  th at  we  
had .  
 [Lau g hter . ]  
 COMMIS SI O NER BART HOLOMEW:   Mr .  S id di qu i ,  you me nt io ned t hat  
there  w as  one  down l oad f rom Chi na  on t h at  iT une s  s tore .   I s  t h at  the  o ne  t hat  
you th ink  tha t  knock of f  came f rom?  
 MR.  S IDDIQU I :   Yea h .  
 COMMIS SIO NER BART HOLOMEW:   A n d i s  th ere  any  way  t hat  you  can 
t race - - I  p res ume i t  w ould  have  to  be  w ith  Ap ple 's  coope rat ion - - who i s  t he  perso n 
who d i d  t hat  one  downloa d?  
 MR.  S IDDIQU I :   I  th in k  i t ' s  re a l ly  d i f f i c u l t  t o  t race  i t  b ack  beca u se  I 'm 
sure  tha t  copy  has  a l so  been  cop ied .  
 COMMIS SIO NER BART HOLOMEW:   R ig ht .  
 MR.  S ID DIQU I :   Bec au se  they  have  t hese  d i f fere nt  a p p s tore s  i n  Chi na  
that  bas ica l ly  they ' re  just  knockof f  s i tes  w here  t hey 've  cra cked the  code .   I  mea n 
the  t h i ng  i s  t hat  you can actu a l ly  do  t h i s  h ere  i n  the  U. S . ,  too ,  but  the  t h i n g  i s  
that  we  know for  a  f a ct  tha t  the se  a pp  s to res ,  t hat 's  a l l  they  do ,  they  f i nd  o ut  
what  new a pp s  are  c oming o ut ,  t hey  b uy  t hem,  cr ack  t hem,  p ut  them on t he i r  s i te  
and  d is t r ib ute .   So  i t ' s  very  tou gh to  t ra ck .  
 COMMIS SIO NER BART HOLOMEW:   R ig ht .   I  would  remi nd peop le  that  
i t  was n ' t  j ust  t he  a p p  s tores  t hat  are  be i n g  knocked  o f f  bu t  ent i re  A pp le  s tore s  
were  be in g  k nocked o f f .  
 MR.  S IDDIQU I :   Yes .  
 COMMIS SIO NER BART HOLOMEW:   I s  A pp le  prov i d i ng  or  mak i ng  any  
e f fort  to  he l p  protect  the  IP  o f  a pp s  on iTu nes?   I  do n' t  know i f  i t ' s  i t s  ro le ,  b u t  
i t ' s  more  out  o f  cu r io s i ty .  
 MR.  S IDDIQU I :   Yea h .   So  the  th in g  i s  t hat  i f  you f i nd  an  a pp t ha t 's  
be i ng  d i s t r ib ute d u nd er  some other  name,  and  i t ' s  t he  s ame as  yours ,  yo u ca n 
actu a l ly  ask  Ap ple  to  take  i t  down .   An d a  f ew of  my  f r ie n ds  ac t ua l ly  h ave  go ne  
throu g h th at  proces s ,  an d A pp le  i s  ac tua l ly  qu i te  good a bout  i t .  
 COMMIS SIO NER BART HOLOMEW:   Okay .  
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 MR.  S IDDIQU I :   B ut  w hat 's  inte rest in g  a bo ut  i t  i s  tha t  once  a  t h ie f  
takes  i t ,  t hey ' l l  c reat e  anot her  a ccou nt  a n d the n do  i t  ag a i n  over  an d over  ag a i n .   
Or  they ' l l  c reate  a  s l i ght  d i f fe rence  i n  t he  prod uct ,  a nd t he n you do n't  know .  I  
mean I  fou nd o ut  a bo ut  my  l i ke  for um de di cated to  my  cha racte r  bec aus e  
somebody  was  t ry i ng  to  se l l  me ads  on i t .   Otherw ise ,  I  wou ld  h ave  no  c l ue .  
 COMMIS SIO NER BART HOLOMEW:   I t ' s  j ust  rea l ly  ama zi ng .   Ju st  a  
comment ,  ag a i n ,  Mr .  S i dd iq ui ,  th at ,  yo u kn ow,  these  proce sses  t hat  you 're  ta lk i ng  
about  take  a  lo t  o f  t i me and e ner gy .  Mr .  F e l lowes  has  to ld  us .   I  mean he 's  
work in g  f u l l  t ime on a  s i t uat ion l ike  th is  n ow,  an d I  know t hat  f or  ap p d eve lope rs ,  
you're  o f ten o ne  pers on s i t t i ng  at  home pu tt in g  t hese  t h i ng s  tog ether .  
 I  ho pe  th at  you a l l  w i l l  co ns i der  the  poss ib i l i ty  o f  j ust  or ga ni z i n g  
yourse l f  some so  t hat  each in div id ua l  ca n l earn  f rom th e  nex t  i n d iv i du a l .  
 MR.  S IDDIQU I :   Yes .  
 COMMIS SIO NER BART HOLOMEW:   Bec au se  there  are  lesso ns  to  be  
lear ned  f rom every body ,  le sson s  th at  t her e  are  a  lo t  o f  t h i n gs  we wish  we d id n ' t  
have  to  k now i n  th is  wor ld ,  an d I  wou ld  ch aracte r i ze  t hese  less ons  as  th at .   But  i t  
would  be  n ice  to  see  mov ing  fo rwar d i f  so me of  these  i ss ues  ca n be  preve nte d.  
 MR.  S IDDIQU I :   G reat .   T han k  you.  
 HEAR IN G CO -C HA IR  S LANE:   Commiss io ner  Shea .  
 CHA IRMA N SHE A:   T h ank  you  for  be i ng  he r e  today .   I t ' s  bee n q u i te  
eye-open in g .  
 Mr .  Fe l lowes ,  I  love  y our  b ra nd in g.   I  love  the  " bre d to  s hre d"  with  
the  b ul l dog,  an d wh e n I  saw t hat  in  the  br ie f i ng  book,  i t  k in d o f  made me smi le  so  
i t  works .   B ut  i t ' s  re a l ly  good.  
 MR.  FELLOW ES:   T ha n k  you.  
 CHA IRMA N SHE A:   Yo u know,  as  Commiss i oner  B art ho lomew 
ment ione d,  in  M ay,  we  went  to  J ia n gsu  p ro v ince  to  s tu dy  C hi n ese  ab i l i t ie s  or  
prog ress  in  mov ing  u p the  va l ue  c ha in  an d  whethe r  t hey ' re  mak in g  p rogre ss  in  
in novat ion .   I  gues s  t hey  h ave .  Yo ur  s i t uat ion i s  one  w ay  o f  ma k in g  p rog ress - - j ust  
take  the  fa ctory .  
 But  we  we nt  to  Na nj i ng ,  an d t he n we went  to  Cha n gz hou,  an d t hen 
we went  down to  Su z hou,  an d a s  I  u nde rst and ,  you ha d - -your  fa ctory  was  in  
Cha ng z hou.  
 MR.  FELLOW ES:   R i gh t .  
 CHA IRMA N SHE A:   T h e  jo int  vent ure .   A n d now you h ave  reop en ed a  
non- jo i nt  vent ure  fac i l i ty  i n  S uz hou .   I s  i t  who l ly  ow ned by  you or?  
 MR.  FELLOW ES:   Corr ect .  
 CHA IRMA N SHE A:   So  he l p  u s  ge t  a  bet ter ,  aga in ,  I  sh are  
Commiss ione r  Ba rtho lomew's  s t atement ,  t hat  i f  we  ha d k nown about  your  
s i tu at io n- - I  ha d hear d a bout  yo ur  s i tu at io n,  ha d rea d a bout  i t  i n  the  p ast ,  b ut  
never  p la ced i t  geogr aph ica l ly  in  Ch an g zho u - -b ut  we  prob ab ly  w ould  have  ra ised  
i t  w i t h  t hem,  a nd I  r e gret  t hat .  
 But  my  se nse  f rom C han g zho u i s  th at  t he  bus in ess  t here  i s  ve r y  
weig hted towar d the  Chi nese  e nte rp r ise s ,  and  S uz hou i s  a  b i t  m ore  sop his t icate d 
and  more  o f  a  W e ster n  mul t i nat io na l -  Ch in ese  compa ny  mix .   I s  that  fa i r  to  s ay?  
 MR.  FELLOW ES:   T hat 's  ex act ly  o ur  asses s ment .   Ye s .  
 CHA IRMA N SHE A:   A n d my sen se  a lso ,  you know,  i s  th at  t he  
Cha ng z hou governme nt  i s  rea l ly  t ry i ng  to  encou rage  more  Wes tern  inves tment ,  
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fore i gn,  Wester n  com pan ies  to  come to  th e  Cha n gz hou area ,  a n d they  d id  a  n ice  
job.   They  rea l ly  gave  us  a  b i t  o f  a  re d ca rp et  t reatme nt ,  a n d we  ap prec iate d t he  
courtes ies .   I s  t hat  c orrect?  
 I  mean they  se em l ik e  they ' re  t ry in g  to  c a tch  up to  Su z hou;  i s  t hat  
fa i r?  
 MR.  FELLOW ES:   Ye s .   Su zho u i s  a  far  more  soph is t icate d c i ty .   I t ' s  a  
more  inte rna t ion a l  c i ty .   I t ' s  a  un ivers i ty  t own.   C ha ng z hou i s  i nter ior  i nto  C hi na .   
I t  h as  a  lower  e cono mic  ba se .  T he  C ha n gz hou governmen t  h as  been wor k i ng  ve ry  
inte nt ly  for  a s  l o ng  a s  we 've  been invo lve d i n  at t ract i ng  fore i g n  i nvestment ,  a nd 
that 's  w hy  I  fe l t  l i ke  we prob ab ly  h ad a  good shot  at  s a lva g i ng  somethin g  w hen 
the  extort ion p lot  th i ckened ,  a nd  we fou n d our se lves  w it hout  a  factory .   B ut ,  yo u 
know,  t hat 's  sor t  o f  t he  p ic t u re  t hat  I  wou ld  pa int  o n C ha ng zho u.  
 CHA IRMA N SHE A:   W hat  wa s  t he  rea ct io n o f  o ther  We ster n  cou ntr ies  
who  ha d ope rat ions  i n  C ha ng zho u to  your  p l i g ht?   Do  they  s ta rt  t rembl in g  
themselves?   Do  t hey  prov i de  s up port?   O r  they  j ust  k eep a  low prof i le  an d le t  
yo u dea l  w i t h  you r  o wn p roblems?  
 MR.  FELLOW ES:   I  c an ' t  re a l ly  a nswer  t hat  ques t ion  bec au se ,  i n  a  
sense ,  we  were  ex pe l led  f rom Ch an g zhou ,  and  whe n ou r  man ag ement  team was  
bar red f rom ent er i n g  the  f ac i l i ty ,  we  set  u p wh at  I ' l l  desc r i be  a s  an  o f f i ce  i n  ex i le  
in  Su z hou or  actu a l ly  in  W uxi ,  wh ic h  i s  the  inte rmedi ate  c i ty ,  a n d we ope rate d 
out  o f  a  hote l  for  s ix  months  or  e ig ht  mon ths  or  somethi ng  l i ke  that .  
 An d th e  amou nt  o f  in format ion ,  at  lea st  t h at  rea che d me,  o f  t ha t  
nat ure  wa s  mi n imal  a t  that  po i nt .  
 CHA IRM A N SHE A:   D i d  you h i re  C hi nese  a t torneys?  
 MR.  FELLOW ES:   Ye s .  
 CHA IRMA N SHE A:   We re  they  ab le  to  ope ra te  f ree ly  or  were  e xt erna l  
pres sur es  brou gh t  to  bear  ag a i nst  t hem u n re late d to  t he  le ga l  p roceedi n g?  
 MR.  FELLOW ES:   I f  so ,  i t  wou ld  be  u nknow n to  u s .  
 CHA IRMA N SHE A:   U h -h uh .  
 MR.  FELLOW ES:   But  I  would  say  o ur  leve l  o f  conf ide nce  in  dea l in g  
with  Ch ines e  at tor ne ys  an d t he  who le  i de a  o f  c l ien t  p r iv i leg e  a nd t ru st ,  i t ' s  a  ve ry  
d i f fere nt  r e lat ion sh ip  tha n we wou ld  have  in  t he  U ni te d State s ,  and  whet her  o r  
no t  the  Ch ine se  at to r neys  t hat  we  have  h i r ed are  work i ng  exc l u s ive ly  wi th  
Fe l lowes '  best  in tere st  i n  min d i s  someth i ng  t hat  I  wo ul d  h ave  less  co nf ide nce  in  
ascr ib in g  t ha n I  wo ul d  i n  t he  U ni te d S tate s .  
 CHA IRMA N SHE A:   Ok ay .   T ha nk  you ve ry  much .  
 COMMIS SIO NE R BART HOLOMEW:   Jus t  a  qu ick  comment ,  Mr .  
Fe l lowes .   Both  Cha n gz hou an d S u zho u ar e  par t  o f  t he  s ame pr ov inc i a l  
governmen t .  
 MR.  FELLOW ES:   Corr ect .  
 COMMIS SIO NER BART HOLOMEW:   A n d you have  b een ve ry  b rave ,  
both  in  t est i fy i ng  bef ore  Con gress  a nd no w coming an d t a lk in g  to  us  a bou t  your  
s i tu at io n,  a n d I  hope  that  i f  yo u s ta rt  see i ng  any  b low back  in  your  S u zho u 
operat ions  an d you r  f unct ion in g  t here ,  th a t  you' l l  co nt i nu e  to  k eep u s  a nd keep 
the  members  o f  Co ng ress  you 've  been wor k in g  wit h  in formed b ecause  the re  ca n 
somet imes  be  ret r ib u t ion.   So  t ha nk  you fo r  be in g  wi l l in g  to  ta lk  abou t  th is .  
 MR.  FELLOW ES:   I 'm  a ware  o f  t hat .   Ye s .  
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 COMMIS SIO NER BART HOLOMEW:   B ut  p lea se  le t  us  k now i f ,  i n d eed,  
somethin g  s tart s  h ap pen in g.  
 MR.  FELLOW ES:   We  have  worke d very  int ent ly  to  e sta bl i sh  ver y  
s t ron g re lat ions hi ps  with  t he  Su zho u government .   T hat  w as  on e  the  mis takes  
that  we  ma de in  Ch a ng zho u,  a n d we h ave  a  very  so l id  re l at io ns hi p  wit h  t he  
mayor ,  an d we 're  ho pef ul  t hat  the re  won ' t  be  re per cus s io ns .  
 HEAR IN G CO -C HA IR  S LANE:   Tha nk  you .  
 I  h ave  a  que st ion  d i r ected to  Mr .  McC art h y .   The  Ch i nese  gover nment  
i s  s t ar t in g  to  p ress ur e  the i r  s t ate -ow ned e nter pr ises  to  go  a bro ad.   A nd  we are  
s t ru gg l i n g  he re  wit h  how do  we dea l  w i t h  s tate -ow ned e nte rp r i ses  wit h  a l l  o f  the  
adva nta ges  t ha t  yo u have  j ust  test i f ie d  to  coming i nto  the  Un i t ed St ates  an d 
compet in g  wi th  o ur  c ompanie s?  
 For  exam ple ,  the re  i s  a  la rge  s tate -owne d s tee l  comp any ,  A nsh a n 
Stee l ,  th at  i s  i ntere st ed i n  ope ni ng  u p a  s t ee l  mi l l  i n  t he  U ni te d  State s .   How do  
U.S .  s tee l  comp an ies  compete  wit h  a  comp any ,  a  C hi nese  comp a ny ,  t hat  has  no  
cost  o f  ca pi t a l  an d a l l  sorts  o f  o the r  s ub s i d ies ,  a nd w hat  sho ul d  the  pos i t io n  o f  
the  U ni te d States  gov ernment  be  in  a l lowi ng  t hese  compa nies  t o  come in  a nd do  
bus in ess  here?  
 An d le t  me fu rthe r  s a y  that  t he  governo rs  o f  these  s tate s  ar e  lo ok ing  
at  i t  d i f fe rent ly .   The y ' re  look in g  at  the  2 , 000  jobs ,  an d so  t her e  i s  a n  in here nt  
conf l i c t  here ,  i f  you wi l l .  
 MR.  McCA RTHY:   I  t h i nk  i t ' s  a  re a l  pro blem  beca use  c erta in ly  t h e  
governor s  are  go i n g  t o  be ,  o r  at  t he  s ta te  l eve l ,  th ey ' re  look i ng  to  say  we ' d  love  
to  have  t hese  jo bs  in  the  s t ate ;  we  love  t h e  job c reat ion.  
 The  c ha l len ge  becomes  tha t ,  you know,  s t ee l ,  o r  I  t h i nk  i t  was  Chi na  
Mobi l  w ho  i s  look i ng  to  open up a  f ac i l i ty  so  they  ca n s erv ice  s ome of  t he i r  
inte rna t ion a l  c l ie nts ,  but  they  w ant  to  hav e  fac i l i ty - base d or  fa c i l i ty -owne d 
capa bi l i t ies  in  the  Un i ted State s .   The  ch a l len ge  i s  th at  wi th  some of  these  
compan ies  un less  yo u h ave  rest r ic t ion s  o n the  p r ice s  on w hic h  they ' re  go in g  to  
se l l  t he i r  goods ,  I  t h i nk  you have  a  rea l  c h a l le nge  bec au se  I  don ' t  k now i f ,  fo r  
example ,  our  expe r ie nce  wit h  Hu awei  an d ZTE  h as  been tha t  th ey  are - -s up port  
that  t hey ' re  get t i n g  f rom the  C hi nese  government  ena ble s  t hem ef fect ive ly - - gues s  
I  knocke d ou t  th at  mi c - - t he  ex per ie nce  we have  i s  th at  ce rta in ly  Hu awei  a n d ZTE  
operate  suc h t hat  w i t h  the  su p port  o f  t he  governmen t ,  I  th ink  t he  on ly  way  t hat  
you're  go i ng  to  rest r i c t  the i r  a b i l i ty  i s  go i ng  to  be  t hro ug h some of  thes e  d ump in g 
su i t s ,  some of  t he  re c ip roc i ty ,  yo u k now,  metho ds  t hat  yo u h a ve  d isc us sed 
before .  
 I  th ink  th at  t he  q uest ion i n  te rms  o f  s tee l ,  for  exam ple ,  i s  yo u a lmost  
have  to  look  a t  i t  i nd ustry  by  in du stry ,  an d i f  the  Ch i nese  s tee l  market  i s  t r u ly  
open,  an d i t ' s ,  you k now,  ope n for  bot h  U .S .  a nd in ter nat iona l  p la ye rs  to  come i n  
and  oper ate ,  an d t he re  are  no  s ub s i d ies  t hat  are  s pec i f i ca l ly  p rov ide d.   I  don ' t  
know i f  s tee l  i s  o ne  o f  the  nat ion a l  c ham pi ons  or  s ub s i d i zed  i nd ustr ies  in  Ch in a .   
Maybe  i t ' s  ok ay .   I  j u st  don 't  k now t hat  m uch abo ut  s tee l .  
 I ' d  b e  very  con c er ned ,  thou g h,  t hat  t he  ap proac h has  te n ded to  be  
that  t here  i s  a  fost er i ng  o f  n at ion a l  cham p ions ,  an d t hen  they  w i l l  prov ide  
whatever  mea ns  are  necess ary  for  t hose  n at ion a l  c ham pion s  to  be  wor l d  l eade rs  
at  the  expe nse  o f  a l l  th i rd -p arty  co unt r ies .   So  t he  v iew  i s  not  we 're  go i ng  to  
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a l low t hem to  oper at e  in  a  f ree  market  ec onomy,  but  rat her  we  need  to  make  
sure  they ' re  succ ess f u l  an d p rov ide  wha te ver  su ppo rt  i s  nece ss ary .  
 HEAR IN G CO -C HA IR  S LANE:   Tha nk  you .  
 Commiss ione r  Wort z e l .  
 COMMIS SIO NER WO R TZEL :   I f  you co ul d ,  I ' d  l i ke  you to  e d ucate  me a  
l i t t le  b i t ,  I  gues s  b ro adly ,  on  in format io n warfa re ,  ma lware  an d some of  t he  cybe r  
tech ni ques  you descr ibe d on pa ge  17  o f  yo ur  te st imony .   
 You know,  in  the  Lev e l  3  case ,  a n  i n dus try  ana lyst  su gge sted th at  
governmen t  t r af f i c  c ould  be  ha nd led  on y our  system an d no n - g overnment  t raf f i c  
coul d  be  ha n dle d on Huawe i ,  an d t hen eve ryth i n g  i s  deco nf l i c te d,  a n d the re ' s  not  
a  pro blem.  
 But  a s  I  rea d you r  tes t imony  a nd l i s tene d t o  your  ora l  exp la nat i on,  i t  
seemed th at  i t ' s  pos s ib l e  to  i nser t  malwa r e  into  an  o pt ic a l  net work  su ppor t  
system.   Are  Hu awei ,  ZTE  or  t he  C hi nese  g overnment  in format i on war fare  
age nc ies  ca pa ble  o f  d eve lopi ng  tha t  type  o f  malwa re?   T hat 's  qu est ion o ne.  
 An d seco nd,  i f  they  a re ,  even i f  yo u h ad t wo systems on t he  sa me 
sup port  network ,  cou ld  s uc h malw are  t ar g et  or  a l so  a f fect  o t he r  network  systems 
carry in g  gover nment  t raf f i c  o n  othe r ,  I  g u ess ,  ro uter s  or  wh ate ver  they  a re?  
 MR.  McCA RTHY:   Yes .   Let  me an swer  t he  q uest io ns .   T he  s hort  
answe r  i s  yes .   A  co u ple  pro blems a re  pre sente d wit h  t he  Leve l  3  example .   I  h ave  
to  be  somewhat  ca ref u l  beca use  t hey ' re  an  ex is t in g  c ustomer  o f  ours ,  b ut  i t ' s  
pu bl ic  k nowled ge  t ha t  Leve l  3  h as  dep loyed a  lar ge  numb er  o f  Huawe i  nodes  an d 
that  t hey  use  Hu awei  to  carry  a  lo t  o f  the i r  t ra f f i c .  
 I  do n' t  know w hat  re l at ion sh ips  or  p romis es  they 've  made to  t he  
governmen t  i n  terms  o f  not  p utt in g  govern ment  b us i nes s  on Hu awei  g ear  eve n 
thou gh t ha t  ten ds  to  be  fa i r ly  wi des prea d .   I  t h i nk  t hat ,  pr act ic a l ly ,  the  
cha l le nges  th at  you h ave ,  are  the  f i r s t  c ha l len ge  wou ld  be  i f  t he y  were  so  
inc l i ned ,  H uawe i  cou l d  take  the  pos i t ion  t o  take  down  the i r  ne twork ,  to  d r ive  
down c apa c i ty ,  an d t hen yo u' re  le f t  w i t h  how do  you rerou te  t hat  c ap ac i ty  o r  i t  
just  gets  lost .  
 Secon d con cer n woul d  be  the  ab i l i ty  for  a n  opt ica l  ven dor  s uc h  as  
Huawe i ,  i f  t hey  were  so  inc l i ne d,  to  i n je ct  the  malw are ,  an d t ha t 's  ce rta in ly  th e  
case  beca use  a l l  o f  th is  eq u ipment  i s  hou s ed at  t he  same h uts  or  cent ra l  o f f i ce  
locat io ns .   So  in  the  course  o f  your  serv i c i ng  t he  e qu ipme nt  or  be i ng  in  those  
hut s ,  you have  acces s  to  not  j ust  yo ur  own  equ ipme nt  b ut  ot her  equ ipme nt  t hat  i s  
there .  
 We have  hear d,  I  don ' t  h ave  f i r s t ha n d exp er ien ce ,  but  we  h ave  hear d 
throu g h othe r  netwo rk  oper ators  an d te le com equi pment  prov i ders  tha t  the re  
have  b een in sta nces ,  spec i f i ca l ly  wi t h  Hu a wei ,  whe re  t hey  h ave  gone  in  w it h  a  lo t  
o f  equ i pment ,  an d pe ople  a re  q uest ion in g  what  i s  a l l  th is  e qu ip ment ,  a nd have  
had  i t  in  the re  for  ex tende d per iods  o f  t i me,  assoc i ated  wit h  t he  i nst a l l at io n o f  
the i r  eq ui pment .  
 So  i t  ra i ses  t he  ques t ion o f  w hat  are  t hey  rea l ly  do in g  a nd w hy  a l l  
that  ex t ra  e q ui pment ?   I  do n' t  h ave  a n a ns wer  for  t hat ,  b ut  i t ' s  certa in ly  a  
concer n t hat  has  bee n ra ise d.   The  ab i l i ty  to  in je ct  malw are  int o  assoc i ated 
systems or  to  do  somethi ng  e lse  w hi le  you ' re  in  the  same p hys i ca l  locat io n a s  the  
other  e qu ipme nt ,  w h ether  i t ' s  ro uters  or  o ther  WDM eq ui pme nt ,  i s  ce rta in ly  a  
concer n.  
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 COMMIS SIO NER WO R TZEL :   Do  you t h i nk  t h is  i s  w hat 's  be hi nd t he  
Aust ra l ia n  a n d Germa n gover nment s '  dec is ions - -  
 MR.  McCA RTHY:   I  be l ieve  so .  
 COMMIS SIO NER WO R TZEL :   - - to  kee p the s e  compan ies  o ut?  
 MR.  McCA RTHY:   I  me an in  Au stra l i a ,  fo r  e xample ,  they  sa i d  t ha t  they  
have  no  dou bt  t hat  H uawei  i s ,  I  t h i nk  t he  words  were  "as soc ia t ed"  or ,  yo u k now,  
"eng age d i n"  cyber ,  c yber  es p io na ge.   I  d o n' t  have  f i r s t ha nd k n owledge  o f  t hat ,  
but  tha t ' s  wh at  th e  A ustr a l ia n  gover nment  be l ieves .   So  I ' l l  leav e  i t  a t  th at .  
 COMMIS SIO NER WO R TZEL :   Th ank  you.  
 HEAR IN G CO -C HA IR  S LANE:   Tha nk  you .    
 Two qu ick  ques t ion s .   Mr .  F ie d ler .  
 COMMIS SIO NER F I EDLER:   Act u a l ly ,  ju st  a  comment ,  Mr .  Mc Car thy ,  
somethin g  I  for got  w hen I  wa s  ask in g  my  ques t ion .   Yo u sa id  H uawei  w as  own ed 
by  a  C hi nese  u nion .   I  want  to  say  two  t h i n gs  to  t hat .   O ne,  t her e  are  no  Ch ine se  
un ions .   Ok ay .  
 [Lau g hter . ]  
 COMMIS SIO NER F I EDLER:   Okay .   A s  a  t ra d e  un ion is t ,  I  wa nt  yo u to  
un ders tan d t hat  th at  term does  not  a pp ly  t o  the  ex i s ten ce  o f  t h ose  ent i t ies ,  a nd 
that  ra i ses  t he  que st i on o f  wh at  a  pr ivate - -you a lso  sa id  "p r ivat e  company ."   Yo ur  
descr ip t ion  o f  everyt h i ng  t hat  they  get  f ro m the  s ta te  mean s  th at  you s hou ld  
never  use  t he  term " pr iv ate  compa ny"  ass oc iated  wit h  t hem.  
 In  t h i s  ca se - -word s  a re  impor tan t - - i n  th is  case ,  i t  i s  a n  E SOP -- a l le ged 
ESOP -owne d s tate -sp onsored  corpo rat io n.    
 MR.  McCA RTHY:   I  wo ul d  not  d i sa gree  w ith  you.   I  wou ld  say  I  s h oul d  
have  u sed  non - pu bl ic  company .  
 COMMIS SIO NER F I EDLER:   Wel l ,  no ,  no ,  no .  
 MR.  McCA RTHY:   I  te nd to  t h i nk  o f  p r ivate /pu bl i c ,  but  non - pu bl ic  
company .  
 COMMIS SIO NER F I EDLER:   See ,  the  pro ble m is ,  t he  p rob lem wit h  a l l  
o f  th i s  d isc uss ion ab out  rec ip roc i ty  a n d t h is ,  th at ,  an d t he  oth er  th in g  i s  t hat  we  
th i nk  wor ds  mea n so methin g  here ,  a nd t h at  they  mea n t he  s ame th i ng  everywhe re  
e lse ,  an d t hey  do n't .  
 So  we have  to  be  mor e  cogn iz ant  o f  wh at  we 're  s ay i ng  an d per hap s  
more  descr ip t ive  w he n t ry in g  to  compa re  t he  two.   Tha t 's  a l l .  
 MR.  McCA RTHY:   I  ag ree .  
 HEAR IN G CO -C HA IR  S LANE:   Tha nk  you .  
 Commiss ione r - -  
 COMMIS SIO NER WE S S EL :   Wesse l .  
 HEAR IN G CO -C HA IR  S LANE:   - -We sse l .   T ha nk  you .  
 [Lau g hter . ]  
 COMMIS SIO NER WO R TZEL :   Th e  othe r  "W" .    
 COMMIS SIO NER WE S S EL :   The  new g uy .   T h e  new g uy .  
 [Lau g hter . ]  
 COMMIS SIO NER WE S S EL :   Tha nk  you .  
 A  q uick  q uest ion jus t  f rom methodo lo gy ,  Mr .  McCa rt hy .   Hu aw ei  h as  
sa i d  look  at  our  code .   You know,  we 've  go t  noth in g  to  h i de .   To  me,  that 's  
i r re levan t .   The  fact  i s  f rom a  c ap ab i l i ty  p o int  o f  v iew,  you r  co de  may  be  ne utr a l ,  
and  deve lopment  o f  t hat  co de  cre ates  a  ve ctor  for  le t ' s  ca l l  i t  m isch ie f  or  
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whatever  e lse  yo u wi l l ,  as  we l l  a s  remote  mainte na nce  a n d a l l  the  othe r  t h i ngs  
that  go  a long  wit h  t h at .   
 Can we ever  be  as sur ed o f  a  ven do r  whe n you take  a  sn ap shot  o f  
the i r  code ,  th at  t hat  doesn ' t  prov i de  e nor mous  be nef i t s  fo r  a  g overnment ,  for  i t s  
inte l l ige nce  se rv ice s ,  o r  o ther s  to  be  ab le  to  ut i l i ze  t hose  ne tw orks  i n  i ntere sts  
that  may  be  a dver se  to  our  own?  
 MR.  McCA RTHY:   No .   I  mean  t he  ch a l le n ge  with  the  co de,  an d a  
numbe r  o f  co unt r ie s ,  for  exam ple ,  in  Ru ss i a ,  i n  C hi na ,  a nd ot he r  cou ntr ies ,  t hey  
actu a l ly  re qu ire  you t o  depos i t  your  sou rc e  code,  you  know,  as  a  pre req ui s i te  for  
do in g  bu s i ness  t here .  
 I t ' s  n ice  i f  I  were  t he  governmen t  o f  C hi na  to  have  t hat  beca use  i t ' s  
a lways  n i ce  to  h ave  t he  code  so  you c an look  at  i t  an d potent ia l ly  ga in  somethi n g  
f rom that .   But  ju st  b ecause  you have  t he  code,  you have  to  re member  tha t  i n  
opt ica l  network i n g  e qu ipmen t ,  i t ' s  a  very  compl ic ated code  so  w e're  t a lk in g,  in  
some cases ,  o ur  la tes t  pro duct  h as  t he  or d er  o f  f ive  p lu s  mi l l io n  l i nes  o f  code.  
 So  pr act i ca l ly  s peak i ng  for  someone to  t r y  an d rea d every  l i ne  o f  
code  a nd un der sta nd  that ,  i t ' s  pr act ic a l ly  i mposs i b le  for  someone to  de termi ne  i f  
there  are  a ny  back  d oors ,  t ra ps  o r  fa c i l i ta t in g  f un ct io ns  so  t hat - - beca use  t he  
other  t h i ng  abo ut  t he  source  code  t hat  yo u  have  to  remembe r ,  o r  the  o pera t i ng  
code  for  most  networ k  operat ion e q ui pment ,  i s  t hat  o nce  you p ut  i n  t he  so urce  
code,  t here  are  co nst ant  up dat e s .  
 So  as  you  come out  w ith  new prod ucts ,  n e w fu nct io na l i ty ,  the r e  are  
up date s .   So  wh at  yo u ca n never  k now is ,  i s  t here  e na bl in g  cod e  that 's  in  the  code  
that 's  be i ng  rev iewe d  or  tu rne d over  t hat  would  be  e na ble d by  a  fu tu re  u pg ra de  
that  gets  down loade d?   Ofte nt imes  th at ' s  remote;  that 's  down l oaded remote ly ,  
and  i t  coul d  be  j ust  d one  over  the  Web t ha t  woul d  en ab le  some misch ie f  in  t he  
code.  
 COMMIS SIO NER WE S S EL :   An d in  a  St ux net  type  s i tu at ion ,  ac tua l ly  
knowin g t he  co de  g iv es  you p ure  tar get in g  in format io n.   The  fa ct  i s  yo u wi l l  k now 
what  t he  co de  i s ,  a nd  i f  you  the n se nd  th a t  code  over  t he  I nte r net ,  w hatever ,  
over  the  sys tems,  i t  may ,  by  k nowin g t he  code,  i t  w i l l  actu a l ly  tag  o n to  th at  
system,  a nd t here for e  you mig ht  be  cre at i ng  t he  back  doors  a f t erwar ds .   I s  th at  
r ig ht?  
 MR.  McCA RTHY:   Th at 's  t rue .  
 COMMIS SIO NER WE S S EL :   Okay .   Th ank  yo u .  
 HEAR IN G CO -C HA IR  S LANE:   Gent lemen,  th ank  you  very  muc h.   Th is  
was  very ,  ve ry  en l i gh teni ng .   We ap prec iat e  your  t ime,  a nd we s tan d a djou rne d 
for  l unc h .   We ' l l  reco nven e  at  one  o 'c lock .  
 MR.  McCA RTHY:   Th a nk  you .  
 MR.  S IDDIQU I :   T ha nk  you.  
 [Wher eu pon,  at  12 :0 0  noon,  t he  hear in g  r ecessed ,  to  reco nven e  at  
1 :05  p .m. ,  th is  s ame day . ]  
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HEAR IN G CO -C HA IR  S LANE:   We 're  go i n g  t o  reconvene  for  ou r  t h i r d  

pan e l ,  an d ou r  f in a l  p ane l ' s  d isc uss ion wi l l  d i s cus s  t he  B i late ra l  Investme nt  
I ss ues ,  in c l ud in g  t he  feas i b i l i ty  a nd des i ra bi l i ty  o f  a  b i l a ter a l  in vestment  t re aty  
between the  Un i ted  S tates  a n d C hi na .  
 Our  f i r s t  s peak e r  wi l l  be  Nova  Da ly ,  p ub l ic  po l i cy  cons ul ta nt  at  the  
law f i rm of  W i ley  Re i n  LLP .   H i s  s pec i a l ty  i s  he l p in g  c l ie nts  nav i gate  t he  po l i cy  an d 
reg ulato ry  env i ronme nt  s urro un di n g  cros s - borde r  b us ine ss  a ct iv i t ies .   
 H is  e xpe r ie nce  i s  t he  prod uct  o f  exte ns ive  ex per ience  i n  the  f i e l d  as  
he  s pent  ma ny  yea rs  in  lea ders hi p  ro les  fo r  gover nment  age nc i es ,  s uch as  t he  
Departme nt  o f  Commerce ,  t he  Wh ite  Hous e ,  an d t he  Dep artme nt  o f  t he  Tr eas ury 's  
Of f i ce  o f  Inte rn at ion a l  A f f a i r s .   He  ran  th e  U. S .  Committee  on Fore i gn  I nves tment ,  
CF I US,  f rom 2006  to  2009.    
 Our  s econ d s peaker  i s  Dav id  Fa ga n,  a  p art ner  in  t he  law f i rm 
Cov ing ton & B ur l i ng .   H is  spe c ia l t ie s  l ie  i n  the  a reas  o f  n at ion a l  secur i ty  law,  
inte rna t ion a l  t ra de ,  a nd inves tment ,  an d g loba l  p r ivacy  an d dat a  sec ur i ty .  
 He  h as  re pre sente d c l ie nts  in  a  var iety  o f  i nd ust r ies ,  domest ic  a nd 
inte rna t ion a l ,  i n  sec u r in g  t he  a p prova l  o f  CF I US .   He  i s  a l so  the  aut hor  o f  a  
lead in g  t reat i se  on  C hi nese  investme nt  i n  the  U .S .  He  h as  wr i t t en exte ns ive ly  on 
fore i gn  inves tment  m atters  an d i s  a n  A dj u nct  Profe ssor  o f  L aw at  Geor getown 
Unive rs i ty  L aw Ce nte r .  
 Welcome,  ge nt leme n,  an d we' l l  s ta r t  w i t h  Mr.  F ag an .  
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PARTNER,  COVINGTO N AND BURLING LLP  
 

MR.  F AGA N:   Goo d af ternoo n .   T ha nk  you a l l  fo r  t he  i nv i t at io n to  
test i fy  at  t h is  he ar i n g.   I t  has  bee n a  fas c i nat i n g  he ar in g,  a n d I  hope  t hat  we 're  
go in g  to  he l p  you e n d on a  h ig h  note  af te r  l unc h to day .   
 Before  I  be g i n  my  p re pare d rema rks ,  I  wo u ld  l ike  to  em ph as i ze  t hat  
my  comme nts  today  r e f lect  my  perso nal  v i ews  an d a re  not  o f fer ed on beh al f  o f  
my  f i rm or  a ny  c l ie nt  o f  the  f i rm .    
 I  h ave  focu sed  my test imony  on thr ee  as p ects  o f  t he  U .S .  t r ade  an d 
investme nt  re lat ions hi p  wit h  C hi na:  
 F i r s t ,  an  asses sment  o f  the  leve l  o f  Ch ine s e  fore i gn  d i rect  inve s tment  
in  t he  U .S . ;   se con d,  the  re gu latory  an d in st i t ut ion a l  e nv i ronme nt  i n  t he  U .S .  for  
FDI  f rom Ch in a ,  i nc lu di ng  t he  ro le  t hat  CF I US p lays ;  an d t h i rd ,  t he  ro le  th at  a  
U.S . - Ch in a  B IT  cou ld  p lay  in  c re at i ng  gre at er  i nvestment  f lows  betw een the  two 
count r ies .  
 FD I  i n  t he  U ni t ed Sta tes  cont r i bute s  to  a  s t ronge r  ma nu fact ur in g  
base ,  c re ates  h i ghe r - pay i ng  job s ,  a nd  p romotes  investme nt  i n  domest ic  resea rch  
and  deve lopment .   In  l i ght  o f  th ese  bene f i t s  f rom FD I  ge ner a l ly ,  an  import ant  
po l icy  q ue st ion fo r  U .S .  en ga gement  w it h  Chi na  i s  to  w hat  e xte nt  does  C hi nese  
investme nt  s pec i f i c a l ly  cont r i bute  to  the  U.S .  eco nomy.  
 The  s hort  a nswe r  i s  t hat  w hi le  t he  la st  sev era l  ye ars  have  seen 
improvements  i n  C hi nese  FDI  in  t he  U .S . ,  the  overa l l  vo l ume of  suc h  i nvestmen ts  
remain s  lower  th an i t  shou ld  be .   C h i na 's  d i rect  e q ui ty  investme nt  i n  t he  U .S .  
pa le s  i n  compa r i son t o  i t s  ho ld in gs  o f  U. S .  debt  an d i s  lowe r  th a n othe r  
deve lop in g  eco nomies ,  s uch as  B ra z i l  a nd  I nd ia ,  an d muc h sma l l er  economies ,  
suc h as  Sa u di  A ra bi a .  
 In deed ,  wh i le  t he  U n i ted S tates  h i s tor i ca l l y  has  ga rne red 
app rox imate ly  15  pe r cent  o f  tot a l  g lo ba l  outwar d FDI  f lows,  t he  U.S .  rece ive d 
only  a bout  two  per ce nt  o f  C hi na 's  o utwa rd  FDI  in  2010 ,  ra nk i ng  beh in d Swe de n 
among ot her  co unt r i es .   T h i s  i s  esp e c ia l ly  concer ni ng  bec au se  Chi na  i s  o n  the  
pat h  to  be come a  net  exporte r  o f  FDI .   I t  i s  import ant  for  t he  U .S .  economy a nd 
the  re lat ive  b a la nce  o f  U. S . -C hi na  eco nomic  re lat ions  t hat  the  U.S .  c apt ure  a  
lar ger  sha re  o f  t h i s  f orthcomin g o utbo un d  FDI  f rom Ch in a .  
 Ch i nese  f i rms  o f te n c i te  pe rce ive d re g ulat ory  an d po l i t i ca l  obs t ac les  
in  t he  U .S . ,  in c l ud in g  the  rev iew p rocess  u nde rtake n by  CF IU S,  t o  expla in  the i r  
caut ious  ap proa ch to  invest in g  here .   In de ed,  I  ca n  te l l  you  f ro m exper ie nce ,  i t  i s  
not  u ncommon for  a  Chi nese  company  to  ask  not  how i t  sho ul d  invest  i n  the  
Uni te d State s ,  but  w hethe r  i t  i s  eve n poss ib l e  to  do  so .  
 The  re a l i ty  for  Ch ine s e  investo rs  i s  q u i te  d i f fe rent  th an t h i s  
perce pt io n.   The  U. S .  i s  gene ra l ly  ope n to  gree nf ie l d  i nvestmen ts  f rom C hi na ,  a n d 
whi le  p art i cu lar  law s  and  re gu lat ions  may  app ly  to  i nvestme nts  depe nd in g  on  the  
in dus try ,  t he  s i ze  a nd  scope  o f  the  t ra nsac t ion,  an d t he  n atu re  o f  the  bu s i ness ,  
these  ru les  a n d re gu l at ion s  do  not  tu rn  on  the  co unt ry  o f  or ig in  o f  the  
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investme nt ,  a n d they  accor di ng ly  are  not  geare d to  d is cr im ina t e  aga in st  
investme nt  f rom Chi n a  or  a ny  othe r  cou ntr y .  
 The  n at io na l  sec ur i ty  rev iew process  u nde rtake n by  CF IUS  i s  a  nar row 
but  import ant  over la y  to  th i s  re gu latory  l and sca pe.   U nl i ke  ma ny  othe r  cou ntr ies ,  
the  U .S .  doe s  not  ap p ly  an  economic  int ere st  test  w hen  rev iew in g  fore ig n  
investme nt .   Rat her ,  CF I US i s  a n  ap prop r i a te ly  ta i lo re d process  focuse d s t r ic t ly  on 
nat io na l  sec ur i ty ,  s uc h th at  t he  vast  major i ty  o f  fore i gn  inves tments  in  U. S .  
bus in esses  are  not  s u bject  to  CF IU S rev iew .  
 Thu s ,  for  many  Ch ine se  inve stments  i n  the  U.S . ,  CF IU S wi l l  not  be  
re leva nt ,  le t  a lone  an  obstac le .   For  those  investme nts  t hat  are  sub ject  to  CF IUS  
rev iew,  t he  C FI US pro cess  i s  not  o ne  to  be  feare d.   CF IU S act s  w i th in  pre c ise  
t ime -f rames  a nd  u nd er  a  def i ne d re gu lato ry  proce ss  t hat  ap pro pr i ate ly  ba la nces  
the  be nef i t s  o f  FD I  w i th  t he  protect ion o f  nat io na l  sec ur i ty  i nte rests .  
 The  C FIU S r ecord  i n  t h is  reg ar d  i s  s t rong .   Whi le  not  hes i tat in g  to  
take  tou gh act ion to  protect  nat iona l  se cu r i ty ,  CF IUS  ha s  a n  ov erwhelm in g reco rd 
o f  ap prov i ng  t ra ns act ions ,  i nc l ud in g  C hi ne se  t ra nsa ct io ns ,  in  a  t imely  fa sh ion .  
 To  be  s ure ,  Ch ine se  t ran sact ions  ca n rece i ve  comparat ive ly  gre ater  
scru t i ny  f rom C FI US,  and  the re  a re  ca ses  i n  wh ich  po l i t i ca l  cont roversy  or  C F I US 
act ion  ha s  t hwarte d i nvestment  f rom C hi n a.  B ut  t hese  cases  ar e  the  exce pt ion 
rathe r  t ha n the  r u le .   The  c lear  les sons  o f  the  h is tory  o f  C F IU S and  the  Un i te d 
States '  broa der  ap pr oach to  FDI  f rom Ch i na  i s  t hat  t he  U .S .  i s  open to  a n d 
encou rag in g  o f  inve s t ment  f rom C hi na ,  an d  the  rev iew p rocess  u nde rtake n by  
CF I US i s  on e  i n  wh ic h  both  inves tors  an d n at ion a l  se cu r i ty  hawk s  ca n a nd shou l d  
have  con f i den ce .  
 Fear  over  CF IU S a lso  i s  not  the  o nly  factor  rest r a i n i ng  Ch ine se  
investme nt .   D i f fere n ces  i n  man ageme nt  s t y le  an d s t r uctu re ,  bu reau crat ic  a n d 
po l i t i ca l  ob stac les  to  obta i n i ng  re qu ire d a pp rova ls  to  inve st  a b road,  an d 
cha l le nges  a nd f r ust r at ion s  wit h  t he  U .S .  v i sa  proces s ,  a l l  the se  factors  to  vary in g  
deg rees  have  ac ted a s  a  d ra g  on Ch ine se  i nvestment  in  the  U . S .  
 There  i s  no  s i lver  bu l le t  so l ut io n to  a dd res s in g  t hese  c ha l le nge s  an d 
to  br i n g i ng  Ch ine se  F DI  more  in  l ine  w ith  what  t he  U .S .  s hou ld  be  rece iv i ng .   
However ,  a  s t ro ng U . S . -Ch i na  B IT  i s  one  se ns i b le  measu re  t hat  c an he l p  ope n up 
greate r  i nvestme nt  o ppor t u ni t ies  in  both  d i re ct io ns  to  t he  be n ef i t  o f  U. S .  
bus in esses ,  worker s  and  the  economy.  
 A  U. S . -C hi na  B IT  wo ul d  p rov ide  an  import a nt  s ig na l  o f  both  co u ntr ies '  
commitment  to  boost in g  b i l atera l  i nvestm ent  f lows.   I t  wo ul d  u nde rscore  t ha t  the  
U.S .  i s  ope n to  C hi ne se  inve stment  an d i s  a  safe  env i ronme nt  i n  wh ich  to  i nvest ,  
and  i t  wo ul d  s ig na l  t o  the  C hi nese  investo rs  a  comfor t  leve l  a n d commitment  f rom 
the  C hi nese  governm ent  re ga rd in g  i nvest ment  i n  the  Un i te d St ates .  
 Importa nt ly ,  for  U. S .  bus in esses ,  a  B IT  a l s o  i s  s ure  to  inc lu de  t he  
pr i nc ip le  o f  nat iona l  t reatment ,  wh ic h  wi l l  req ui re  C hi na  gene ra l ly  to  a ccord  more  
equ i ta ble  t reatme nt  to  U.S .  investor s  a nd  the i r  oper at io ns  in  C hi na .  
 In deed ,  th at  inc lu s io n o f  t he  most - favore d n at io n c l au se  a l so  wi l l  
ensu re  t hat  U. S .  inve stors  go in g  fo rwar d r ece ive  the  be nef i t  o f  any  f ut ure  
l ib era l i zat ion t hat  Ch ina  i nc l ude s  i n  othe r  B ITs .  
 An d th e  B I T  woul d  pr ov ide  for  i nvestors  o f  each cou ntry  to  br in g  
investme nt  d is pute s  to  arb i t r at io n,  wh ic h  wi l l  prov i de  a  g reate r  measure  o f  
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protect ion for  i nvest ors  an d c an he l p  tem per  co nd uct  before  i t  r i se s  to  the  leve l  
o f  a  v io l at io n.  
 Importa nt ly ,  wh i le  U. S .  inves tors  do  not  y et  have  t hese  protec t ions  
in  p l ace  wit h  C hi na ,  i nvestors  f rom at  leas t  120  other  co unt r ies  do .   T h i s  i s  a  
potent ia l ly  s ig n i f i c an t  d i sadv ant age  to  U. S .  b us ines ses ,  an d t he  remedy  for  i t ,  in  
my  v iew,  sho ul d  be  p urs ued  v igo rous ly .    
 To  be  s ure ,  the  B IT  w i l l  be  to ug hly  ne got ia ted,  an d even a  s t ron g 
U.S . - Ch in a  B IT  ca nnot  so lve  a l l  o f  t he  c ha l l enges  th at  con fro nt  U.S .  bus i n esses  
look in g  to  i nvest  in  C hi na  or  t ha t  imp act  o utbo un d C hi nese  inve stment  a nd  i t s  
impact  o n U .S .  bus in esses  w hic h  you hea r d a bout  e ar l ier  today .  
 There  w i l l  rema in  ot h er  s i gn i f i ca nt  i ss ues ,  inc lu di ng  i nte l lect ua l  
prope rty  p rotect ion a nd ad here nce  to  t he  OECD r u les  o n ex port  an d impo rt  
f in an c i ng,  th at  t he  U . S .  governme nt  a lso  s houl d  pu rs ue  v i gorou s ly  th rou gh  
b i l ater a l  d i scu ss io ns  and  othe r  mult i l a ter a l  fora .  
 But  a  s t ro ng U. S . -C hi na  B IT  wou ld  be  a  ver y  pos i t ive  s te p t hat  c ould  
enh ance  the  o ppor tu ni t ies  fo r  a nd conf ide nce  o f  inves tors  on  b oth  s i des .  
 I ' d  b e  p lease d to  t ak e  your  ques t ion s  a nd tha nk  you aga i n  for  h av in g  
me today .  
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The United States’ trade and investment engagement with China presents myriad opportunities and 

challenges for the world’s two largest economies. The items addressed in the most recent Strategic and 

Economic Dialogue, concluded on May 4, 2012, reflect the importance and complexity of this 

relationship. These include, among other items, China’s agreement to participate in negotiations on export 

financing with the United States and other major exporting countries; efforts to ensure that U.S. firms 

may compete on a fair basis with Chinese state-owned enterprises; positive direction on Chinese efforts to 

join the WTO Agreement on Government Procurement; agreement to “intensify negotiations” for a U.S.-

China Bilateral Investment Treaty (BIT); and various commitments related to intellectual property 

protection.  

 

More broadly, the intricacies and challenges of the U.S. engagement with China on trade and investment 

issues range from significant macro-level policy matters – such as rebalancing the export-driven nature of 

the Chinese economy, and ensuring transparency and fairness in each country’s rules governing trade and 

investment – to very practical obstacles, such as visa restrictions and differences in management 

experience, that can exacerbate the distance between the two economies.  

 

The diversity and depth of these matters, in turn, underscores the complexity of the topic of this hearing, 

“The Evolving U.S.-China Trade and Investment Relationship.” Within that broad subject, I have focused 

my testimony on three areas in particular: 

  

• The benefits of foreign direct investment to the U.S. economy and job creation, and an 

assessment of Chinese foreign direct investment (FDI) to date;  

 

• The regulatory and institutional environment in the United States for FDI from China, 

including the role of the Committee on Foreign Investment in the United States (CFIUS); 

and  

 

• Other factors impacting Chinese outbound FDI, and the role that a U.S.-China BIT may 

play in attracting more Chinese direct investment in the United States.  

I. The Benefits of Foreign Direct Investment in the United States and the Role and Status of 

Chinese Investment 

 

FDI has received long-standing, bi-partisan policy backing: every Administration since that of  

President Carter has issued formal policy statements or speeches expressing strong support for FDI. The 

most recent of these was President Obama’s statement last June on the U.S. commitment to an open 

investment policy.  

 

                                                           
1
 David N. Fagan is a Partner in the law firm Covington & Burling LLP in Washington, D.C.  His practice 

covers foreign investment, national security, and cyber and data security.  This testimony represents the 

personal views of Mr. Fagan and is not offered on behalf of any client or his firm. 



117 

 

The reasons for this bi-partisan support are clear: there is an unambiguous record of FDI contributing to a 

stronger manufacturing base, creating higher-paying jobs, promoting investment in domestic research and 

development, and generating greater tax revenues. For example, the Council of Economic Advisers has 

reported that:  

 

• Majority-owned U.S. affiliates of foreign corporations produced $670 billion in goods 

and services in 2008, accounting for about six percent of total U.S. private output that 

year;  

 

• These same companies employed 5.7 million U.S. workers, accounting for five percent 

of the U.S. private workforce and 13 percent of the U.S. manufacturing sector, and were 

responsible for more than 18 percent of U.S. merchandise exports; and  

 

• The capital expenditures of these firms accounted for more than 11 percent of total U.S. 

private capital investment, and contributed to over 14 percent of total U.S. private R&D 

investment.
2
  

 

The data are even more attractive when considering the ancillary benefits of FDI. According to a study 

released last month by the Organization for International Investment:  

 

• While U.S. subsidiaries of foreign companies directly employ 5.3 million people, they 

also are responsible for an additional 15.8 million jobs in the related supply chain or 

associated with the spending of the employees’ paychecks, thereby indirectly accounting 

for a total of 21 million jobs (or 12.2 percent of total U.S. employment).  

 

• The jobs related to foreign direct investment are higher-paying. The average 

compensation in the U.S. for all types of employment is $50,100, while the average 

compensation for a position with a direct U.S. subsidiary of a foreign company is more 

than 50 percent higher, at $77,590, and the average compensation for both direct and 

indirect jobs supported by U.S. subsidiaries of foreign companies is $58,500 (17 percent 

higher).  

 

 • Approximately 2 million jobs at U.S. subsidiaries of foreign companies are in the  

American manufacturing sector, accounting for about 17 percent of total American 

manufacturing jobs. These subsidiaries also account for more than 21 percent of all U.S. 

exports, or $219.7 billion.  

 

• Although U.S. subsidiaries of foreign companies account for less than one percent of all 

U.S. businesses, they account for $43.4 billion in annual spending on U.S. research and 

development activities; reinvest $93.6 billion annually in their U.S. operations; and pay 

$38 billion in annual U.S. corporate taxes, nearly 17 percent of total U.S. corporate tax 

payments.
3
 

 
 

                                                           
2
 Executive Office of the President, Council of Economic Advisers, U.S. inbound Foreign Direct 

Investment (2011), available at 

http://www.whitehouse.gov/sites/default/files/microsites/cea_fdi_report.pdf  
3
 Organization for International Investment, Chain Reaction: Global Investment Works for America (May 

2012), available at http://www.ofii.org/docs/OFII_CHAINREACTION_REPORT.pdf. 

http://www.whitehouse.gov/sites/default/files/microsites/cea_fdi_report.pdf
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In light of these benefits from FDI generally, an important policy question for U.S. engagement with 

China is the extent to which Chinese investment specifically is contributing to the U.S. economy. The 

short answer is that while the last several years have seen improvements in Chinese FDI in the United 

States, the overall volume of such investment remains lower than it should be, especially by comparison 

to the strong equity investment flows from the rest of the world to the United States.  

 

To start with the positive, there are encouraging signs of growth in the net U.S. benefit from Chinese 

investment. During the recent financial crisis, China’s FDI stock in the U.S. grew nearly fivefold, from 

$1.2 billion in 2008 to $5.9 billion in 2010. U.S. subsidiaries of Chinese firms currently are estimated to 

own between $20 billion and $30 billion in assets on their books and to employ more than 10,000 people 

with higher-than-average wages. Chinese-owned firms, while still net importers, have been growing their 

exports, and have been steadily adding to U.S.-based R&D.
4
 According to the China Investment Monitor, 

Chinese-owned firms have invested a total of more than $16 billion in greenfield and acquisition 

transactions in the U.S. since 2003.
5
  

 

The recently-announced sale of AMC Entertainment Holdings to China’s Dalian Wanda Group, which 

marks the largest Chinese acquisition of a U.S. company to date, is a tangible example of these positive 

trends. This $2.6 billion deal by a leading Chinese company includes a commitment to maintain AMC’s 

U.S.-based headquarters, to retain AMC’s U.S. management and to pursue the company’s management-

directed strategy, and to invest another $500 million in AMC. It also will help U.S. film companies 

increase their exports to China, the second largest theater market in the world. In short, the transaction not 

only provides the buyer with global synergies for its brand, but also provides the U.S. business with an 

important capital injection that will allow it to grow and expand. This is a great example of a Chinese firm 

investing in the U.S. economy in a way that will benefit businesses, workers, and consumers alike.   

 
Notwithstanding these encouraging trends, the overall amount of FDI in equity investments from the 

world’s second largest economy remains lower than it could be. Even with the positive growth in FDI 

stock to nearly $6 billion, China’s direct investment pales in comparison to its well-publicized holdings of 

U.S. debt, and still represents well under one percent of foreign investment in the United States. Chinese 

FDI in the U.S. is “marginal compared to major investors such as the U.K. or Canada,”
6
 and lower than 

other developing economies, such as Brazil or India, as well as other much smaller economies, such as 

Saudi Arabia.
7
 Moreover, this lag also reflects the United States’ relative positioning as a destination for 

Chinese FDI. While the United States historically has garnered approximately 15 percent of total global 

outward FDI flows, according to China’s own figures, the U.S. ranked seventh as a destination for FDI in 

2010 — behind Sweden, among others — and received only about two percent of China’s outward FDI.8
8
 

Indeed, a recent study on Chinese outbound FDI in the first quarter of 2012 reported a significant increase 

                                                           
4
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in investment across the globe, but lower investment in the United States compared to the same period a 

year earlier.
9
  

 

The United States’ relative positioning as a destination for outward Chinese FDI raises policy concerns 

for two reasons. First, as noted, there are immediate benefits from FDI, which the U.S. simply is not 

capturing in proportion to its status as the world’s largest economy and the most popular economy for 

investment. Second, there is even greater potential for Chinese outbound FDI in the future: China is on 

the path to become a net exporter of FDI, with a conservative estimate of outbound FDI placing it at 

between $1 trillion to $2 trillion in the next decade.
10

 It is important for the U.S. economy and the relative 

balance of U.S.-China economic relations that the U.S. capture a larger share of the forthcoming 

outbound FDI from China.  

 

II. The Regulatory and Institutional Environment for Chinese investment in the United States  

 

Chinese firms often cite perceived regulatory and political obstacles in the United States, including the 

review process undertaken by CFIUS, to explain their cautious approach to investing here. Indeed, it is 

not uncommon for a Chinese company to ask not how it should invest in the United States, but whether it 

is even possible to do so. This fear factor acts as a self-imposed restraint on Chinese investment — 

although, as described below, it is certainly not the only, or even the principal, reason limiting Chinese 

investment in the United States.  

 

The reality for Chinese investors, however, is quite different than the perception: there is a basic 

regulatory and institutional framework that applies equally to all foreign investors in the U.S., including 

Chinese investors, and this framework generally works to preserve and advance an open investment 

environment, not to hinder the prospective investors.  

 

To start, the United States is generally open to greenfield investments, which, by their nature, are focused 

on the creation of a new business that adds to the economy and therefore may implicate different — and 

lighter — regulatory considerations. For instance, antitrust rules apply both to greenfield investments and 

acquisitions of existing businesses, but a greenfield investment may be less likely to raise monopoly or 

restraint of trade concerns.  

 

Beyond the generic landscape of greenfield investments, there may be particular federal laws and 

regulations that apply to investments depending on the industry (e.g., telecommunications, energy, and 

banking), the size and scope of the transaction (e.g., Hart-Scott-Rodino), and the nature of the business 

(e.g., securities filings for acquisitions involving publicly traded companies), as well as other rules and 

regulations at the federal, state and local levels that, while not triggered by a transaction, are relevant to it. 

But these rules and regulations do not turn on the country of origin of the investment, and they 

accordingly are not geared to discriminate against investment from China or any other country; rather, 

they apply equally, if at all, to all foreign investors. The fact that the United States is the world’s largest 

recipient of FDI also underscores the openness of the regulatory landscape to foreign investment.  

 

The national security review process undertaken by CFIUS is a narrow — but important — overlay to this 

regulatory landscape. CFIUS operates pursuant to clear statutory authorities (i) to determine the national 

security effects of certain controlling foreign investments, and (ii) to take action, as necessary, to address 

national security risks when no other laws apart from certain Presidential emergency powers are sufficient 

to address the risk. Unlike many other countries, the U.S. does not apply an economic interest test when 
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reviewing foreign investment. Rather, CFIUS is an appropriately tailored process focused strictly on 

national security, such that the vast majority of foreign investments — around 90 percent — are not 

subject to CFIUS review.  

 

Thus, for many Chinese investments in the U.S., CFIUS will not be relevant, let alone an obstacle. For 

those investments that are subject to CFIUS review, the CFIUS process is not one to be feared. CFIUS 

acts within precise timeframes and under a defined regulatory process that, consistent with U.S. law and 

policy, appropriately balances the benefits of FDI with the protection of national security interests. The 

Committee conducts a thorough review of each case presented before it, operating from a premise — 

supported by the statute — that it should seek, if at all possible, to find solutions that enable transactions 

to proceed while protecting national security. CFIUS’s record in this regard is strong; while not hesitating 

to take tough action to protect national security, CFIUS has an overwhelming record of approving 

transactions, including Chinese transactions, in a timely fashion.  

 

This is not to ignore or diminish aspects of Chinese investment that may attract more attention from a 

regulatory and policy perspective. Of the United States’ ten largest trading partners, China is the only one 

not considered an ally; Chinese state-owned enterprises have accounted for approximately 70 percent of 

its outbound investment; key U.S. institutions, including the Department of Defense and the U.S. 

intelligence and law enforcement agencies, view certain Chinese investments with great suspicion; and 

U.S. concerns regarding the transfer of export-controlled technologies and other compliance matters can 

be especially acute with China.  

 

Chinese transactions can receive comparatively greater scrutiny, and there are cases — frequently cited 

by Chinese firms and the Chinese government — in which political controversy or CFIUS action 

thwarted the investment from China. These include, among others, the failed bid by China National 

Offshore Oil Corporation (CNOOC) for Unocal in 2005; Huawei Technologies’ failed acquisitions in 

2007 and 2010; the divestiture of Emcore’s fiber optics business to Tangshan Caofeidian Investment 

Corporation in 2010; and recent transactions in the mining sector in Nevada.  

 

But these cases are the exception rather than the rule, and it is important to place them in context.  

First, much of the kindling that helped to spark and stoke the CNOOC-Unocal fire in Congress in  

2005 was addressed in the Foreign Investment and National Security Act of 2007 (FINSA), which 

strengthened the CFIUS process and added energy security to the statutorily enumerated national security 

factors for CFIUS to consider. As a result of FINSA, Congress can have greater confidence in the 

thoroughness of the CFIUS process, and transaction parties in turn can help allay Congressional concerns 

by voluntarily notifying a transaction for CFIUS review.  

 

Second, insurmountable CFIUS-related challenges, while rare, generally reflect miscalculations in the 

transaction planning, the parties’ approach to CFIUS, or both. This is true regardless of the country of 

origin of the investment, and each of the foregoing transactions from China is no exception. Indeed, for 

each CNOOC-Unocal or Huawei-3Com deal, there are examples such as CNOOC-Chesapeake Energy, 

CIC-AES, Lenovo-IBM, and many other transactions that have proceeded without controversy, reflecting 

the careful planning of the transaction parties and their counsel. Moreover, while the overwhelming 

number of transactions reviewed by CFIUS are approved and non-controversial, China is not the only 

country to have its investors confront difficulty in CFIUS; even investors from our closest allies have, 

from time to time, failed to identify or anticipate hard national security issues that were identified by 

CFIUS.  

 

The plain lesson of this history is that the U.S. is open to and encouraging of investment from  
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China; that regulatory and political obstacles can generally be avoided through appropriate planning by 

the transaction parties; and that the review process undertaken by CFIUS is one in which both investors 

and national security hawks can and should have confidence.  

 

III. Non-Regulatory Factors Impacting Chinese Investment and the Role of a U.S.- 

China BIT in Encouraging Investment Flows  

 

Apart from the fears and misperceptions stemming from a minority of failed transactions, there are more 

practical, non-regulatory factors that have restrained Chinese investment in the United States. Differences 

in management style and structure, a lack of management experience in global business perations, and a 

pre-occupation with their domestic market have limited the scope of outbound Chinese investment. In 

addition, bureaucratic challenges, both within companies and in the Chinese political and regulatory 

scheme for obtaining required approvals to invest abroad, make it difficult for Chinese companies to 

mobilize quickly enough to participate in bidding processes abroad and can cause frustration for counter-

parties and potential suitors of Chinese investment, leading potential transaction parties to turn elsewhere. 

On top of this, many potential Chinese investors find the U.S. visa process lengthy and frustrating, further 

diminishing their enthusiasm for investment in the United States.
11

 

 

There is no silver bullet solution to address these challenges and bring Chinese FDI more in line with 

what the world’s largest economy should receive from the world’s second largest economy, just as there 

is no single policy or action that will address completely all the market access considerations that U.S. 

investors confront with respect to their investment in China. However, a strong U.S.-China BIT is one 

sensible measure to pursue to open up greater investment opportunities in both directions, to the benefit of 

U.S. businesses, workers, and the economy.  

 

A U.S.-China BIT would provide an important signal of both countries’ commitment to boosting bilateral 

investment flows and would create greater confidence in Chinese investors in two important respects. 

First, it would underscore — symbolically and substantively — that the U.S. is open to Chinese 

investment and is a safe environment in which to invest. Second, equally important, it would signal to 

Chinese investors a comfort level and commitment from the Chinese government regarding investment in 

the United States. 

 

 In turn, several aspects of a U.S.-China BIT also would provide U.S. businesses with greater 

opportunities and protection for investments in China. First, a BIT is sure to include the principle of 

national treatment, which will require China generally to accord more equitable treatment to U.S. 

investors and their operations in China.  

 

Second, the inclusion of a most-favored-nation clause, which now is generally accepted by the Chinese in 

their BITs, will ensure that U.S. investors going forward receive the benefit of any future liberalizations 

that China includes in other BITs.  

 

Third, the BIT would include protection against expropriation. While that risk seems increasingly remote 

in China, it nevertheless is an important protection for foreign investors in any country.  

 

Fourth, and arguably most important, the BIT would provide for investors of each country to bring their 

investment disputes to arbitration. This ability to take disputes to arbitration not only provides a measure 

of direct protection for investors; the threat of arbitration often can serve to temper conduct before it rises 

                                                           
11

 For an additional reference on the impacts on Chinese investment in the U.S., see David M.  

Marchick, Fostering Greater Chinese Investment in the United States, Renewing America:  

Policy Innovation Memorandum No. 13, Council on Foreign Relations (Feb. 9, 2012). 
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to the level of a violation. It functions to hold each party to the terms of fair and equal competition and 

access that are embodied in the BIT.  

 

Importantly, while U.S. investors do not yet have these protections in place with China, investors from 

120 other countries around the world do enjoy such protections. This is a potentially significant 

disadvantage to U.S. businesses, and the remedy for it should be pursued vigorously.  

 

To be sure, there will be tough areas of negotiation with China over the BIT, and the U.S. should push 

hard in particular on key market access points. These include pressing China to provide greater clarity in 

how laws and regulations apply to investors in China, to ease policies that tilt the playing field in China to 

domestic companies and to provide similar commitments to enforce principles of fair and equal treatment 

at provincial and local levels, and to reduce sector-based restrictions and equity caps.  

 

As noted, even with progress on these fronts, a U.S.-China BIT will not solve all of the challenges that 

confront U.S. businesses looking to invest in China or that impact outbound Chinese investment. There 

will remain many other significant issues, including intellectual property protection, adherence to the 

Organisation for Economic Co-operation and Development rules on export and import financing, and 

accession to the WTO Agreement on Government Procurement, to be pursued through bilateral 

discussion and multi-lateral fora. There also is constructive unilateral action that the U.S. can take to 

encourage greater equity investment flows from China, such as making it easier for investors to travel to 

the U.S., continuing engagement by senior Administration officials with China on its concerns about the 

U.S. investment environment, and enhancing the efforts of the federal government’s Select USA initiative 

to attract Chinese FDI to the United States.  

 

In sum, a strong U.S.-China BIT should not be viewed as a cure-all for every consideration or concern 

that infuses the U.S.-China trade and investment relationship. However, it would be a very positive step 

that could enhance the opportunities for — and confidence of — investors on both sides.  

 

IV. Conclusion  

 

Chinese FDI can have a significant positive impact on the U.S. economy, but it has not yet flowed in 

amounts commensurate with the nature of the relationship between the two economies. Both sides should 

have confidence that the U.S. can be — and is — open to such investment without the U.S. sacrificing 

important national security interests and without the investor risking an embarrassing rejection. A strong 

U.S.-China BIT would help increase this confidence, as well as increase opportunities for U.S. businesses 

in China. 
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HEAR IN G CO -C HA IR  S LANE:   Tha nk  you .  
 Mr .  Da ly .  
 
 

OPENING STATEMENT NOVA DALY 
PUBLIC POLICY CONSULTANT, WILEY REIN LLP 

 
 MR.  DALY:   T ha nk  yo u very  muc h,  Commis s ioner s ,  for  t he  op portu ni ty  
and  ho nor  to  be  he re  today .    
 Whi le  I  served  wit h i n  the  U ni te d State s  go vernment  at  t he  
Departme nt  o f  T reas ury ,  I  had  the  o ppo rt un i ty  to  ta lk  to  my  fo re ig n  co unte rp arts  
on i nvestment  i ss ues  for  a  num ber  o f  d i f fe rent  matt ers ,  i nc l ud i ng  sovere i gn  
weal th  f un ds ,  w hi ch  we dea l t  w i t h  t he  E ur opean s  a nd t hro ug h t he  S ant ia go  
Pr inc ip les .  
 But  in  my  meet i ng s  w ith  t he  C h inese ,  t h e i r  key  i ss ue  wa s  th e  CF IUS 
process  a nd w het her  i t  was  an  ap pro pr iate  vehic le  a nd w het her  we were  obt use  
in  t he  way  we  ha n dle d the  p rocess .   I ,  o f  c ourse ,  ha d to  ex pl a i n  the  C FI US 
process ,  b ut  a l so  o ne  o f  my  tasks  w as  to  e xpla i n  the  ope n i nves tment  po l icy  o f  
the  U ni te d States ,  wh ich  i s  a  lo ng -sta nd in g  po l i cy  wh ich  we nee d to  cont in ue .  
 An d th e  C hi nese ,  my  goa l  w i th  the  Ch ine se  was  to  t ry  to  f i nd  ou t  
exact ly  how the i r  pro cess  worke d,  w hic h  w as  more  opa q ue  th an the  U .S .    
 S i nce  t hat  t ime I 've  g one  i nto  the  p r ivate  sector ,  an d wit h i n  
governmen t  I 've  cont in ued to  see  t he  r i se  o f  Ch ine se  i nvestmen t  an d t he i r  us e  o f  
s tate -ow ned e nte rp r i ses  
and  s tat e -s up porte d enter pr ises  in  the i r  i nvestments  a broa d a nd g lo ba l ly ,  an d 
what  has  in terest in g l y  occur red,  wha t  I  d i dn ' t  t h i nk  co ul d  h ap p en the n,  was  t hat  
in dus tr ie s  ac ross  t he  boar d,  w hethe r  t hey  be  i n  t he  f in anc ia l  i n dus tr ie s  or  t he  
ban k i ng  an d s tee l ,  ha ve  come together  to  seek  remed ies  to  t he  ant i compet i t ive  
i ss ues  t hey  a re  fa c i n g  on an inves tment  b as is  an d t ra de  b as i s  a b roa d.  
 I t ' s  bee n ama zi n g,  a n d i t ' s  be i n g  do ne  t hr ough  the  Tra ns -Pac i f i c  
Partne rsh ip ,  t hrou g h prov is ions  o n s t ate -o wned e nter pr ises .   I t ' s  the  f i r s t  t ime 
the  U .S .  h as  eve r  ta bl ed th at ,  so  I  f i nd  t ha t  to  be  a  ve ry  i ntere st in g  occu rre nce .  
 So  I  t hou ght  for  t h e  pu rpose  o f  my  test im ony,  a nd w ith in  i t ,  th e  
wr i t te n test imony,  I  make  three  post u l ate s  tha t  I  see  out  the re  as  f r i c t ion a l  
i s s ues  between  us  an d C hi na  in  te rms  o f  b i la ter a l  inves tment  i ss ues .  
 The  f i r s t  be in g  t hat  C hi na  mu st  a dd ress  th e  d is tort io ns  a n d n a t i ona l  
secur i ty  co ncer ns  ar i s in g  f rom i t s  system of  s tate -s up porte d a nd s tate - le d  
economic  g rowth in  o rder  for  t he  U ni te d S tates  to  co nt i nue  to  s up port  a n d 
promote  open  i nvest ment  po l ic ie s .  
 The  seco nd post u l ate  i s  t hat  t he  U ni ted St ates  s hou ld  co ns ide r  
add i t iona l  i nter nat io na l  an d domest ic  po l i c ies  in  t he  face  o f  Ch inese  pr act ices  
and  law s  th at  a d dres s  the  in ade qu ac ie s  o f  our  c ur rent  system a nd inves tment  
reg ime in  o rde r  to  en sure  a  f a i re r  compet i t ive  p lay i ng  f ie l d  g loba l ly  a nd  
domest ica l ly .  
 An d th e  la st  i s  t hat  t he  U .S .  a nd Ch in a  b i l atera l ly  need  to  come 
togethe r  a nd f i nd  so l ut io ns  a nd  r u les  ba se d systems w it h i n  our  investme nt  
process es  whe re  we c an f in d  agr eement ,  a nd t hat 's  th rou gh t he  b i later a l  
investme nt  t re aty .  Th e  B IT  i s  a  good ve hic l e  for  t hat .  
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 To  focus  o n t he  f i r s t  postu late ,  I  t h ink  t he  ant i -compet i t ive  i ss ues  
that  s tate -owne d ent erpr ises  are  br in g i n g  are  c lear  an d wel l  documente d.   The  
OECD ha s  do ne  a  n umber  o f  repo rts .   Whe t her  t hat 's  o n  compet i t ive  ne utr a l i ty  or  
on s tate -owne d e nter pr i ses  a n d th e  p ract i ces  they  o ug ht  to  ad opt  wit h i n  t he  
marketp lace ,  we 've  s een th at  on  a  numbe r  o f  occas ions .  
 We've  a l so  see n s ta t e -owned  ente rp r ise s  c rowdi ng  out  pr ivate  
investme nts .   I n  t he  Uni te d State s ,  t he  A n sha n i nvestmen t  was  one  th at  you 
ra ise d t hat  w as  o ne  t hat  ha d compet i t ive  i ssues ,  as  wel l ,  i n  te r ms  o f  c reat in g  
overcapa c i ty ,  b ut  we  coul d  d isc uss  th at  l a t er .  
 Other  i ss ues  tha t  s ta te -owne d ente rp r i ses ,  an d inte rest in g ly ,  o ne  o f  
the  t h i ngs  I  saw wh e n I  w as  in  Ch in a  i n  t h e  pr ivate  se ctor  i s  i n  meet ing  wit h  a  
perso n who ha d s t art ed h is  ow n compa ny  and  g rown f a i r ly  lar g e ,  I  looked to  h im 
and  sa id ,  you k now,  what  do  you t h i nk  a b out  s tate -owne d e nte rpr ises ,  a nd h i s  
respo nse  wa s  th at  t h ey ' re  a  too l  o f  t he  C h inese  Communi st  Pa r ty ,  the  2 ,000  
people  th at  r un  th is  cou nt ry ,  a nd  they  sh ould  be  abo l i s hed .  
 So  lea di ng  f rom t hat ,  there 's  a l so  t he  i ss u e  o f  rec iproc a l  ma rke t  
access  o r  rec ip roca l  i nvestment  po l ic ie s .   The  C hi nese  ut i l i ze  m ult ip le  leve rs  o f  
constr a i nts ,  w het her  that  i s  t hro ug h i n di g enous  in novat io n po l ic ies ,  t h rou gh  the  
MOFCOM rev i ews,  t h roug h t he  n ew n at ion a l  sec ur i ty  rev iews,  o r  the i r  inves tment  
cata lo gue ,  to  c row d out  a nd b lock  fore i g n  investme nt .   So  t he  ques t ion  becomes  
why  sho ul d  t he  U .S .  c ont i nue  to  a l low the  Chi nese  u nfet te red a ccess  to  ou r  
market  at  t he  s ame t i me that  U .S .  f i rms  fa ce  s i gn i f i ca nt  re st r ic t ions  in  the  
Chi nese  ma rket?  
 Perha ps  t he  most  t ro ub l i ng  mat ter  t hat  i s  a f fect in g  t he  b i later a l  
investme nt  i ssue  i s  t he  i s sue s  th at  s ur rou nd nat iona l  se cu r i ty  concer ns ,  an d t h is  
i s  s pec i f i c a l ly  most  h e ig ht ene d in  t he  cy b ersecu r i ty  ma tters  we 're  fac in g.  
 More  an d more  commerc ia l  cons ide rat io ns  a nd  gover nment  
operat ions  are  fac in g  cybers ecu r i ty  t hre at s  over  the i r  systems.   G iven the  
ub iq ui ty  o f  the  I nter net  on gover nments  and  the  conce rns  i t  r a i ses ,  i t  sho ul d  b e  
no  su rp r ise  to  compa nies  o ut  t here ,  nota b ly  H uawei ,  t hat  t he  s ecur i ty  o f  ou r  
info rmat ion  systems would  be  a  core  co nc ern o f  U. S .  po l icy .  
 In  co ns i der i ng  t he  wa ys  to  ad dre ss  t he  i nv estment  i ss ues  t hat  s tate -
owned e nter pr ises  an d s ta te -s u pporte d e n terpr i se s  ra ise ,  the re  coul d  be ,  a nd  
they  h ave  bee n r a i se d,  a  n umber  o f  d i f fer ent  mech an isms  t hat  coul d  be  use d.   
Obv iou s ly ,  the  T ra ns - Pac i f i c  Par tne rsh ip  a greement  dea l i n g  wit h  s ta te -owne d 
enter pr ise  prov is ions  i s  one  methodo lo gy ,  but  ot her s  h ave  bee n  ra i sed .  
 Th is  may  i nc l ude  ne g ot iat i ng  an  ag reemen t  with in  the  OCED to  
estab l i sh  gu ide l i nes  f or  fore i gn  i nvestmen t ,  muc h l ike  t he  S ant i ago  Pr i nc ip les  
best  pra ct ice s ,  per ha ps  work  w ith in  the  W TO,  a nd t he n a lso  ob v ious ly  conta in in g  
the  p rov is ions  o f  i nv estment  wit h  s t ate -owned e nter pr ises ,  o t her  f ree  t ra de  
agreeme nts ,  an d last ,  o f  cour se ,  be i ng  the  B IT .  
 Why  I  t h i nk  t here  i s  broa d s up port  mov in g  forw ard  wit h  C hi na  on a  
B IT ,  eve n t hou gh t he re  are  h ur dles  to  fac e ,  g ive n t he  new mod el  B I T ,  a nd  whet her  
i t  f i t s  t he  dynam ic  i n  the  U .S . - Ch in a  re lat io nsh ip ,  b ut  B IT s  esse n t ia l ly  a re  
inte nde d to  promote  and  p rotect  i nvestme nt  i n  fo re i gn  coun tr ie s ,  a nd a  B IT  wou ld  
he l p  do  t hat .  
 An d th ey  a l so  enco ur age  mar ket -or ient ed po l ic ies  t hat  t re at  p r i vate  
investme nt  i n  a  t ra ns pare nt  a n d no n - di scr i minatory  ma nn er .  
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 P rov ided  th at  t he  B IT  an d i t s  ne got i at io n i s  ta i lo re d to  re f lect  t he  
un iq ue  c ha l le nges  po sed by  the  Ch ine se  i n vestment  env i ronme n t  an d s t ate - led  
economy,  a  U .S . -C hi n a  B IT  ca n serve  as  a n  e f fect ive  mecha ni sm throu g h wh ich  the  
Uni te d  State s  a nd Ch i na  c an bu i l d  s ha red r u les -b ase d a nd ma rk et -b ased  
investme nt  po l ic ies  f or  the  mu tua l  bene f i t  o f  our  co un tr ie s  a nd  for  g reate r  g loba l  
s tab i l i ty .  
 Tha nk  you .  
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I. INTRODUCTION 

 

While all bilateral trade and investment relationships have varying degrees of complexity, the trade and 

investment relationship between the United States and China is perhaps the most complex and dynamic in 

the world. This complexity arises from economic issues, given the size of the U.S. and Chinese 

economies and recent global economic turbulence, and from multiple security-related issues, including 

those caused by divergent national defense goals. The rise of Chinese military might and the dawn of a 

potential new economic paradigm, as the Beijing model of state-led and sponsored growth challenges the 

“Washington consensus,” add further issues to this dynamic relationship.  

 

Given these complexities, it is fitting that this Commission explore the issues raised by the bilateral trade 

and investment relationship between the United States and China. How these issues are handled by each 

country individually, bilaterally and multilaterally, will have long-term ramifications for global growth 

and stability, as well as for each country’s role in global leadership.  

 

In addressing the topic of this panel, namely U.S.–China bilateral investment issues, this testimony will 

focus on three views being raised by a growing number of U.S. industries, lawmakers and government 

officials that underscore the increasing friction in the bilateral relationship. Specifically, these views are:  

 

 China must address potential economic distortions and national security concerns arising from its 

system of state-supported and state-led economic growth in order for the United States and other 

nations to continue to fully support and promote global and domestic open investment policies;  

 

 The United States should consider the implementation of additional international and domestic 

policies and laws to address potential inadequacies in its current investment regime that may not 

ensure fair competition for its industries, vis-à-vis their Chinese counterparts, domestically and 

abroad; and  

 

 The United States and China should build stronger rules-based investment platforms, including 

through a bilateral investment treaty, in order to provide greater stability to the U.S.-China 

bilateral relationship and global markets. 

 

 

I I .  CHALLENGES TO MAINTAINING OPEN INVESTMENT POLICIES AND 

PRACT ICE 

 

Multiple administrations, both Democrat and Republican, have placed a singular importance on 

maintaining the long-standing U.S. policy of open investment. They have done so because inbound and 

outbound international investment have been and continue to be fundamental pillars of U.S. prosperity 

and growth.
1
 

                                                           
1
 Research shows that foreign-owned firms in the United States employ over 5.3 million Americans, wth 
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Maintaining open investment policies in the United States, and pressing for such policies abroad, helps 

ensure that U.S. businesses have better opportunities to open foreign markets to U.S. products and 

services. The resulting long-term benefits include the expansion of export platforms, stronger rules-based 

systems abroad, and formal and informal channels to achieve broader political objectives.  

 

Nonetheless, there are growing concerns that China’s state-sponsored economic model is undermining 

some aspects of our open investment policy and practice, as private actors increasingly lose market share 

to state-owned enterprises (“SOEs”)
2
 and state supported enterprises (“SSEs”) in U.S. and global markets. 

These concerns are shared by an array of U.S. industries, as well as those from other nations. The result, 

as discussed below, is that a broad coalition of U.S. industries have reached consensus in seeking new 

disciplines to address these issues.  

 

 A. China’s State-Sponsored Economic Model Raises Economic and  

 Security Concerns  

 

China’s state-sponsored economic model, and its use of SOEs and SSEs, are increasingly raising 

economic and security concerns around the globe. These concerns have resulted, at times, in significant 

bilateral investment friction between the United States and China, with political and economic 

consequences.  

 

The U.S. Government has had recent experience addressing the issue of state involvement in global 

economic activity via sovereign wealth funds (“SWFs”).
3
 While SWFs are in principle long-term 

investors, these investment vehicles raise legitimate policy concerns – namely that they could take market 

actions based on state interests rather than economic considerations. The immediate concerns raised by 

SWFs were addressed, in part, through the Santiago Principles.
4
 This was a broad agreement by the SWFs 

to make investment decisions based solely on commercial grounds, incorporate greater information 

disclosure, implement strong governance structures, compete fairly with private sector entities, and 

respect host-country investment and regulatory rules. While the agreement on these principles was 

helpful, and informative to the current policy discussions on SOEs and SSEs, abiding by them is 

voluntary.  

 

At the time the U.S. Government was working through the issue of SWFs, there was a realization that a 

much more difficult issue – addressing SOEs as market actors – would eventually need to be considered. 

Many of the policy concerns raised by SOEs are similar to those raised by SWFs.  

 

 1. Economic Challenges Raised by State-Owned Enterprises  

 

The potential adverse economic effects of SOE participation in the global marketplace are well 

documented. For example, the Organization for Economic Cooperation and Development (“OECD”) has 

released a number of reports detailing the rise of SOE investment abroad and the related anti-competitive 

                                                                                                                                                                                           
approximately 2 million of those jobs in the manufacturing sector.  These firms account for nearly 21 

percent of U.S. exports, and reinvest over $93 billion annually into their U.S. operations.  See 

Organization for International Investment website at http://www.ofii.org/resources/insourcing-facts.html. 
2
 SOEs can be defined as enterprises where the state has significant control, through full, majority, or 

significant minority ownership. 
3
 SWFs can be defined as government investment funds, funded by foreign currency reserves but 

managed separately from official currency reserves. 
4
 See International Working Group of Soveriegn Wealth Funds, Generally Accepted Principles and 

Practices (“GAPP”)-Santiago Principles, available at http://www.iwg-swf.org/pubs/gapplist.htm. 
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effects and market distortions that may result, both in the SOEs’ home markets and in markets around the 

world.
5
  

 

SOE investments have also caused political controversies. While there have been a number of Chinese 

SOE and SSE investments in the United States that have not raised issues,
6
 other investments have raised 

serious political concerns. Some of these include: CNOOC’s attempted purchase of Unocal in 2005, 

Huawei’s attempted acquisitions of 3Com and 3Leaf, and the proposed investment by Anshan Steel.
7
  

 

The core arguments against many of these investments have been that the Chinese entities do not operate 

on commercial terms equivalent to private companies, and that they could choose to make investment and 

corporate decisions based on strategic rather than market-based considerations. Further, subsidies and 

other privileges bestowed on SOEs and SSEs raise concerns that these entities may have a nearly 

unlimited capacity to compete. Indeed, Chinese SOEs often receive substantial subsidies from the 

Chinese government, allowing them to operate and survive regardless of the economic conditions  

or their market behavior.
8
 

 

As a result of these and other investments, there is a growing perception that SOEs and  

SSEs are competing unfairly and crowding out U.S. private investment. These entities are also having an 

adverse effect on private Chinese industries, causing potential market distortions in China as well as 

abroad.  

 

 2. Reciprocal Market Access Issues  

 

China’s constraints on foreign investment have also been a considerable source of trade friction. Its 

policies make it difficult for many foreign companies to invest and operate in China and raise the issue of 

lack of reciprocal access to the Chinese market by U.S. and other firms. Indeed, many U.S. companies 

complain that the Chinese market, and policies such as “indigenous innovation,” do not allow for 

investment opportunities equivalent to those granted to Chinese companies in the United States.  

 

For example, China recently established a “security review system” for mergers and acquisitions of 

Chinese domestic enterprises by foreign investors. This new tool, which the Chinese government could 

potentially use to restrict foreign investment, is in addition to the myriad existing laws and regulations 

governing foreign investment (such as the Foreign Investment Industries Guiding Catalogue, and 

investment reviews overseen by the Ministry of Commerce, the State Development and Reform 

Commission, and other Chinese ministries).  

                                                           
5
 State-Owned Enterprises: Trade Effects and Policy Implications – An Interim Report, OECD, 

TAD/TC/WP(2012)10 (May 18, 2012); Competitive Neutrality in the Presence of State Owned 

Enterprises, OECD, AF/CA/PRIV(2010)1 (Apr. 2, 2010) (“April 2010 OECD Paper on Corporate 

Neutrality and SOEs”). 
6
 These investments include the Aviation Industry Corporation of China’s investment into Cirrus Aircraft, 

the Chinese National Offshore Oil Company’s (“CNOOC”) $2 billion worth of investments in shale lease 

holdings in the United States, and the recent purchase of AMC Entertainment Holdings by the Dalian 

Wanda Group 
7
 In May 2010, the Chinese SOE, Anshan Iron and Steel Group (“Anshan”), announced that it would form 

a joint venture with the Steel Development Co. (“SDC”) of Armory, Mississippi to build up to five new 

steel plants in the United States.  In response to the announcement, a bipartisan group of fifty 

Congressmen requested that the Secretary of the Treasury investigate the transaction. 
8
 For a further discussion of the potential economic distortions caused by SOEs’ operation and investment 

in the marketplace, see testimony of Timothy C. Brightbill (Feb. 15, 2012), available at 

http://www.uscc.gov/hearings/2012hearings/written_testimonies/hr12_02_15.php. 
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The Office of the United States Trade Representative (“USTR”) has found that “China has added a 

variety of restrictions on investment that appear designed to shield inefficient or monopolistic Chinese 

enterprises from foreign competition.”
9
 For example, China continues to impose technology transfer 

requirements as a condition of foreign investment in many Chinese sectors, despite its WTO commitment 

not to do so.
10

 China continues to exercise control over technology transfers in its review of joint venture 

applications, as well as in the government’s involvement in contract negotiations between Chinese SOEs 

and foreign investors.
11

  

 

 

This lack of investment reciprocity has led to questions on why the United States should continue to allow 

Chinese companies, including SOEs, to avail themselves of our market – with the potential distortions 

that could result from such investment – at the same time that U.S. firms face significant restrictions in 

the Chinese market.  

 

 3. National Security Concerns Posed by SOEs and SSEs  

 

The growing presence of Chinese SOEs and SSEs as investors in global and U.S. markets also raises 

multiple national security considerations. For example, governments and companies are increasingly 

vulnerable to cyber security threats that affect core economic and national security matters. These matters 

involve the protection of critical infrastructure and technology, commercial markets and supply chains, as 

well as governmental programs involving economic, military, and foreign policy objectives.  

These vulnerabilities are especially concerning given the high level of economic and military dependency 

on digital infrastructure and technology.  

 

Because of these concerns, it should be no surprise that the protection of the U.S. information system, and 

U.S. supply chains, would be a core concern for U.S. policy makers, and that investments by Chinese 

SOEs and SSE in such systems could raise both policy and political concerns.
12

  

 

Currently, the United States addresses these and other national security concerns arising from foreign 

investment mainly through the Committee on Foreign Investment in the United States (CFIUS). Among 

other factors, CFIUS is required to address whether the foreign entity is government controlled, and to 

determine whether the foreign entity would take actions based on government policies, goals and 

objectives rather than commercial considerations. However, and as discussed below, CFIUS has limited  

jurisdiction that does not extend to greenfield investments (start-ups), and there are few, if any, 

mechanisms other than CFIUS that can address national security concerns arising from foreign 

investment. These limitations are, in many ways, by design and have been long-standing features of 

CFIUS and U.S. open investment policy. However, given the growing involvement of SOEs and SSEs in 

                                                           
9
 See United States Trade Representative, 2011 Report to Congress on China’s WTO Compliance (Dec. 

2011)(“USTR Report on China’s WTO Compliance”) at 68. 
10

 See WTO Working Party Report on the Accession of China at ¶ 203 (“The allocation, permission or 

rights for investment will not be conditional upon performance requirements set by national or sub- 

national authorities or subject to secondary industrial compensation including specified types or volumes 

of business opportunities, the use of local inputs or the transfer of technology”). 
11

 
See, e.g., Regulations for the Implementation of the Law on Sino-foreign Equity Joint Ventures  

(2001) at Chapter VI, available at http://www.fdi.gov.cn/pub/FDI_EN/Laws/law_en_info.jsp?docid=51062. 
  

12
 See U.S. House of Representatives, The Permanent Select Committee on Intelligence, Rogers and 

Ruppersberger Intensify Investigation of Huawei and ZTE (June 13, 2012), available at 

http://intelligence.house.gov/press-release/rogers-and-ruppersberger-intensify-investigation-huawei-

andzte. 
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the marketplace, these limitations are coming under increasing scrutiny, especially with the growth of 

cyber security as a core national security concern.  

 

III. POLICY CONSIDERATIONS TO ADDRESS INVESTMENT ISSUES  

RAISED BY SOEs AND SSEs  

 

The United States should consider new policies to address the challenges posed by the expansion of SOEs 

and SSEs as actors in global markets. The need for such policies is particularly heightened given the 

limitations of U.S. mechanisms to address such challenges.  

 

A principal feature of the U.S. economic system is an appropriate, but limited, role for government in the 

private sector. Government prevents monopolies, regulates in other necessary ways, and helps ensure a 

level playing field for businesses, but generally assumes a limited role. Thus, it seems counterintuitive to 

many that our government would allow foreign government-owned businesses to operate freely within 

our own borders without creating mechanisms to deal with potential anticompetitive behavior.  

 

A heavy hand by the government would likely run counter to the long-standing history of U.S. open 

investment. Addressing the issue of SOE and SSE competition is also difficult. Indeed, the United States 

itself has SOEs and SWFs that operate domestically and invest abroad (though, for the most part, the 

United States does not have entities that would be considered SOEs operating abroad). Thus, having a 

system in any way similar to China’s, with multiple investment screening mechanisms, including for 

greenfield investments, may not be appropriate.  

 

Other countries have implemented mechanisms that address SOE investment, including Canada’s “net 

benefit” test and Australia’s principle of “competitive neutrality.”
13

 However, there are currently no 

adequate tools to address potential competitive distortions arising from SOE participation in global 

markets, and U.S. laws can be viewed as generally inadequate.  

 

As a result, members from a broad base of U.S. businesses have been working with the U.S. government 

to address these issues in the context of the Trans-Pacific Partnership (“TPP”) Agreement. These efforts 

include establishing new and binding commitments in the TPP Agreement to effectively address the 

potential anti-competitive effects stemming from SOE investment. Many are seeking commitments that 

would generally: (1) require that SOEs investing or operating in the markets of other signatories act based 

on commercial considerations; (2) ensure that SOEs do not receive subsidies or financing or other 

benefits from their governments that unfairly advantage them with respect to investments abroad; (3)  

include a reporting/monitoring and information request mechanism; and (4) provide for a dispute 

settlement mechanism that is part of the broader agreement mechanism.  

 

While China is not a party to the TPP Agreement, it covers a number of countries in which the state plays 

a growing role in commercial activity. Importantly, the TPP Agreement will set a precedent for new trade 

agreements, including any future agreements that could include China as a party.  

 

Other potential steps being considered to address the increasing involvement of Chinese  

SOEs in the U.S. and global markets include the following:  

 

 Negotiate an OECD agreement that establishes and enforces guidelines or “best practices” to 

                                                           
13

 The Australian Government introduced a “competitive neutrality” policy in 1995, with the goal of 

removing market distortions caused by state-owned businesses. Canada has both a national security 

review as well as a “net benefit” review, which ensures that foreign investment will be a “net benefit” to 

Canada. 
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ensure that SOEs operate based on commercial considerations. The arrangement could be 

modeled after the Santiago Principles and the guidelines themselves could be similar to the 

OECD “Guidelines on Corporate Governance of SOEs.” (“OECD Guidelines”)  

 

 Address the issue of SOEs through the World Trade Organization (“WTO”).  

 

 Enter into additional free trade agreements, and other bilateral and multilateral agreements, that 

include strong SOE disciplines.  

 

 Ensure that SOEs are included as part of China’s commitments upon joining the WTO 

Government Procurement Agreement.  

 

 Address potential anti-competitive effects of SOEs through a bilateral investment  

             treaty with China, as discussed below.  

 

 

Lastly, the United States could consider a narrowly tailored review mechanism for inbound investments 

by SOEs and SSEs (perhaps just those in non-market economies). Such a review could be in the form of 

an economic benefit test (similar to Canada’s test) or could ensure that the SOEs/SSEs are abiding by an 

established set of rules (e.g., the OECD Guidelines). The review could be designed to ensure that SOEs 

and SSEs investing and/or operating in the United States act solely based on commercial considerations 

and that such SOEs do not receive subsidies or other benefits from their home government that provide 

them unfair advantages over their U.S. competitors.  

 

IV.  BUILDING SHARED INVESTMENT RULES THROUGH A BILATERAL  

INVESTMENT TREATY  

 

One means by which the United States encourages open bilateral investment with foreign countries is 

through the negotiation of bilateral investment treaties (“BITs”), and a BIT between the U.S.-China could 

serve as an important way to strengthen, and regulate as necessary, investment between the two countries. 

BITs provide binding legal rules, which are intended to promote and protect investment in foreign 

countries (especially where investor rights are not already protected through existing agreements), to 

encourage market-oriented policies that treat private investment in a transparent and non-discriminatory 

manner, and to promote U.S. exports.
14

 

 

In April 2012, the United States completed the first review and revision since 2004 of the model BIT.
15

 

The three-year review process resulted in several changes to the model BIT, although the overall goal of 

“providing strong investor protections and preserving the government’s ability to regulate in the public 

interest” was maintained.
16

 

 

                                                           
14

 See Office of the United States Trade Representative, Bilateral Investment Treaties,  

http://www.ustr.gov/trade-agreements/bilateral-investment-treaties. 
15

 See Office of the United States Trade Representative, United States Concludes Review of Model 

Bilateral Investment Treaty (Apr. 20, 2012), available at http://www.ustr.gov/about-us/press-

office/pressreleases/ 

2012/april/united-states-concludes-review-model-bilateral-inves. 
16

 Office of the United States Trade Representative, Fact Sheet: Model Bilateral Investment Treaty (Apr. 

20, 2012), available at http://www.ustr.gov/about-us/press-office/fact-sheets/2012/april/ 

modelbilateral-investment-treaty. 
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Notably, the model BIT’s disciplines apply to an SOE “when it exercises any regulatory, administrative, 

or other governmental authority delegated to it” by that country’s government.
17

 The 2012 revisions to the 

model BIT include a footnote added to clarify when governmental authority has been “delegated” – 

through “a legislative grant, and a government order, directive or other action transferring to the state 

enterprise or other person, or authorizing the exercise by the state enterprise or other person of, 

governmental authority.”
18

 

 

In the face of increasing encouragement from the U.S. business community and some U.S. lawmakers,
19

 

the United States has recently announced its decision to resume BIT negotiations with China.
20

  The 

conclusion of a U.S.-China BIT is widely viewed as an opportunity to form a stronger, rules-based 

investment platform between the United States and China. At the same time, a BIT would allow the 

United States to address many of the concerns U.S. businesses confront when attempting to invest in 

China and could address many of the broader issues posed by Chinese SOE investment.  

 

However, while the revised model BIT serves as a strong basis on which to begin negotiations with 

China, the unique considerations posed by the U.S.-China relationship requires that the two countries do 

not simply adopt the model treaty in full. Because the model BIT was drafted to serve as the basis for 

U.S. BIT negotiations with any foreign country, it does not effectively address many China-specific 

investment-related concerns. In particular, the model BIT, even as revised, does not appear to adequately 

reflect the prominence of SOEs and SSEs in the Chinese economy, and the effect this has on China’s 

overall investment environment and on U.S. companies’ access to and participation in the Chinese 

market. In order to ensure a level playing field for U.S. investors and Chinese private enterprises one of 

the main goals any U.S.-China BIT should include disciplines on SOE and SSE behavior in the 

marketplace.  

 

Provided that the model treaty is tailored to reflect the unique challenges posed by China’s investment 

environment and state-led economy, a U.S.-China BIT can serve as an effective mechanism through 

which the United States and China can build shared, rules- and market-based investment policies for the 

mutual benefit of both countries and their investors.  

 

V. CONCLUSION  

 

The United States and China have extremely important roles to play in establishing global economic 

stability and the direction of the global economic system. There is great opportunity as well as great peril 

should both nations take confrontational positions, especially where it concerns trade and investment 

relations.  

 

In order to avoid such controversies, both nations need to consider making systemic adaptations that build 

stronger rules of engagement and understanding. In order for the U.S. to continue to sustain its long-

standing open investment policy, China must address the real and perceived economic distortions and 

national security concerns arising from its system of state-supported and state-led economic growth. The 

United States, in turn, should consider carefully whether to implement additional international and 

domestic policies and laws to address issues of fair competition, notably in the context of investment.  

                                                           
17

 2012 U.S. Model Bilateral Investment Treaty (available from http://www.ustr.gov/about-us/pressoffice/ 

press-releases/2012/april/united-states-concludes-review-model-bilateral-inves) at Art. 2.2(a). 
18

 2012 U.S. Model Bilateral Investment Treaty at Art. 2, n. 8. 
19

 See, e.g., Doug Palmer, U.S. lawmaker urges investment treaty pact with China, Reuters (Apr. 26, 

2012). 
20

 See Charlene Barshefsky, Gary Born, Benjamin A. Powell, Suzanne A. Spears, David J. Ross, United 

States to Resume Bilateral Investment Treaty Negotiations on the Basis of a Revised Model Treaty 



133 

 

 

Working together to build clear rules of the road, through platforms such as a BIT, will in the long run 

provide greater trust and stability within the U.S.-China bilateral relationship and will strengthen global 

markets.  
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PANEL  I I I :  QU ESTION AND ANSWER  
 

HEAR IN G CO -C HA IR  S LANE:   Tha nk  you  ver y  much .    
 Commiss ione r  Re i nsc h.  
 V ICE  CH AI RMAN  REI N SCH:   Th ank  yo u.    
 Let  me apo lo g i ze  f i r s t .   I 'm  go in g  to  have  to  leave  be fore  t h i s  i s  over ,  
and  I  ap prec iate  the  Cha i rma n let t i ng  me ask  a  qu est io n or  two .   F i rs t ,  c an both  
o f  you as sess  t he  l ike l ihoo d o f  us  be i ng  ab le  to  p rod uce  a  B IT  r esul t  th at  remote ly  
resemble s  t he  model  B IT ,  an d re late d to  t h at ,  wh at  do  you t h i nk  wi l l  be  t he  i ss ues  
where  t he  C hi nese  w i l l  be  e i t her  most  dem and i ng  or  lea st  l i ke ly  to  agre e  to  wh at  
we want?  
 MR.  F AGA N:   T ha nk  y ou very  muc h,  Mr .  Co mmiss ione r .  
 I t ' s  a  grea t  q uest ion .   I  t h i nk  i t ' s  ve ry  h ar d  to  ca l ib rate  ex act ly  what  
the  l ike l ihoo d i s .   As  I  sa id  in  my  test imon y,  I  ex pect  t hat  i t ' s  g o ing  to  be  a  very  
toug h ne got i at io n,  a n d we s hou ld  ho l d  f i r m and fas t  to  the  p r i nc i p le s  th at  a re  
re f lec ted in  the  mod el  B I T .  
 I  ten d to  be  a n opt im ist .   I  t h ink  Ch in a  h as  demonst rate d a  des i re  to  
enter  into  B IT s .   T hey  have  more  t ha n 120  o f  them.   M ost  o f  t he  recent  ones  
conta i n  some of  t he  key  terms  th at  a re  i n  our  model  B IT  an d t h at  woul d  be  most  
bene f ic ia l  to  u s .  I  t h i nk  one  ve ry  tou gh ar ea ,  a nd i t ' s  a n  a rea  t hat  we  shou l d  p us h 
them on,  i s  i t ' s  more  bene f ic ia l  to  be  ab le  to  l i s t  ne gat ive  secto rs  t h an  i t  i s  to  
have  a  pos i t ive  se ctor  l i s t .   
 A  ne gat ive  sector  l i s t  ide nt i f ie s  c le ar ly  tho se  are as  t hat  are  ou t - -
every  coun try  has  t h em --or  whe re  t here  a re  h ig her  ru les .   A  po s i t ive  sector  l i s t  i s  
more  ambi guou s .   I t  i dent i f ies  a  few a reas  where  you  mig ht  b e  i n ,  but  leaves  a  
broa d swat h o f  the  e conomy st i l l  u nce rta i n .   Tha t  i s  somethi n g  that  I  wou ld  
expect  t hat  we  woul d  pu sh for  very  ha rd  a nd t hat  they  wo ul d  b e  very  re l uct ant  to  
g ive  i n  o n.  
 V ICE  CH AI RMAN  REI N SCH:   You mea n we w ould  p us h for  a  ne gat ive  
l i s t .  
 MR.  F AGA N:   We wo u ld  pu sh for  a  ne gat ive  l i s t ;  correc t .  
 V ICE  CH AI RMAN  REI N SCH:   Nova .  
 MR.  DALY:   Ye s .   I  wo ul d  j ust  ad d to  t hat ,  I  th i nk  w hat 's  go i ng  t o  be  
d i f f i c u l t  i s  the  new la bor  a nd env i ronment a l  prov is ions .   I  th i nk  that 's  go i ng  to  be  
an inte rest in g  ne got i at ion w it h  the  Ch ine s e .   Wh at  t hey ' re  p rob ably  go i ng  to  
prof fer  on  the  tab le ,  whic h  i s  wh at  t hey  d i d  p r ior  to  th is ,  w as  t o  t ry  to  get  t erms  
to  dea l  w i t h  t he  C FIU S i s sue  an d ou r  i nves tment  v iews  to  prov i de  the i r  i nd ustr ies  
wi th  sort  o f  a  way  a r oun d th at  process .  
 So  I  co ul d  see  t hat  b e in g  a n  i ssue  o f  some  inc reas in g  a nta gon is m 
with in  i t .   A nd the n I ' m gues s i ng,  de pen di n g  on t he  po l i t i cs  o f  h ow th i ngs  go ,  t ha t  
we 're  prob ab ly  go in g  to  o f fer  s tate -owne d  enter pr ise  prov is ion s  as  we  have  
with in  t he  TPP  per ha ps .   A nd I  t h i nk  i f  we  do ,  th at  wi l l  obv io us l y  be  a  pret ty  
d i f f i c u l t  i s sue .   So  th ose  are  some of  t he  major  th in gs .  
 V ICE  CH AI RMAN  REI N SCH:   On CF IU S,  a nd  you made a  re fe ren c e  to  
th is  i n  your  ora l  s tat ement ,  I  th ink ,  Nova ,  can yo u - -b ut  hav i ng  spen t  a  lo t  o f  t ime 
on th at  d ur in g  you r  t enu re ,  a re  t he  C hi nes e  t reate d d i f fere nt ly  tha n othe r  
count r ies  whe n i t  comes  to  acq ui s i t ions?  
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 MR.  DALY:   T hat 's  a  wonder fu l  q uest ion ,  and  i t ' s  a  d i f f i c u l t  q u est ion .   
I  th ink  the  an swer  i s  that  CF IUS  rev iew s  a l l  i nvestment s  wit h  t h e  pu rpose  o f  
determi ni ng  wha t  are  the  nar row na t ion a l  secur i ty  i ss ues  a n d c oncer ns  t hat  are  
add resse d w ith  tha t  i nvestment?   Obv io us l y ,  those  inves tments  that  dea l  w i t h  
governmen t  cont ro l  b r in g  on  a  he i ghte ne d leve l  o f  secu r i ty  per  l aw an d t he  
req uireme nts  o f  CF IU S.  
 So  i f  i t ' s  so le ly  a bout  Chi na ,  I  th ink  w it h i n  the  co ntext  o f  e ac h 
investme nt ,  i t ' s  go in g  to  h ave  i t s  i nd iv i du a l  i s s ues  g iven  the  na ture  o f  our  
re lat ions hi ps  an d t he  nat ure  o f  the  th reat s  tha t  are  out  t here .  
 So  I  wou ld  say  t hat  i f  you were  to  t ake  gov ernment  cont ro l ,  an d  I 'm 
go in g  ou t  on a  l imb h ere ,  be ca use  I  woul d  never  s ay  the se  k i n d o f  th i n gs  i n  
governmen t ,  i f  you t a ke  a  gover nment -con tro l le d  i nvestmen t  co ming f rom F ra nce ,  
I ta ly ,  R uss ia ,  o r  Ch i n a ,  obv io us ly ,  t he  n at ure  o f  o ur  re la t i on sh i ps  wi th  t hose  
count r ies  are  go i ng  t o  determi ne  wh at  sor t  o f  th reats ,  vu lne ra b i l i t ies  ar i se  f rom 
the  t r an sact ion .  
 V ICE  CH AI RMAN  REI N SCH:   Th ank  yo u.  
 HEAR IN G CO -C HA IR  S LANE:   Tha nk  you .  
 Commiss ione r  S hea .  
 CHA IRMA N SHE A:   T h ank  you  bot h for  be i n g  he r e  a nd  for  you r  
test imony.  
 Mr .  Da ly ,  I 'm  g la d  yo u ment ione d cybe r  b ecause  I 'm go i ng  to  t ry  to  
put  two  d i f fe rent  s i los  toget her .   I ’m  ass u ming yo u’re  bot h  fam i l i ar  w i th  the  
Off i ce  o f  Co unte r i nte l l i ge nce  re port  f rom October  w hic h  ide nt i f ied  Ch i na  a s  a  
major  pe rpet rator  o f  economic  es pion age  t hrou gh  cybe rs pace  a nd ot her  mea ns  
aga in st  t he  U ni te d S t ates ,  an d Mr .  F aga n,  you're  pro ba bly  fami l iar  w i th  th is  op -e d 
f rom Mich ae l  Che rtof f ,  who  I  t h i nk  i s  at  Cov ing ton;  r ig ht?   He ' s  an  a dv i sor  t here  
as  wel l .  
 MR.  F AGA N:   He  i s  a  co l lea gue ,  yes ,  s i r .  
 CHA IRMA N SHE A:   A  c o l lea gue ,  yea h.   M ike  McConne l l ,  fo rmer  
d i re ctor  o f  Nat ion a l  I nte l l i gence ,  Mic hae l  Cherto f f ,  an d Wi l l iam  Lynn,  "C hi na 's  
Cyber  T hi every  I s  N at iona l  Po l icy  an d Mu st  Be  Ch a l len ge d."   A nd  i t  say s  t hat  t he  
Chi nes e  gover nment  has  a  n at io na l  po l icy  o f  economic  es pio na g e  in  cyber sp ace .   
In  fact ,  the  Ch i nese  a re  the  wo r l d 's  most  a ct ive  a nd per s i s tent  prac t i t ioner s  o f  
cyber  e sp iona ge.  
 The  t hreat  o f  cy ber  e sp io na ge  looms even more  ominous ly  th an  the  
threa t  a ga i nst  c r i t i c a l  i nf r ast ruct ure .   T he n i t  goes  o n a nd says  est imates  tha t  the  
cost  to  the  Un i ted  St ates  o f  t he  es pio na ge ,  the  cy ber  esp ion age ,  i s  c lea r ly  in  t he  
b i l l io ns  o f  do l lar s  a n d mi l l io ns  o f  jobs ,  a n d the n i t  s ays  we  mus t  acknow led ge  t he  
sever i ty  a n d u n derst and  the  imp acts  are  more  long -term t ha n immediate ,  a nd we  
need to  res pon d wit h  a l l  the  d i p lomat ic  t r ade ,  e conomic  a n d te chno log i ca l  too ls  
at  our  d i spos a l .  
 So  I  wa s  won der in g  h ow does  th is  p l ay?   S houl d  t he  i ss ue  o f  cy ber  
esp io na ge  be  pa rt  o f  our  ne got i at io ns  on  t he  B IT?   I f  t hese  t hre e  gent lemen are  
ser iou s  t hat  we  sho ul d  be  us in g  a l l  o ur  e conomic  too ls  ava i la b le  to  us  to  respo nd  
to  th is  th reat ,  sho ul d  we be  co nd i t io ni ng  a ccess  to  FDI  in  t he  U ni te d S tates  o n 
better  be hav ior  o n t h e  par t  o f  t he  C hi nese  or  am I  j us t  be in g  ve ry  u nsop hi s t ic ated 
on thes e  matter s  by  even su g gest i n g  th is?  
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 MR.  F AGA N:   I  t h i nk  i t ' s  a  g reat  que st io n,  and  I 'd  s ta rt  by  say in g  
there  i s  no  do ubt  tha t  cyber secu r i ty  i s  a  s i gn i f i ca nt  sec ur i ty  a n d economic  i ss ue  
in  o ur  re lat ions hi p  w i th  C hi na .   I  ca n  s peak  to  the  i ss ue  f rom th e  pers pect ive  o f  
threa ts  to  bus in esses .   I n  a d di t ion  to  my  p ract i ce  be fore  C F I US and  on nat iona l  
secur i ty  i ss ues ,  I  a l so  do  de a l  w i th  cybe r  i s sues  an d data  sec ur i t y  i ss ues  o f  
c l ie nts .  
 An d th ere 's  no  dou bt  that  the  t hre ats  a re  rea l ,  they ' re  adv ance d,  
they ' re  pe rs i s te nt ,  a n d they ' re  focu sed  on s tea l in g  se ns i t ive  co mmerc ia l  
in fo rmat ion  or  s py i ng  on compa nies '  s t rat e g ic  corres pon den ce,  and  th at ' s  j ust  t he  
threa t  on t he  commerc ia l  s ide .   I  ca n ' t  s pe ak  to  i t  f rom the  th re at  on t he  
governmen t  s i de .   I  h aven' t  bee n in  gover nment  in  qu i te  some t ime.  
 But  i t ' s  a  rea l  i s sue ,  and  i t ' s  o ne  t hat ,  to  t he  po int  o f  the  op -e d ,  
req uire s  a  ho l i s t i c ,  long - term e nga gement  s t rate gy .   The  so l ut io n ca n' t  be  th at  we  
just  say  no  every  t ime we get  a  ch a nc e  to  say  no ,  w hi ch  i s  in f re que nt ,  an d i t ' s  i n  
CF I US .  T hat 's  not  a  s o lut io n;  t hat 's  a  p unt .  
 We need  a  broa der  s t rategy  o n mu lt i p le  f r onts  to  g et  cou ntr ies ,  a l l  
count r ies ,  to  a b i de  b y  a  set  o f  norms o f  b ehav ior  i n  cybe rs pac e ,  an d t he  re lat ion 
o f  that  be ha v io r  to  i n dus tr i a l  po l icy  a nd go vernment - to - govern ment  i ntera ct io ns .   
My  v iew i s  t hat  the  B IT  i s  not  a  mecha n is m wel l  s u i te d to  do  t hat .   I  do  t h i nk  i t  
shou ld  be  par t  o f  ou r  economic  a nd  t ra de  d isc us s ion .   I  don' t  t h i nk  i t  sho ul d  be  a  
dra g  on the  B IT .   I  t h i nk  t hat  t hat  wo ul d  u l t imate ly  hu rt  ou r  b us ines ses  beca use  
there 's  a  lo t  o f  adv an tages  to  be  ga ine d by  hav i ng  a  B IT  in  te rms  o f  ope ni ng  the  
Chi nese  ma rket  to  o u r  b us i nes ses .   
 But  we  shou ld  en ga g e  in  b i late ra l  d isc uss i ons ,  a n d we s houl d  e nga ge  
mult i la te ra l ly  wi t h  a l l ies  an d t hrou g h othe r  fora .   Yo u know,  wh en we were  the  
f i r s t  cou ntry  to  ado p t  ant i -co rr upt ion law s,  the  OECD proved t o  be  a  very  use fu l  
forum to  get  othe r  co unt r ies  to  s i gn  u p a n d a dopt  t hose  norms.   That 's  the  k in d 
o f  s t ra tegy  t hat  I  t h i nk  we  s hou ld  be  pu rs ui ng  o n t he  cybe r  sec ur i ty  f ro nt  a s  wel l .  
 MR.  DALY:   Ye ah ,  i t ' s  a  gre at  que st ion ,  a nd  a  very  se r iou s  i ssue .   Now 
Secret ary  o f  De fens e  Leon Panett a  h as  sa i d  th at  t he  n ext  Pear l  Har bor  i s  f rom a  
cyber  inc id ent .   So  i t ' s  ext remely  ser io us ,  and  u nfort u nate ly  Co ng ress  has  yet  to  
t ru ly  en act  or  pu t  for ward a  cy ber  se cu r i ty  b i l l  t hat  ca n he lp  toward s  the  proce ss  
o f  defe nd i ng  o ur  in f r ast r uct ure  a n d de fen di ng  o ur  sy stems.  
 But ,  fort un ate ly ,  the r e 's  work  be i n g  do ne.  In  te rms  o f  C hi na ,  I  a gree .   
I  do n' t  th ink  the  B IT  i s  the  best  ve hi c le ,  b u t  I  t h i nk  we need to  p urs ue  i t  
d i p lomat i ca l ly  a nd  i n terna t ion a l ly  a nd o n every  f ron t  bec au se  we are  los i ng  o ur  
in novat ion  a nd o ur  f utu re .  
 CHA IRMA N SHE A:   T h ank  you  bot h for  yo u r  res ponse s .   I  t h i nk  you 
have  to  have  l eve rag e ,  an d so  I 'm jus t  loo k in g,  t ry i ng  to  f i nd  p o ints  o f  lever age  
where  t he  othe r  s ide  wants  somethi ng ,  a n d i f  you don 't  exe rc is e  levera ge ,  I  do n' t  
th i nk  you 're  go i ng  to  make  much pro gres s .   But  tha nk  yo u.  
 MR.  DALY:   Ag reed .  
 HEAR IN G CO -C HA IR  S LANE:   Co mmiss io ner  F ie dler .  
 COMMIS SIO NER F I EDLER:   F i rs t ,  a  qu ick  co mment .   I n  you r  test i mony,  
you ta lke d a bou t  a  low leve l  o f  FDI  o n t he  part  o f  t he  C hi nese ,  and  I  wo ul d  make  
a  q uick  ar gume nt  t ha t  they  ma de a  po l icy  dec i s ion to  spe n d a l l  o f  the i r  FD I  money  
in  a  ra ce  for  resou rce s ,  a nd t ha t 's  the  reas on i t ' s  low bec ause  i t  wasn ' t  here  t ha t  
the  re source s  were  a va i la b le  th at  t hey  we re  t ry i n g  to  sc ar f  u p - -n umber  o ne.  
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 Numbe r  two,  I  am not  certa in  th at  ou r  cu r rent  ru les ,  reg imes  a nd 
th i nk i ng  env i s io ned t he  p he nomenon t hat  ex is ts  in  Ch i na .   So  i s  there  a  h is tor ica l  
par a l le l  w here  we ev er  ha d a  cou ntry  t hat  was  domi nate d by  a  s in g le  pa rty - -
forget  Communi st  Pa rty - - a  s in g le  aut hor i t ar ia n  pa rty  th at  had  mass ive  s t ate  
enter pr ises ,  th at  was  s tea l in g  t he  tec hno l ogy ,  th at  wa s  r ee ng in eer in g  s tu f f ,  tha t  
was  t ry in g  to  j ump o ver  ge nerat ions  o f  te chno logy  by  do i n g  so ,  an d w ho c lose d 
the i r  market s ,  a n d ho w do  we even t a lk  to  anybo dy  i n  t hat  c i rc u mstance?  
 So ,  for  in sta nce ,  the  rec i proc i ty  i s sue ,  we  don 't  h ave  s ta te -own ed 
enter pr ises .   Ge ner a l  Motors  was  never  a  s tate -ow ned e nte rp r i se .   I t  was  a  
momentary  ba i lo ut .   A IG  i s  not  a  s tate  e nt erpr ise  l ike  these  s ta te  enter pr ises  are .   
An d th ey  are  not  a p p arent ly  wi l l in g  to  g iv e  them u p.  They 've  made a  ser ious  
po l icy  dec is io n.  
 So  why  i n  t he  w or ld  would  we  wan t  to  en coura ge  i nvestme nt  b y  s tate  
enter pr ises  in  the  Un i ted State s  a nd  the re by  enco ura ge  t he  ex i s tence  o f  the se  i n  
even other  cou ntr ies ?   Even f r ie nd ly  cou n tr ies .   By  the  w ay ,  I  k now the re  are  
Tha i ,  I n dones ia n,  Fre nch ,  S au di ,  Ru ss i an  s tat e  ent erp r i ses .   Th e  Ch inese  don 't  
have  a  mono poly  on s tate  e nter pr ises ,  b u t  they  have  a  d i f fe re nt  p he nomenon of  
s tate  e nter pr ises  an d  a  p anop ly  o f  t hem th at  our  pr in c i p les  an d ru le s  a nd reg imes  
just  don 't  seem to  be  ade qu ate  for .  
 Ta lk  a bout  lever age ,  we 'r e  g iv i n g  th em --c an t hey ,  c an t hey  buy  our  
o i l  compa nie s ,  a n d w e can ' t  buy  the i rs?   C an t hey  b uy  ou r  te lec oms,  an d we ca n ' t  
buy  t he i rs?   Can  they  not  a dj ud icate  d i sp u tes  l i ke  Mr.  Fe l lowes  when he  has  a  
d is pu te ,  but  ye t  the  U.S .  l ega l  sys tem is  a va i la b le  to  them here ?  
 I 'm  not  see i n g  the  lo g ic  here  beyon d t he  gree d th at  I  see ,  i . e . ,  money  
dr ive s  i t ,  not  secu r i ty  po l i cy ,  not  rec ip roc i ty ,  some sort  o f  e ph e mera l  pr i nc ip le  o f  
we  have  ope n mar ket s ,  God for b i d  i f  we  ta int  t he  t heory  o f  f ree  investme nt ,  f ree  
f lows  o f  inves tment  a nd f ree  t ra de  i n  t he  f ace  o f  t h is  p henomen on.  
 I 'm  very  per plexe d a bout  w hy  we wou ld  e ven th ink  abo ut  do in g  i t  
unt i l  t here  h ave  bee n  some fu ndame nta l  c han ges  i n  the i r  const ruct .   Am I  be i ng  
un fa i r ly  ha rd  here?    
 MR.  DALY:   Not  at  a l l .   I ' l l  go  re a l  qu ick  so  we can sp l i t  the  t ime  up .   
You know,  o ne  o f  t he  fu nd amenta l  pr i nc ip l es  o f  the  U. S .  ca pi t a l i s t  system i s  t hat  
we  want  to  e ns ure  a  l imited ro le  for  gover nment  to  a l low pr ivat e  enter pr ises  to  
compete  on a  fa i r  ba s is .   So  I  t h i nk  you 're  abso lu te ly  r ig ht .   I t  i s  a  mystery  to  me 
why  we woul d  a l low un fet tere d a ccess  to  our  market s ,  govern ment  ent i t ie s  to  
compete  wit h  our  p r i vate  ent i t ie s .  
 So ,  t r ue ,  t here  i s  a  g r eat  q uest ion to  t hat  e f fect .   We do  h ave  s tate -
owned e nter pr ises  he re ,  b ut  t hey  re a l ly  do n't  o per ate  overse as .   But  in  terms  o f  
how to  ad dre ss  t he  i s sue  wi th  t he  C hi nese ,  I  t h i nk  i t ' s  a  lo ng -ter m process .   I  
th i nk  w hat 's  very  int erest i ng  i s  w hat  I  ha d  ha d th at  C hi nese  ge nt lema n say  to  me.   
He  sa id  th at  i n  f ront  o f  a  member  t hat  wa s  obv iou s l y  par t  o f  t h e  Communis t  
system,  who  wa s  a  re porter  for  t he i r  C hi n ese  Communi st  te lev i s ion s tat ion,  so  he  
sa i d  th at  d i rect ly  to  me in  f ront  o f  h im,  a nd t he  ot her  perso n hear d.   So  i t  j ust  
takes  t ime an d e ng ag ement  on a l l  leve ls .  
 MR.  F AGA N:   I ' l l  ju st  add  t h at  you 've  r a ise d a  num ber  o f  import ant  
i ss ues ,  an d f ra nk ly  I  t h i nk  t hat  i s  w hy  th is  hear in g  in  pa rt ic u l ar  i s  so  t imely  a nd 
importa nt .   I t ' s  ra i se d a  lo t  o f  great  q uest ions ,  an d t here  are  n o  easy  so l ut io ns .   
Let  me touch o n a  coup le  o f  po in ts  j ust  ve ry  br i e f ly  th at  you m ade .  
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 F i r s t  o f  a l l ,  t here  wa s  an  impl ic i t  messa ge  i n  the  ope ni ng  comme nt  
with  res pect  to  t hem invest in g  here  an d t h e  l imite d amou nt  o f  i t :  i t  may  be  more  
them th an us .  I  woul d  a gree  w ith  tha t .  I  d on' t  t h i nk  t hat  the re  i s  a  d i rect  
h is to r ic a l  par a l le l .   Y ou're  ta l k i ng  abo ut  t he  wor l d 's  two  l ar ges t  economies ,  two  
very  d i f fe rent  po l i t i c a l  sys tems,  two  very  d i f fere nt  in du str ia l  s ystems,  two  very  
d i f fere nt  way s  o f  a p p roach in g  t h i ng s ,  a nd  that  i s  w hat  make s  i t  suc h a  complex  
i ss ue .  
 An d so  I  th ink  i f  you were  to  t ry  to  draw  t he  a na lo gy ,  a n d I 've  hear d 
i t  d raw n,  to  Ja pan ese  investme nt  i n  t he  '8 0s ,  for  ex ample ,  i t  fa l l s  a par t .   The re  i s  
no  d i rect  h i s tor i ca l  p ara l le l .   I  do  th ink  th at  wi t h  re spect  to  th e  broa der  e conomic  
impact  an d t he  SOE i ssue ,  I  t h i n k  we nee d  to  be  very  c are fu l  a b out  p a i nt i ng  in  too  
broa d o f  br ush es  a nd  def in in g  r u le s  t hat  may  ina dverte nt ly  ha ve  a  bro ade r  swee p 
tha n we i nte nd ,  a nd t hat 's  a  r i sk  whe n you  just  ta lked abo ut  S O Es .  
 You ment io ned  th at  t here  a re  a  n umber  o f  o ther  co unt r ie s  th at  have  
them,  too .   T hey ' re  n ot  a l l  the  same.   I n  my  exper ience ,  not  even a l l  t he  SOEs  in  
Chi na  are  t he  s ame.   There  are  some t hat  are  muc h more  commerc ia l ly  or ie nted ,  
and  the re  a re  some t hat  w hen yo u de a l  w i th  t hem,  i t  fee l s  l i ke  dea l in g  mu ch more  
with  t he  governme nt .  
 I  do  t h i nk  i t  i s  a pp ropr i ate  fo r  the  Commiss ion ,  th e  gover nmen t ,  
Cong ress ,  to  foc us  on  market  ac cess  an d r emov ing  some of  t he  d is to rt ion s  i n  t he  
Chi nese  ma rket  t hat  f avor  SOE s  a nd a lso  as sur in g  t hat  co un tr ie s ,  a l l  cou ntr ies ,  
inc lu di ng  Ch i n a ,  p l ay  by  the  same compet i t ive  ru les  g lo ba l ly  on bus in ess  
prac t ice s ,  on  e xport - i mport  f i na nc in g,  an d respec t  for  in te l lectu a l  prope rty .   
There 's  not  a n  easy  s o lut io n to  a ny  o f  t hat .   I t ' s  somethi n g  th at  has  to  be  pu rs ued 
on mult ip le  f ronts .  
 COMMIS SIO NER F I EDLER:   The  o ne  t h i ng  t hat  I  wou ld  ad d i s  t h at ,  j ust  
to  make  a  compa r iso n betwee n t hem a nd us ,  we  are  t ry i ng  to  p rotect  a  
democrat i c  system in  the  U ni te d State s ,  a s  a  matter  o f  po l icy ;  t hey  are  t ry i n g  to  
protect  t he  ex is te nce  an d th e  domi na nce  o f  a  Par ty .   
 The  mot ivat ions  for  e conomic  act iv i ty  in  t he  U ni te d S tates  an d in  
Chi na  are  d i f fe rent .   The  mot ivat ions  o n t he  p art  o f  the  gover n ment  o f  t he  U ni te d 
States  for  eco nomic  act iv i ty  are  o ne  t h i ng ,  an d t hey  a re  very  d i f fere nt .   A nd  the  
hea d o f  t he  Commun i st  Party  an d t he  mai n tena nce  o f  power  o f  the  Commun ist  
Party ,  t he  c h ie f  mot i vat ion i s  t he i r  s urv iv a l ,  not  sort  o f  peo ple  get t i n g  bet ter  
wages  or  bet te r  jo bs  or  deve lo pi ng  t h i s .   T hat 's  se con dary .  
 In  t he  U ni ted State s ,  we 're  jus t  en ab l i ng  a n  env i ronme nt  whe re  
people  f lo ur ish .   T he y ' re  t ry i ng  to  e na ble  an  e nv i ro nment  w her e  the  Pa rty  
f lou r is hes  an d t he  pe ople  t hen m ig ht .   T r i ck le  dow n po l i t i cs ,  i f  you wi l l ,  ins tea d 
o f  t r i c k le  down eco n omics .   I  do n' t  see  how you dea l  w i th  t hat  on a  f a i r  b as i s .   
I t ' s  ent i re ly  d i f fere nt  mot ivat ion .  
 Now,  maybe  yo u do  i t  on  secto r  by  sector ,  but  a  broa d i nvestm ent  
po l icy  th at  t r ies  to  c a ptu re  everyt h i ng ,  I 'm  very  pes s imis t ic  abo ut  whe the r  or  not  
that  work s  exce pt  for  one  or  two  i n dus tr ie s  in  the  Un i ted  St ates .  
 MR.  DALY:   Ye s .   I  do n' t  th ink  the re ' s  go i n g  to  be  o ne  gra nd  b ar ga i n  
or  dea l  t hat 's  go in g  t o  f i x  a l l  th is ,  an d I  do  th i nk  i t  i s  a  t ime th i ng  w here  yo u take  
i t  i s sue  by  i ss ue ,  a n d you cont in ue  to  wea r  away  a nd br in g  t hem  to  a  system t hat  
i s  f a i r  an d o pen an d a l lows  for  t hat  sor t  o f  eq ui ty .   
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 So  I  t h i nk  i t ' s  mul t i p l e  eng ageme nts .   I  do n' t  th ink  a  B IT  wi l l  be  the  
end a l l /be  a l l  o f  ac hi ev ing  th at ,  but  I  t h i n k  i t ' s  a  s tep  towar ds  that ,  a nd I  t h i nk  
i t ' s  he arte ni ng  tha t  y ou do  see  w it h i n  C hi n a  pr ivate  e nter pr ises  that  be l ieve  
s tate -o w ned e nte rp r i ses  are  c rowd in g  o ut  the i r  a b i l i ty  to  comp ete  an d grow a nd 
in novate .   
 So  even t hou gh Ch in a  has  never  e xpe r ie nc ed a  democracy  in  i t s  
2 ,000 ,  3 ,000 ,  or  4 ,00 0  years ,  yo u see  t he  e lements  o f  th at  f ree dom an d th at  wi l l  
o f  the  pr ivate  se ctor  tak i ng  m ore  o f  a  dr iv in g  sea t  i n  i t s  f ut ure .   So  I  th ink  p ie ce  
by  p iece .  
 COMMIS SIO NER F I EDLER:   The  o nly  pro ble m is  we 've  bee n he ar in g  
that  for  a  lon g  t ime.  
 MR.  DALY:   U n derst a nd .  
 HEAR IN G CO -C HA IR  S LANE:   Commiss io ner  Wortze l .  
 COMMIS SIO NER WO R TZEL :   Mr .  F aga n,  i n  y our  b iog ra phy ,  yo u a l so  
add ress  FO CI  i ss ues ,  fore i gn  ow ners hi p ,  c ontro l  or  i nf l ue nce .  
 MR.  F AGA N:   Correct .  
 COMMIS SIO NER WO R TZEL :   I  have  s ix  q ues t ions .   I 'm  go in g  to  r ead 
them out .   You 've  pr obab ly ,  a n d Mr.  Da ly ,  you may  wan t  to  co mment ,  too ,  an d 
yo u may  not  be  a ble  to  answe r  a l l  o f  them  here ,  a nd may be  my whole  sort  o f  
thou ght  proce ss  i s  wr ong.   B ut  ca n you  des cr i be  conc ern s  a bout  fore i gn  
owners hi p ,  co ntro l  a nd in f l uen ce  th at  do  not  i nvo lve  C F IU S rev iew,  b ut  wo ul d  s t i l l  
o r  shou l d  be  o f  conce rn to  t h e  U .S .  govern ment?  
 Have  you seen Ch ine s e  investme nts  or  cooperat ive  re searc h an d 
deve lopme nt  p rogr a ms ap proac h compa ni es  in  the  de fense - i n d ustr ia l -  s ecu r i ty  
system?  I s  o ur  nat iona l  sec ur i ty  re gu lator y  s t ru ctu re  a deq uate  to  ad dress  FO CI  
i ss ues  s pec i f i c  to  C hi na?  
 Shou l d  our  po l ic ie s  o n fore ig n  owne rs hi p ,  contro l  an d i nvestme nt  be  
expa nde d g iven  Ch i n ese  be hav ior  to  i nc l u de  the  p rotect io n o f  i nd ust r ies  invo lved 
in  o ur  c r i t i ca l  i nf rast ruct ure?   How wou ld  a  b i late ra l  i nvestmen t  t reaty  be  
ta i lo red to  ad dres s  F O CI  co ncer ns?    
 An d,  f in a l ly ,  how woul d  you s u gges t  we  mit i gate  co ncer ns  abo u t  
fore i gn  ow ners hi p ,  c ontro l  an d i nf lue nce  by  C hi na  g iven  the  wi desp rea d a nd  dee p 
reac h o f  t he  C hi nese  Communist  Party?  
 MR.  F AGA N:   I  w i l l  t a ke  those  in  or der  a nd  fee l  f ree  to  re min d me i f  I  
m iss  a ny  s i n g le  o ne  o f  them,  an d I 'm hap p y  to  fo l low up a lso .  
 COMMIS SIO NER WO R TZEL :   Wel l ,  you  may  not  nee d to .  
 MR.  F AGA N:   So  I  t h i nk  t he  f i r s t  q uest ion was  the  exten t  to  wh ich  
there  may  be  ins tan c es  o f  FO CI  t ha t  are  n ot  sub ject  to  CF IUS  r e v iew.   An d I  woul d  
just  po i nt  ou t  th at  a s  a  le ga l  a nd reg ul ator y  matter ,  a l l  FOC I  i ss ues  may  not  be  
sub ject  to  CF IUS  rev i ew.   Bot h  the  Depa rt ment  o f  Defe nse  a n d the  Dep artmen t  o f  
Ener gy  h ave  the i r  FO CI  processe s .  Those  a uthor i t ie s  a re  i nde pe nde nt .   
 The  N at io na l  I nd ust r i a l  Se cu r i ty  Pro gram Opera t i ng  Ma n ual  c re ates  a  
f ive  pe rce nt  r u le .   A l l  compan ies  w ith  a  f a c i l i ty  c le ara nce  have  to  subm it  a  ve ry  
deta i le d  form t hat  de ta i l s  th e  n atu re  o f  t h e i r  owne rs hi p ,  a n d th en a l l  t he  
d i f fere nt  te ntac les ,  a nd t he  De partme nt  o f  Defense  for  DoD re g ulat ed e nt i t ies  
and  the  Depa rtment  o f  Ener gy  fo r  DOE re gu late d en t i t ies  ta ke  a  very  tho rou gh 
rev iew on how fa r  t h at  rea ches .  
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 So  some of  those  t ra nsact ion s  may  not  ev en be  su bje ct  to  C F IU S.   
There  a lso  i s  on  the  t e lecommuni cat io n s i de ,  a s  you may  k now,  i f  t ra nsact ion s  
invo lve  f i l in gs  w it h  t he  F CC,  t he  fede ra l  g overnment  i s  ma de a ware  o f  i t ,  a n d 
age nc ies  h ave  the  r i g ht  to  i nterve ne  in  t he  FCC proce ss .   The re ' s  an  i nformal  
inte rage ncy  committee  o f  the  secu r i ty  ag enc ie s  know n as  Tea m T e lecom,  whi ch  
takes  a  ve ry  act ive  ro le  the re .  
 So  on t he  DoD an d on  the  te lecom s i de ,  w h en i t  i nvo lves  t r af f i c ,  as  
oppose d to  eq ui pmen t ,  so  th at  t here 's  f i l i n gs  wi th  t he  FCC ,  there  are  
process es .   I  t h i nk  t h e  governme nt  a nd Co ng ress  an d t he  Commiss io n s hou ld  have  
a  h ig h  de gree  o f  con f ide nce  t hat  FOC I  i ss u es  are  be i n g  a dd ress ed.   I  t h i nk  t he  
more  cha l le ng in g  q ue st ion,  a nd i t  may  hav e  been  wher e  you 're  a lso  go in g,  i s  to  
what  exte nt  in f l uen c e  may  ex is t  in  ways  t hat  do  not  invo lve  o wners hi p  s ha res?  
 COMMIS SIO NE R WO R TZEL :   O ne  o f  ou r  de b ates  i nter na l ly  i s  we  know 
about  the  f ive  perce n t  ru le .  
 MR.  F AGA N:   R ig ht .  
 COMMIS SIO NER WO R TZEL :   B ut  i f  s ix  C hi n ese  compa nies  e ac h have  
f ive  pe rce nt ,  none  o f  them cros ses  t he  t hr esho l d,  but  i t ' s  30  pe rcent  by  t he  
Communist  Part y .  
 MR.  F AGA N:   R ig ht .   L ook ,  I  mean I  c an ' t  s p eak  for  D SS,  the  De fe nse  
Secu r i ty  Serv ices .   I  h ave  tota l  co nf ide nce  that ,  f i r s t  o f  a l l ,  t he  company  w ith  the  
c lear anc e  h as  to  prov ide  t hat  i nformat ion,  an d th at  c lear an ce  i s  core  to  the i r  
bus in ess ,  an d t he  re medy  i s  to  inva l i date  the  c lear ance .  
 So  I  have  a  h ig h  de gr ee  o f  conf ide nce  tha t  in  a  c i rc umsta nce  l ik e  
that ,  the re  wou ld  c le ar ly  be  FOCI ,  a nd  DSS  would  act ive ly  pu rsu e  the  a p prop r ia te  
remedy,  w hethe r  t ha t 's  an  inva l i dat ion or  whethe r  i t ' s  a  form o f  mit i ga t ion,  th at ' s  
an  a greeme nt .   So  I  d o  th i nk  t hat  t hat  k i nd  o f  sce nar io  ca n be  a dd resse d.  
 Your  seco nd  q uest ion ,  whi ch  w as  to  w hat  extent  resea rch an d 
deve lopme nt  act iv i t i es  ca n cre ate  a  r i s k  on the  FO CI  s i de ,  t hat ' s  not  necess ar i ly  
somethin g  t hat  wo ul d  fa l l  be fore  C F IU S .  I  th i nk  t hat  t hat  s ta rts  to  touch  on oth er  
r i sks ,  wh ic h  a re  cou n ter -es pio na ge  r i sks ,  s tea l i n g  the ft  o f  in te l l ectua l  p rope rty .   
We do  h ave  law s  th at  ad dres s  th at .  
 I f  i t  i nvo lves  tec h no l ogy ,  the re  a re  l i ce ns es  tha t  nee d to  ex por t  i t .   I f  
that  reg ime i s  v io late d,  t here  c an  be  c r imi na l  p un is hment .   A s  I 'm  su re  you 're  
aware ,  the  admi ni s t r at ion ha s  bee n very  a ct ive  a nd the  De par t ment  o f  J ust ice  has  
been ve ry  act ive  i n  p urs u i ng  cr imin a l  pen a l t ies ,  a ndt here 's  s t ro ng co un ter -
espio na ge  a nd e cono mic  esp iona ge  laws .  
 So  I  t h i nk  t hat 's  pa rt  o f  the  la nds cap e.   I ' m  mindf u l  o f  t he  t im e,  an d 
your  othe r  q uest ions .  
 COMMIS SIO NER WO R TZEL :   R i g ht .    
 MR.  F AGA N:   An d I  w ant  to  be  a ble  to  get  to  them.   I  g ues s  I 'm  hap py  
to  fo l low up sepa rate ly  i f  th at  wou ld  be - -  
 COMMIS SIO NER WO R TZEL :   I  g uess  t he  b i g  one  woul d  be  wou ld  you 
inc lu de  c r i t i ca l  i nf ras t ruct ure  now un der  t hat  w ho le  FOC I  a pp roach?  
 MR.  F AGA N:   I  t h i nk  CF I US e f fect ive ly  doe s  in c l ude  i t .   C r i t i ca l  
inf ras t ru ctu re  i s  a  fa ctor  th at  C F IU S i s  d i r ected by  s ta tute  t o  c ons i der .   You r  
ques t ion  may  be  w he ther  a l l  t ra ns act io ns ,  i f  t hey  a re  a  smal l  minor i ty  i nvestment ,  
get  f i le d  wit h  C F IUS?  
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 There  are  ce rta in ly  i n stanc es  whe re  t ran sa ct ions  have n 't  bee n f i le d.   
CF I US,  i n  my  expe r ie nce ,  e ach age ncy  has  a  very  act ive  a pp roac h to  monitor i ng  
investme nts ,  an d t he y  wi l l  not  hes i tate  to  br i n g  i n  t r an sact ions  that  have  c losed ,  
req uire  a  rev iew,  a n d  then  exerc ise  t he  fu l l  a uthor i t ie s  t hat  a re  un der  the  
s tatu te ,  i nc lu di ng  the  pres ide nt ia l  au thor i t y  to  unw in d t he  t r an s act ion .  
 There  c an be  no  do ub t  abo ut  th at .   They  h ave  done  tha t .   So  on  the  
cr i t i ca l  i nf rast ruc tur e  s ide ,  I  act ua l ly  t h i nk  CF I US prov i des  a  ver y  good mech an ism 
for  a dd ress in g  t hat .  
 MR.  DALY:   Ye ah ,  i n  t erms  o f  a dd ress in g  F OCI ,  I  mea n the re 's  t he  
c las s i f ied  s i de ,  an d t hat 's  w hat  Dav id  w as  ta lk in g  a bout ,  the  DSS  proces s ,  a n d 
that 's  w here  yo u get  the  f ive  pe rce nt ,  a n d  the  ques t ion  o f  whe t her  t hat  i s  
ade qua te  i f  you have  a  f ive  perc ent ,  f ive  p ercent ,  f ive  pe rcen t?  
 You know,  I  t h i nk  i n  s ome respects  you do ,  but  you k now af te r  t he  
DSS  has  bee n i n  a nd  t hey  do  t he i r  work ,  an d the n t hey  c reate  a  mit ig at io n 
agreeme nt  or  a  n at io na l  sec ur i ty  ag reeme nt ,  i t  re a l ly  be hooves  the  comp an ies  to  
be  a ble  to  fo l low t ha t ,  an d g ive n owner sh i p  s ta kes  a nd  mult ip le  owners hi p  s t akes ,  
and  a l so  p rov id e rs  a n d cu stomers ,  I  mea n there  are  a  lo t  o f  nex uses  for  i ss ues  to  
be  p rob lemat ic .  
 So  I  t h i nk  t hat  i s  somethi ng  th at  h as  to  be  cons i dere d in  te rms  o f  are  
we rea l ly  i n  a  ho l i s t ic  way  ad dre ss i n g  our  nat io na l  sec ur i ty  i ssu es ,  es pec i a l ly  a l l  
the  vectors  for  o ur  v u l nera bi l i t ies?  
 In  te rms  o f  s hou ld  we sort  o f  ex pa nd  i t ,  I  th i nk  def i n i te ly  t he  D efense  
Departme nt  take s  i t s  ro le  a nd job very  ser i ous ly ,  b ut  as  the  cyb er  sec ur i ty  re port ,  
Commiss ione r  S hea,  t hat  you  ment io ned ,  d enotes ,  we  have  a  ve ry  ser ious  i ss ue ,  
and  i t  ema nate s  not  so le ly  j ust  f rom t he  a bi l i ty  to  wa lk  into  a  c ompany  a nd  go  in  
there  an d tak e  i t s  i nf ormat ion but  to  go  o nl i ne  an d do  i t  j ust  a s  eas i ly .   So  we do  
have  F OCI  i s sues .  
 COMMIS SIO NER WO R TZEL :   Th ank  you.   A p prec iate  i t ,  both  o f  y ou.  
 HEAR IN G CO -C HA IR  S LANE:   Commiss io ner  Bart ho lomew.  
 COMMIS SIO NER BART HOLOMEW:   T han k  you.   
 I  h ave  two d i f fe ren t  k in ds  o f  q uest io ns .   I  th i nk  I 'm go in g  to  s t a rt  
wi th  Mr .  Fa gan .   Yo u po in t  out  t he  AMC ho ld i n gs  dea l  a nd see  t hat  as  a  good s i gn,  
and  I  t h i nk  t here  are  some quest ion s .   I 'm  a  s t ro ng be l iever  in  f reedom of  s peec h,  
and  I  wo nde r  whet he r ,  I  th ink  we 're  go i n g  to  have  to  wa tch .   I t ' s  not  a  que st io n 
as  muc h as  we ' re  go i ng  to  have  to  w atch  t o  see  whet her  t he  C h inese  gover nment  
t r ies  to  in f l ue nce  con tent .  
 I f ,  fo r  ex ample ,  the re 's  a  mov ie  abo ut  t he  Da la i  Lama t hat  come s  out ,  
i s  AMC  go i n g  to  be  a ble  to  show t hat  in  t heater s  ac ross  t he  U ni te d S tates?  We  
don 't  k now tha t ,  a nd  i t  woul d  be  a n i nte re st in g  te st  ca se  to  see .   So  I  t h i nk  t hat  
there  are  que st io ns  a bout  are  t hey  go in g  t o  inf lue nce  conte nt ;  what  i s  be i ng  
shown o n U .S .  sc reen s ;  are  Ch inese  mov ies  with  Ch ine se  gover n ment  f un di ng  
go in g  to  s tart  show in g u p i n  o ur  mov ie  t he aters  as  part  o f  pe rce pt io n 
manageme nt?   T hose  k in ds  o f  dy namics .  
 So  even someth i ng  t h at  look s  to  me l ike  i t  shou ld  be ,  we l l ,  th is  i s  a  
s imple  th in g,  i s n ' t  be cause  o f  t he  acce ss  t o  the  a ud ien ces  a nd  f reedom of  
info rmat ion .   I  don ' t  know i f  you h ave  a ny  thou ght s  on t hem.  
 MR.  F AGA N:   We l l ,  lo ok ,  I  t h i nk  a ny  i nvest ment  nee ds  to  be ,  yo u 
can ' t  te l l  ex act ly  wha t 's  go i ng  to  ha ppe n i n  the  f utu re .   I  t h i nk  I  h ave  a  h i gh  
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deg ree  o f  co nf i de nce  base d on  my own ex per ie nce s  wit h  i nvest ments  t hat  
acq ui rers  in  th is  c ase  wi l l  fo l low th rou gh o n the i r  commitments ,  whic h  i nc lu ded  
commitments  to  ret a i n  U .S .  man ageme nt ,  t o  fo l low t hrou gh  an d invest  o n t he  
s t rate gy  t hat  U . S .  ma nag ement  i s  p utt in g  i n  p lace ,  to  mai nta in  t he  fa c i l i t ies  a n d 
the  compa ny  i n  t he  U .S .  
 I t  may  not  be  a  pe r fe ct  an a logy ,  b ut  i t  does  bea r  i n  mi nd w he n 
Lenovo  bou ght  IBM P ersona l  Comp ut i n g  D i v is ion ,  wh ic h  was  a  t ran sact ion t hat  we  
han d led .   Le novo  now has  e xecut ives  t hat  are  U .S .  exec ut ives ,  and  they  have  
mainta i ned t he i r  re se arch  a nd deve lo pmen t  fac i l i ty  i n  No rth  Car o l in a  a nd 
investe d i n  i t .  
 An d,  you know,  t hat  was  2005.   Seven yea rs  l a ter ,  I  don ' t  t h i nk ,  as  a  
gene ra l  matter ,  we  a re  pa us in g  over  t he  f act  th at  i t ' s  a  Le novo  Thi nkPa d i nste ad 
o f  an  IBM T hi nkPa d,  and  d i f fe ren t  peo ple  may  have  d i f fere nt  v i ews  on t hat .   B ut  
they  d id  fo l low th rou gh o n wh at  t hey  sa id .   An d t he  compa ny  co nt i nue s  to  
operate  in  a  commer c ia l  way .  
 I  h ave  a  h i gh  de gree  o f  conf ide nce  t hat  th at  woul d  ha ppe n i n  t he  
AMC cas e ,  but  certa i n ly  no  one  c an pre di c t  the  fut ure ,  a nd i f  y ou have  q uest io ns  
about  th at ,  you 're  r i g ht  to  po int  out  t hat  i t ' s  somet hi ng  t ha t  ca n be  mon itore d or  
shou ld  be .    
 COMMIS SIO NER BART HOLOMEW:   Yea h .   A nd t he n th ere 's  a l so  t he  
se l f -cen sors hi p  i ssue .   I f  I 'm  mana gement  f or  th i s  compa ny ,  an d I 've  just  bee n 
boug ht  o ut  by  a  behe moth o f  a  nat ion es s ent i a l ly ,  how mu ch f r eedom -- I  mig ht  
just  dec ide ,  we l l ,  you  know wh at ,  a  mov ie  about  the  D a la i  Lama  i s  not  go i n g  to  go  
over  very  wel l  w i t h  my  bosses  so  I  t h i nk  I ' m not  go i ng  to  do  i t .  
 An d some of  t hese  t h in gs ,  ag a i n ,  I  h ave  no  ide a  i f  th is  i s  how i t ' s  
go in g  to  un fo ld ,  b ut  I  th i nk  i t ' s  someth in g - - the re  ar e  a lw ays  so  many  
compl i c at io ns  wit h  t h ese  i nvestments ,  wh i ch  g ets  me to  ac tua l l y  a  q uest ion t hat  
former  Commiss ioner  Mul loy  a lways  aske d  or  po i nte d out ,  wh ic h  i s ,  a nd  i t ' s  a  
var iat ion o n wh at  Co mmiss ione r  F ied ler  a sked a bout ,  but  I  me an in  t h i s  cou ntry ,  
we  be l ieve  i n  a  cap i t a l i s m that  does n' t  h a ve  governmen t  owner shi p  o f  compan ies  
or  f ra nk ly  gover nmen t  contro l  o f  compa ni e s .  
 So  why  s hou ld  we  be  comfortab le  wit h  C hi nese  governmen t -ow ned or  
contro l led  o r  C hi nese  s tate  investme nt  veh ic les  b uy i ng  compan i es  in  our  context  
when we don ' t  be l iev e  that  o ur  ow n gover nment  s hou ld  be  do i ng  i t?  
 MR.  F AGA N:   I  t h i nk  t h is  i s  pro ba bly  one  ar ea  where  we do n't  se e  i t  
exact ly  t he  s ame.   So  I ' l l  go  f i r s t  a nd t he n you can  po i nt  o ut  a l l  the  ways  th at  you 
d is ag ree .  
 MR.  DALY:   Ok ay .   I ' l l  reb ut .  
 MR.  F AGA N:   I  t h i nk  i t ' s  an  i ss ue  t hat  has  t o  be  looked at  a n d s h ould  
be  looked  at .   B ut  I  a l so  do n't  th ink  tha t  w e  shou ld ,  as  I  sa i d ,  p a int  i n  too  b road 
o f  br us hes .   T here  c a n be  t ra nsa ct io ns  t ha t  invo lve  s tate  ow ner shi p  i nc lu di ng  
s tate  owne rs hi p  f rom Chi na  th a t  a re  pos i t i ve  for  the  Un i te d St a tes  an d t hat  do  
not  ra ise  co ncer ns .  
 They  s houl d  be  c lose l y  examine d a nd  scr ut in i ze d.   Smar t  i nvest ors  
and  t ra ns act io n p art i es  wi l l  f i le  those  t ra n sact io ns  w ith  CF IU S.   I f  t hey  do n' t  f i le  
i t  w i t h  C F I US,  as  I  s a i d ,  C F I US has  a  very  a ct ive  monitor i ng  proc ess ,  a n d the re ' s  a  
sub sta nt i a l  c ha nce  t h at  they  coul d  be  b rou ght  befo re  C F IU S,  an d i t  w i l l  b e  
rev iewed .  
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 But  t he  part ies  sho ul d  not  ru n f rom su bje ct in g  t he  t r an sact ion s  to  a  
very  c lose  rev iew.  A n d I  do  t h i nk  t hat ,  by  and  la rge ,  t here  a re  a  n umber  o f  are as  
where  SOEs  can  i nves t  that  woul d  be  good  for  U. S .  i nvestment .  
 You know,  we  a lmost  had  a  t ra nsact ion ,  a n d i t  fe l l  a pa rt  for  o t h er  
reason s ,  nonre g ulato ry  reaso ns ,  b ut  i t  woul d  h ave  bee n a n SOE  invest in g  in  an  
automobi le  man uf ac t ur i n g  sector ,  a nd  job s  woul d  h ave  bee n m ov ing  f ra nk ly  f rom 
Mexico  to  the  U. S .  u n der  t hat  t ra nsa ct io n.   An d U .S .  ma nageme n t  was  go in g  to  be  
reta i ne d.   T hat  was  g o ing  to  be  a  good  t ra nsact ion .  
 An d th ere  wa s  a  h i gh  deg ree  o f  co nf ide nc e  that  they  wo ul dn ' t  mo ve  
anyp lace  e lse  bec aus e  o f  the  w ay  the  mar ket  works ,  t hey  need to  be  c lose  to  the  
customers  in  the  U. S .   So  th at 's  j ust  o ne  a necdote  o f  how every  t ra nsact ion i s .  
 COMMIS SIO NER BART HOLOMEW:   R ig ht .   A nd Mr .  Da ly ,  before  y ou 
answe r ,  I  j ust  wa nt  t o  say ,  Mr .  F aga n,  th a t 's  an  answe r  a bout  p rocess .   I  th ink  I 'm 
ask i ng  abo ut  pr i nc ip l e .   We have  sort  o f  b een i n  t he  g lob a l  mar ketpl ace  wit h  t he  
def i n i t ion  o f  wh at  we  be l ieve  ca pi t a l i sm i s ,  an d we don 't  be l ieve  that  the re  i s  a  
ro le  o f  governmen t  i n  the se  compa nie s ,  a n d we are  look in g  a t  a  s i t uat ion w here  i t  
i s  t he  exac t  rever se  o f  wha t  i t  i s  t hat  we  b e l ieve  ca p i ta l i sm s ho ul d  be  ba sed o n.  
 So ,  yes ,  ther e 's  CF IU S a nd,  i n  f act ,  Mr .  Da ly ,  we  cou ld  ho pe  th a t  you 
would  l i f t  t he  c urt a i n  o f  mystery  a bout  CF I US,  but  I  wo n't  ask  y ou to  do  t hat .   B ut  
that 's  proces s .   The r e  i s  s t i l l  to  me a  pr in c ip le  a bout  t he  eco n omic  pr inc ip les  o n 
whic h  t h is  cou ntry  i s  base d.   
 MR.  DALY:   Ma dam C ommiss ioner ,  the re ' s  a  su per -sec ret  C F I US  
han ds hake ,  a nd I ' l l  s hare  tha t  l a ter .  
 [ Lau g hter . ]  
 MR.  DALY :   Re ga rd in g  the  SOE a nd  S SE  i ss u e ,  I  d i f fer  f rom my 
co l lea gue  he re .   I 'm  more  o f  a  p ur is t .   I  t h i nk  t he  gover nment  needs  to  h ave  a  
l imite d ro l e  i n  t he  market ,  an d t hat 's  to  make  sur e  th at  we  don't  have  mono pol ie s  
and  to  p rov ide  a  leve l  p lay i ng  f i e l d ,  a nd  th at  sho ul d  be  i t s  ro le  beca use  I  t h i nk  
pr iv ate  en ter pr i ses  a re  the  o nes  t hat  do  t he  most  i nnovat ion a nd g iv in g  t hem the  
a l lowa nce  to  compe t e  fa i r ly  i s  w hat  you  n eed to  do .  
 That 's  w hy  I  don ' t  t h i nk  s t ate -own ed e nter pr i ses ,  e spe c ia l ly  t ho se  
operat in g  i n  fo re i gn  markets ,  i s  an  ap pro pr i ate  fo rmul a  to  a nd  the  most  
cond uc ive  formu la  to  work in g,  good work i ng  c ap i ta l i s t s ,  not  d is torted c ap i ta l i s t  
markets  t hat  are   ba s ed on pr inc ip les  o f  fa i r  compet i t io n.  
 So  I  do  have  an  i s sue  with  s tate -  owne d en terpr ise s ,  es pec ia l ly  i n  
the i r  oper at io ns  a bro ad.   Th at 's  why  I  be l i eve ,  as  has  bee n ra is ed,  t hat  t here  
needs  to  be  some for m of  mak in g  a nd  ens ur i n g  th at  a  leve l  p l a y in g  f ie l d  i s  out  
there  beca use  the  an t i t r ust  laws  cur ren t ly  in  p l ace  in  t he  U ni te d St ates  wo ul d  not  
be  a de q uate  enou g h to  dea l  w i t h  a  comp e t i tor  w ho  i s  ant i -com pet i t ive ,  w ho  ha s  
access  to  u nfa i r  f i na n c in g  or  s u bs i d ie s .  
 So  tha t ' s  to  th at  po in t .   Go i n g  b ack  to  t he  AMC po i nt ,  I  t h i nk  i t ' s  
actu a l ly  a  f ant ast ic  t h i ng  t hat  th is  Ch ines e  company  has  bo ug h t  AMC.   I  t h i nk  i t ' s  
a  t r ue  expos ure  to  th e  bea uty  a nd  the  v ib r ancy  o f  o ur  democrac y  an d our  f ree  
pres s ,  a nd  the  ab i l i ty  o f  our  peop le  to  mak e  cho ice s ,  commerc i a l  cho ices ,  an d so  I  
t ru ly  ho pe  i t  does  ex pose  a l l  t hese  t h in gs  and  a l lows  us  to  kee p  a  v ig i l ant  eye  on 
how th is  comp any  op erates ,  a nd to  a l low i t  to  see  th e  f u l l  fo rce  o f  what  we h ave  
here  a s  a  f ree  pre ss ,  people  who  do  b low whist les  w hen  the re  are  eg reg iou s  
v io lat io ns .  
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 COMMIS SIO NER BART HOLOMEW:   Mr .  Da ly ,  I ' l l  jo i n  you in  th at  hope  
and  say  I ' l l  be l ieve  t h at  d ay  ha s  come whe n a  mov ie  a bout  the  Da la i  Lama ca n be  
shown in  the aters  i n  Chi na .  
 MR.  DALY:   I  a gree .  
 HEAR IN G CO -C HA IR  S LANE:   Commiss io ner  Wesse l .  
 COMMIS SIO NER WE S S EL :   Tha nk  you .    
 You're  not  pro duc in g  a  Da la i  Lama f i lm;  ar e  you?    
 [ Lau g hter . ]  
 COMMIS SIO NER WE S S EL :   J ust  mi gh t  as  we l l  test  i t .   Th ank  you b oth 
for  be in g  here .    
 I  h ate  to  say  I 'm t rou ble d.   You k now you sat  t hrou gh ,  I  th ink ,  ear l ie r  
today ,  a n d you hear d  some of  our  ot her  p ane l i s t s  ta lk i ng  abo ut  the  d i f f i c u l ty  o f  
hav i ng  ad ju di cat io n,  pr ope r  a dj ud icat ion o f  the i r  r ig hts  i n  the  Chi nese  ma rket .  
When Ch in a  bec ame a  WTO member ,  I  be l i eve  they  sc hed u led 8 4  prod ucts  on 
whic h  t hey  cou ld  leg a l ly  impose  ex port  re st r ic t ion s  o f  some k i nd .  
 Today ,  t here  are  over  300  prod ucts  th at  a r e  su bject  to  those  
rest r ic t io ns .   T hey  lo st  a  c ase  i n  I  t h i nk  i t  was  Fe br ua ry  o f  t h is  year  th at  t he  WTO 
sa i d  th ey  ha d no  de fe nses  to  ap ply  any  o f  t he  res t r i c t io ns ,  rare  earth s ,  e t  ceter a .   
Then abo ut  a  mon th l ater ,  o ur  own  gover n ment  f i led  a  r are  e art hs  c ase .   The re  
are  s t i l l  200  p lus  p roduct s  t hat  we  have  n ot  gone  a f ter ,  a nd th ey  have  not  a b i ded 
by  the i r  WT O commitments .  
 Why  on ea rt h  woul d  we want  to  do  a  b i lat era l  inve stment  t reat y  with  
them th at  we  wi l l  res pect  here  in  o ur  ma r ket ,  b ut  for  th e  l i fe  o f  me,  I  have  no  
conf i de nce  t hat  t hey  wi l l  res pect  t he  r ig ht s  tha t  we  a re  g ra nted  on th at  B IT  i n  
the i r  market?   W e wi l l  be  g iv i ng  them es s ent i a l ly  o ne -w ay  acce ss  ra the r  th an 
hav i ng  any  conf ide nc e  that  the  inve stmen ts  we may  make  i n  t h e i r  marke t  wi l l  
rece ive  prope r  ret ur n s ,  w i l l  be  prope r ly  a d here d to ,  re spe cted ,  e t  cetera .  
 Mr .  Da ly ,  d id  you wa nt  to  s t art  w i th  th at?  
 MR.  DALY:   Ye ah ,  you  ra i se  a  good po in t ,  a nd Commiss ione r  We sse l ,  I  
know you a re  very  f a mi l ia r  wi t h  t he  re cor d o f  C hi na 's  acces s io n to  the  WTO a nd  
whethe r  or  not  the y ' ve  mainta i ned t he  pr i nc i p le s  o f  t hat  ag ree ment  an d t he  b la ck  
and  wh ite  o f  t he  law of  that  ag reement .  
 So  i t  i s  a  va l id  po i nt  g iven  Ch i na 's  t r ack  re cord,  b ut  I  w i l l  say  th is .   I  
th i nk  hav i ng  them i n  a  ru les -b ased  system is  t he  goa l ,  an d I  th in k  we sho ul d  make  
th is  B IT  ne got ia t ion  d i f f i cu l t ,  we  sho ul d  m ake  i t  a  h ig h  hu rd le ,  and  i f  i t  does n' t  
work  out ,  t he n too  b ad.   I  ju st  do n' t  th in k  we shou l d  water  th is  th i ng  down  to  
accommodate  C hi na 's  fee l in gs  or  v iews.   I  th i nk  we s hou ld  ma k e  i t  as  s t ro ng as  
poss i b le ,  a nd we  sho ul d  h ave  i nvestor  s ta te  d i sp utes  w here  th e i r  a ut hor i t ies  c an 
be  s ued d i rect ly  by  c ompanie s  t hat  f i nd  e gre g iou s  p rocess ,  a n d we s hou ld  make  
sure  the i r  j u d ic ia l  sys tem is  c le ar  an d base d on a  r u le  o f  law .  
 So  my  v iew i s  yo u r a i se  an  exce l len t  q uest ion,  an d I  th ink  i t  jus t  
req uire s  v i g i la nce  on our  en d,  o n every  lev e l ,  to  move  forwa rd .  
 COMMIS SIO NER WE S S EL :   An d I  a pp rec i ate  that ,  a nd I 'm a lso  for  a  
ru le s - base d sy stem,  but  yo u say  v ig i l ance  on our  pa rt .   I  go  b ac k  to  Rona ld  
Reaga n,  a  great  pr es i dent - -  
 [ Lau g hter . ]  
 COMMIS SIO NER WE S S EL :   I 'm  ju st  t ry in g  to  get  you over  to  my  s ide  
here - -  w hen i t  c ame t o  arms  cont ro l  s a i d  t rust  b ut  ver i fy .  
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 MR.  DALY:   R ig ht .  
 COMMIS SIO NER WE S S EL :   The  fact  i s  we 're  not  ver i fy i ng .   You  kn ow 
every  t ime we h ave  a  prob lem,  w e t hrow i t  over  to  the  S&ED or  the  JCCT .  We 
ment ione d before  t h e  que st io n a bout  ex p ort  su ppo rts .   I  th ink  there  have  been  a  
numbe r  o f  c ases  an d i ss ues  brou gh t  be for e  our  own gover nmen t  ide nt i fy i ng  the  
v io lat io ns  by  t he  C hi nese  a n d wh at  a re  w e le f t  w i th  now ?  We ' re  now le f t  w i th  a  
b i l a ter a l  negot iat ion sche du led to  en d by  2014  which gets  them  of f  t he  hook  fo r  
anothe r  two  yea rs .   A nd t he n maybe  we  f i n d  out  t hat  they  s t i l l  h aven' t  p rov ide d a  
prope r  o f fe r .  
 Let  me,  thou g h,  a l so  ask ,  s in ce  I  th ink  bot h  o f  you hav e  k nowle dge,  
one  o f  t he  i s sue s  th a t  comes  into  TPP ,  SO Es ,  e t  ce tera ,  i s  the  a dverse  
conseq ue nce  i ss ue .   An d I  know t hat  t h i s  was  a  hu ge  i ss ue;  so me were  look in g  at  
the  A ns ha n St ee l  inv estment  i n  t he  U .S . ,  and  T i anj in  P ipe ,  a nd  other  SOE ty pe  
investme nts .  
 Becau se  we t r eat  a  g r eenf i e l d  i nvestment  d i f fere nt ly  i n  many  w ays - -
i t ' s  not  a  cont ro l l in g  investme nt - -so  you m ay  have  c erta in  c le ar ance  i ss ues  t hat  
don 't  a pp ly  at  a l l .   Th ey  may  enter  a  marke t  l i ke  s tee l  where  the re  i s  a l rea dy  
overcapa c i ty  wor ldw i de  or  som e othe r  i n d ustry .   O ur  t ra de  l aw s  woul dn ' t  ap ply  
beca use  i t ' s  a n  i nvest ment  he re ,  not  a  t ran sbor der  t ra nsact ion .  
 We have  no  ex is t i ng  r emedy  for  a nt icompe t i t ive  a ct iv i t ies  o f  a n  SOE 
in  o ur  own ma rket ,  a nd as  I 've  s een f rom the  model  B IT ,  a nd ,  e t  cetera ,  a l l  t he  
other  t h i ng s ,  we 're  s t i l l  not  go in g  to  have  that  as  a  res ul t  o f  t h i s .  
 So  An sh an Stee l  p rod uces  a  fa c i l i ty  here ,  h as ,  bu i l ds  a  b last  fu r nace ,  
$400  mi l l ion .   T hey  c an ou t -compete  a lmo st  any  ex is t i ng  U . S .  c ompet i tor  beca use  
they  h ave  no  cos t  o f  cap i ta l .   Now,  t here  are  some a dverse  con seque nce  i ss ues ,  
but  tha t  a l so  re qu ire s  the  su ppor t  o f  t he  compan ies  i n  te rms  o f  prov id in g  t he  
data ,  many  o f  whom are  now m ult ina t ion a ls  a nd  are  u nwi l l i ng  t o  sup port  t ra de  
cases .  
 That  mea ns  t he  work ers  a re  le f t  out  o n t h e  s t reet ,  th at  commu nit ies  
that  ha d ex is t i n g  p roduct ion are  fac in g  a  s tate -owne d e nt i ty  as  a  compet i to r  wi t h  
no  r i gh t  o f  re cour se .   How is  tha t  i n  ou r  i n terest?  
 MR.  DALY:   T hat 's  a  g reat  ques t ion  an d par t  o f  the  ar gume nt  for  
dea l in g  w ith  the  An s han  i nvestm ent ,  the  counte r  ar g ument  wa s ,  th is  inves tment  
i s  go in g  to  br i n g  job s  to  Amory ,  Mis s i s s i pp i ,  b ut  t he  co unte r  to  that  w as  t he  
market  i s  a l rea dy  sa t urate d,  an d a ny  jo bs  i t  does  br i ng  w i l l  tak e  away  f rom the  
jobs  o f  pr ivate  e nter pr i ses  t hat  are  a l r ead y  operat in g  t here  as  wel l .   So  t hat  w as  
a  very  te l l i ng  i nvestm ent  at  i t s  t ime,  a n d c erta i n ly  o ne  whe re  i t  d i dn ' t  make  
compet i t ive  sen se  or  market  se nse  fo r  th at  investme nt .  
 COMMIS SIO NER WE S S EL :   An d t here  i s  no  e x is t i n g  sc reen in g  
mechan ism he re  i n  t h e  U. S .  
 MR.  D ALY:   R ig ht .   C u rrent ly ,  t hat 's  why  t h e  i ss ues  arou nd  the  T PP  
and  the  s tate -owne d enter pr ise  prov is ions  are  very ,  sort  o f  h is t or ic  i n  some ways ,  
i s  t hat  we  don 't  have  have  a  mecha ni sm.   CF I US does  not  de a l  w i th  gree nf ie l d  
investme nt .   The re  i s  no  mecha ni sm  by  w h ich  we ca n eva l uate  f ore ig n  
governmen t -co ntro l l ed  i nvestment  by   no n -mar ket  economie s  i n  th is  co un try  to  
ensu re  t hat  t he  t hey ' re  p lay i ng  on a  leve l  p lay in g  f ie l d  a n d not  rece iv i n g  be nef i t s  
or  o ther  su bs i d ies  t h at  u nfa i r ly  a dvan tag e  them v is -a -v is  pr i vat e  sector  
compan ies .  
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 So  to  your  po i nt ,  i t ' s  very  t rue ,  a nd yo u h a ve  second ary  a n d ter t iary  
e f fects  o f  t hese  t h i ng s .   For  i nst ance ,  i n  t h e  wor ld  o f  so l ar ,  s tat e -owned  
enter pr ises  are n' t  ne cessar i ly  the  comp an i es  tha t  are  se nd in g  t he  s ubs i d i zed 
prod uct  ov er ,  b ut  t he se  compa nies  tha t  ar e  su pp l ie d  by  s tate -o wned e nter pr ises  
are  a ble  to  be  s u bs i d i zed an d se nd  the i r  pr oduct  here  to  the  det r iment  o f  U. S .  
manu fact ur in g.  
 That 's  a  secon da ry  a n d tert ia ry  i n  ou r  own market ,  but  i n  terms  o f  
those  compa nie s  comin g he re ,  o bv ious ly  o ne  o f  t he  t h i ng s  th at  my  test imony  does  
arg ue  i s  t hat  we  rea l l y  don 't  h ave  a  syste m,  an d we do  have  a  s i tu at io n whe re  
in dus tr ie s  h ave  come togethe r  to  see  tha t  as  a n  i ssue .   T hey  f ac e  the  compet i t ive  
pres sur es  o f  Ch ina  a b road an d de c i ded tha t  i t ' s  t ime to  remedy  that .    
 COMMIS SIO NER WE S S EL :   Mr .  Fa ga n.  
 MR.  F AGA N:   I ' l l  ju st  add  b r ie f ly  to  t hat ,  one ,  you are  ra i s i ng  a  
numbe r  o f  very  fa i r  p o ints .  A n d the re ' s  no  ques t ion  th at  t he  tes t imony  ear l ie r  
today  was  very  comp el l i n g .   I  t h i nk  we ne ed to  v iew i t  b roa dly .   An d I  worry  abou t  
c reat in g  r u le s  or  f a i l i ng  to  t ake  a ct ion s  b e cause  o f  p art icu la r  c oncer ns  whe re  t hey  
may  a lso  be  othe r  be nef i t s  t hat  c an  acc ru e .   I  do  be l ieve  th at  f ore ig n  d i re ct  
investme nt  i nto  t he  Uni te d State s  h as  a  very  s t ro ng recor d o f  contr i b ut i ng  to  our  
economy,  in c l ud in g  j obs  a nd h i g her  pay i n g  job s .  
 There  may  be  i nst an c es  th roug hout  fore ig n  i nvestment  h is tory  where  
part ic u la r  for e i gn  inv estments  have  not  be en be nef ic i a l  to  the  U.S . ,  bu t  as  an  
overa l l ,  i t  ha s  bee n b enef i c ia l .  
 I  do  t h i nk  t hat  i f  we  have  mech an isms  in  p la ce  to  at t ract  more  
Chi nese  inve stment ,  that  i t  w i l l  be  to  o ur  overa l l  be nef i t .   I  don' t  have  any  
ev ide nce  or  reason  t o  be l ieve  nece ssa r i ly  that  t he  C h inese  wi l l  beh ave  mater i a l ly  
d i f fere nt ly  th an fore i gn  inves tors  have  i n  t he  p ast .  
 At  the  same t ime,  I 'm  not  po l lya nn ais h  abo ut  t he  re lat ions hi p  w ith  
Chi na .   An d I  th ink  th at  a  numbe r  o f  t hese  i ss ues  a re  goo d a nd f a i r  i s s ues  to  be  
ra ise d .   I  th ink  we ne ed to  take  the  lon g -t erm v iew.   T here 's  no t  go i ng  to  be  a  
major  so l ut io n a ny  t i me soon.   B ut  t he  s t r ategy  t hat  we  sho ul d  app roac h i s  a  
s t rate gy  o f  e ng ageme nt  on m ult ip le  f ronts  on a l l  t he  d i f fere nt  i s sues ,  a nd o ne  
part  o f  t hat  i s  a  B IT  t hat  we  pu rs ue  a gg res s ive ly  wi th  o ur  pr inc i p les  i n  min d to  
bene f i t  o ur  eco nomy and  our  b us i nes ses .  
 COMMIS SIO NER WE S S EL :   I f  the re 's  a nothe r  rou nd ,  I ' d - - th ank  yo u.  
 HEAR IN G CO -C HA IR  S LANE:   D ave ,  I  th ink  l ast  t ime we we re  tog ether ,  
we  were  at  t he  emb a ssy  h av in g  d i nne r ,  t a l k in g  a bout  t hese  sam e i ss ues .   My  
ques t ion  to  you i s  wo ul d  you s u pport  ame nd in g  ou r  a nt i t ru st  l a ws  to  in c l ude  
sub s i d ie s  a nd ot her  t h i ngs?  
 MR.  F AGA N:   I  do  not  th i nk  t hat  o ur  fu nd a menta l  laws  nee d to  be  
cha nge d to  a d dress  t hese  part ic u la r  i s s ue s  f rom sta te -owne d e nter pr ises .   I  do  
th i nk  t hat  we  nee d to  pu rs ue  b i l atera l ly  an d  mul t i l a ter a l ly ,  i nc l ud in g  t hrou gh  the  
OECD,  mech an isms  to  get  ou r  t r ad in g  a n d i nvestment  pa rtne rs ,  i nc l ud in g  C hi na ,  
to  agree  to  wel l -est a bl i she d inte rn at io na l  norms on i ss ues  l ike  export - import  
f in an c i ng .  
 HEAR IN G CO -C HA IR  S LANE:   M r .  Da ly .  
 MR.  DALY:   I ,  as  Com miss ione r  Wes se l  s a i d ,  I  th in k  the  t r ust  b ut  
ver i fy  i s s ue  i s  key  he re .   I  c urre nt ly  th in k  there  are  ma ny  i n  i n d ustry  tha t  a gree ,  
that  we  do  not  have  a  mecha ni sm with in  t he  U ni te d S tates  to  e nsu re  t hat  t hese  
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ent i t ies  are  compet in g  a nd not  re ce iv i ng  b enef i t s  t hat  u nfa i r ly  d is adva nta ge  t hem 
v is -a -v is  p r ivate  sect or  actors  here .  
 So  do  I  th ink  i t ' s  t he  ant i t r ust  laws  t hat  h ave  to  be  ame nde d?   That 's  
one  poss ib le  ve hic le ,  but  we  cou ld  c hoose  to  look  at  a  num ber  o f  o ther  vehi c les  
in  te rms  o f  Commerc e  that  ha s  ex pert i se  l ook ing  at  s ub s i d ies .   There  w as  a n  
execut ive  orde r  de a l i ng  w ith  the  format ion o f  C F I US t hat  de a l t  w i th  t he  ro le  o f  
the  Commerce  Dep ar tment  to  c lose ly  mon itor  a nd look  at  fore i gn  inves tment  a s  i t  
came in .  
 Perha ps  some ex pa ns ion or  co ns i der at io n o f  that  i n  terms  o f  th e  
monitor i ng  o f  s ta te -o wned e nter pr ises  wit h i n  the  Un i te d St ates  v i s - a -v i s  the i r  
compet i t ive  nat ure  wi l l  be  bene f i c ia l .   Ma ybe  a  eve n a  s tu dy  co ul d  he lp .  I  th i nk  
there 's  way s  to  de a l  w i th  t h i s  i s sue .  
 HEAR IN G CO -C HA IR  S LANE:   Tha n k  you .  
 Commiss ione r  D ' Ama to .  
 COMMIS SIO NER D 'AM ATO:   T han k  you,  M r.  Cha i rma n,  an d t han k  you 
both for  comin g .   You r  test imony  i s  ve ry  i n terest i n g  for  a l l  o f  us  today .  
 I  h ave  two q uest ions .   F i r s t ,  ta lk  a  l i t t le  b i t  abo ut  th e  C FIU S i ss ue  
whic h  I 've  been in vo l ved i n  over  t he  year s .   I  woul d  be  i n  f avor  o f  req ui r i ng  CF IU S 
as  p art  o f  the  t reaty  myse l f .   I 'm  i n  favor  o f  ver i fy in g  a n d the n t rust  i n  t hat  
seque nce .  
 An d th e  rea son i s  t ha t  in  the  pa st ,  we 've  h ad s i tu at io ns  w here  l e t ' s  
take  C NOOC,  for  ex a mple .  CNO OC  wa s  not  su bject  to  CF IU S at  t he  t ime .   T he  
reason CN OOC wa s  re jected w as  beca use  i t  was  a  mes sage  f rom the  Co ngre ss  t hat  
i t  woul d  have  been v oted on a n d re jected .   But  the  CF IUS  p roce ss  was  ine f fec t ive  
in  te rms  o f  C NOOC .  
 The  con s i dera t ion th at  CN OOC wa s  a  nat i ona l  secu r i ty  i ss ue  w as  a  
ju dgment  th at  was  made by  the  Con gres s  withou t  re fere nce  to  the  C FIU S proces s ,  
as  I  reca l l .    
 An d th e  secon d impo rtan t  i s sue  i s  t hat  CF I US n eeds  to  be  t aken  
ser iou s ly  by  t he  C hi n ese  bec ause  the re ' s  n ot  necess ar i ly  go in g  t o  be  a  ha ph aza rd  
mot ivat ion in  the  k in ds  o f  comp an ies  t hat  are  c hosen to  inve st  i n  the  Un i te d 
States .   Un l ike  ot her  count r ies ,  t here  i s  t h e  poss ib i l i ty  o f  a  s t ro ng e sp iona ge  
factor  invo lve d i n  t he  compan ies  a n d i nd us tr ies  tha t  woul d  com e,  an d so  I  t h i nk  
hav i ng  CF IU S as  a  par t  o f  the  proce ss  wou l d  ten d to  mit ig ate  a  l i t t le  b i t  a ga i nst  
that  poss ib i l i ty .  
 But  t he  seco nd  th in g  I  wa nted to  ask  yo u was  h ave  you ta ken a  look  
at  the  la bor  a n d env i ronmenta l  prov is ions  o f  the  U. S .  mode l  B I T ,  an d a re  t hey  
ade qua te  to  a d d ress  labo r  a nd e nv i ronme nta l  ch a l len ges  v i s - a - v is  the  U. S . ,  v i s -a -
v is  C hi na?  
 MR.  F AGA N:   So  le t  m e take  t he  f i r s t  q uest ion,  CF IUS ,  a nd how 
ser iou s  t he  C hi nese  s houl d  v iew  i t .   I  ca n  only  say  th at  i n  my  e xper ience  an d w ith  
speak in g  wi th  Ch ine s e  investo rs ,  t hey  t ak e  CF IUS ve ry  ser ious l y .   Now have  t here  
been in sta nces  w here  par t ic u l ar  investo rs  have  not  u nde rstood i t  as  we l l  as  t hey  
shou ld  have?   Ye s .  
 But  in  my  ex per ience ,  i t ' s  very  d i f f i cu l t  to  have  a  convers at io n with  
any  party  in  Ch i na ,  w hethe r  i t ' s  a  p r iv ate  company ,  w het her  i t ' s  a  s t ate -ow ned 
enter pr ise ,  w het her  i t ' s  t he  governmen t ,  a bout  investme nt  i n  t he  U .S .  a nd not  
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have  C FIU S be  amon g  the  f i r s t  th ree  t h i ng s  tha t  get s  out .   An d then yo u h ave  a  
d isc us s ion  abo ut  i t .  
 An d I  do  a gree  compl ete ly  th at  i t  i s  somethi ng  t hat  sho ul d  be  a n 
act ive  par t  o f  a ny  t r a nsact ion pa rt ie s '  de l i berat ion s  on both  s i d es ,  bot h  t he  U .S .  
look in g  for  fore ig n  i n vestment  f rom Chi na  and  the  Ch ine se  i nve stment .  
 You ra ise ,  o n  t he  l ab or  an d e nv i ro nmenta l  s ide ,  a  ve ry  good 
ques t ion .   I  t h i nk  we can have  a  lo t  o f  con f ide nce  in  our  mode l  B IT .   As  you k now,  
i t  was  rece nt ly  eva lu ated an d deve lope d,  and  la bor  an d e nv i ro nment ,  my  
un ders tan d in g  i s  la bo r  an d e nv i ro nmenta l  i s sues  were  f ront  an d center  i n  those  
cons i der at ion s .  
 As  Nova  ment io ned  e ar l ier ,  the re ' s  go i n g  t o  be  a  d i f f i cu l t  n egot iat io n 
with  t he  C hi nese ,  a n d so  I  th ink  the re  a re  two  d i f fere nt  que st i ons .   One,  you 
know,  i s  our  model  B I T  s t ron g e nou gh?   I  t h i nk  t he  a nswer  to  th at  i s  ye s .  
 Two,  are  we go i ng  to  be  a ble  to  have  t hose  prov is ions  i n  p lace  with  a  
B IT  wi th  Ch in a  th at  w i l l  be  e f fect ive?   I  th i nk  t hat  r emai ns  to  be  seen,  an d i t ' s  
go in g  to  be  p art  o f  th e  negot iat ion .  
 MR.  DALY:   Ye ah ,  i n  t erms  o f  tak in g  C F I US ser iou s ly ,  I  t h i nk  t he y  
obv ious ly  do ,  an d in  my  d ia logue s  wit h  t h em,  that  w as  a lways  a  q uest ion on the i r  
mind .   I  somet imes  w ondere d i f  t hey  u sed the  d isc uss ion o f  C F I US a nd  sa id  t hat 's  
how we b lock  a nd scr een th e i r  i nvestment s  as  t he i r  own w ay  to  get  a rou nd a  
d isc us s ion  o f  t he i r  sy stem beca use  f ra nk ly ,  hav in g  t he  mul t i p le  laye r  an d leve rs  
that  t hey  have  to  be  able  to  scree n an d b l ock  fore i gn  i nvestment  i s  p ret ty  
s ig n i f i c ant .  
 An d I  d i d  re i te rate  an d re i tera te  a d  n au sea m the  fa ct  t hat  ou r  
process  was  na rrow a nd focus ed o n n at io n a l  sec ur i ty  a n d not  br oader  eco nomic  
i ss ues .   So  t h ey  do  u nde rsta nd  i t ,  a nd t he y  do  u nde rsta n d the  par ameters  o f  i t .  
 In  te rms  o f  t he  C NOO C t ra nsa ct io n th at  wa s - - i t  wa s  act ua l ly  nev er  
f i le d  wi th  CF IUS ,  b ut  the - -a nd t ha t 's  the  in terest i n g  p art  o f  the  system we have  
now is  t hat  CF IU S i s  v ery  na rrow;  i t ' s  s l i m.   I t ' s  n at io na l  sec ur i ty .   A nd  the n t he  
only  one  t ha t  de a ls  w i th  t he  broa der  i ss ue s  i s  rea l ly  t he  Co ngre ss  as  i t  make s  
po l i t i ca l  notat io n,  a n d I  th ink  t ha t 's  an  a p prop r ia te  ro le  g iven i t s  f i na nc ia l  ro les .  
 So  la bor  a n d env i ron menta l  prov i s ion s ,  I 'v e  take n a  br ie f  look  a t  
them.   I  ho nest ly  h aven't  f u l ly  eva l uate d where  I  s i t  i n  terms  o f  ge nera l  t h i ng s .   I  
don ' t  k now i f  I 'm  go i ng  to  be  a  h uge  su pp orter  o f  t hem i n  t he  B IT ,  bu t  th at 's  j ust  
to  be  f u l ly  ho nest  w i t h  you .   So - -  
 COMMIS SIO NER WE S S EL :   Th i s  i s  one  w her e  you sho ul d  j ust  t r u st  an d 
forget  abo ut  ver i f i cat ion.  
 [Lau g hter . ]  
 MR.  DALY:   I ' l l  leave  that  be .  
 HEAR IN G CO -C HA IR  S LANE:   Commiss io ner  F ie dler .  
 COMMIS SIO NER F I EDLER:   So  I 've  hear d t h e  term "monitor in g"  
repeat ed ly ,  Mr .  F ag a n,  i n  you r  tes t imony,  a  l i t t le  b i t  i n  your s ,  a nd a  g reat  dea l  o f  
conf i de nce  i n  ou r  a b i l i ty ,  U . S .  gover nment 's  a b i l i ty  to  monitor .   I  wa nt  to  break  
that  down a  l i t t le  b i t .  
 I s  t here  any  p l ace  i n  the  U .S .  gover nment  where  t here  i s  a - -or  
mult i p le  p laces  i n  th e  U. S .  governme nt - -  r epo s i tory  o f  i nformat ion on fore i g n  
compan ies  ope rat in g  in  t he  U ni te d State s?  
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 MR.  F AGA N:   We l l ,  N ova  f rom hi s  ex per ie nce  i n  t he  governmen t  may  
actu a l ly  be  ab le  to  a nswer  t ha t  bet ter ,  b u t  I  do  th ink  so .   I  mea n - -  
 COMMIS SIO NER F I EDLER:   Whe re?  
 MR.  F AGA N:   A  re pos i tory  o f  i nformat ion a bout  fore i gn  compa ni es  
operat in g  i n  t he  U .S . ?  
 COMMIS SIO NER F I EDLER:   Yea h.  
 MR.  F AGA N:   BEA has  a  su rvey  th at  a d dres ses  i t  a t  t he  Dep artm ent  o f  
Commerce .  
 COMMIS SIO NER F I EDLER:   So  every body  h as  the  a bi l i ty  to  s ay  t hat  
Cayman Is l an d comp a ny  i s ,  i n  f act ,  ow ned by  C NOOC Su bs id iary  103?  
 MR.  F AGA N:   So  the r e 's  a  d i f fe ren ce  be tween whet her  we h ave  p l aces  
in  t he  U .S .  governme nt  t hat  do  i t  an d w he ther  t hey  have  a l l  o f  the  i nforma t ion .   
 COMMIS SIO NER F I EDLER:   Th at ' s  wh at  I 'm  ask i ng .  
 MR.  F AGA N:   We l l ,  N ova,  ag a i n ,  c an spea k  to  that  bet te r .   I  c an ' t  
speak  for  w hat  in for mat ion B EA has  o r  w hat  in format io n we h ave  on t he  
inte l l ige nce  s ide .  
 COMMIS SIO NER F I EDLER:   Act ua l ly  I  won 't  p l ay  wit h  you o n th a t .   I ' ve  
asked tha t  q uest ion r epeate dly  o f  gover n ment  wit nesse s .   T he  answe r  i s  no .   
Okay .   So ,  a n d I  sort  o f  th i nk  abo ut  t h is  oc cas io na l ly  as  I 'm  go i n g  i n  t hrou gh  
a i r port  se cu r i ty ;  r i gh t?    
 [ Lau g hter . ]  
 COMMIS SIO NER F I EDLER:   So  a n  in div i d ua l - -you 're  Ch ine se  f i r s t .   You 
come into  New  York .   You  get  a  pas sport .   You g ive  us  your  f i ng erpr in ts .   You got  
to  do  th is .   You got  t o  do - - pret ty  soon,  w e 're  go i ng  to  do  b iometr ics ,  a nd - - b ut  
you got  a  boat load  o f  money ,  we  do n't  car e  who  you a re .   The r e  i s  no  re pos i t .   
Have  you eve r  see n a  Chi nese  corpo rate  f i l in g?   I  have  t hem.   I ' ve  done  i t - - I  mea n 
I  do  t h i s  i n  a nothe r  l i fe ,  a nd U. S .  compa ny  execut ives  xerox  the i r  pass port s ,  a nd  I  
can get  t he i r  p ass por t - -okay - -w hen I  get  t he  C hi nese  comp any  i nformat ion .   I t ' s  
150  page s  on a  s i n g le  minor  comp any ,  get  the i r  b ank  book,  get  the i r  b ank  
s tatement .   T hey  k now where  we are .   We haven 't  a  c l ue .   80  pe rcent  o f  C hi nese  
fore i gn  d i rect  invest ment  accor di n g  to  th e  Ch inese  goes  t hro u gh t he  C ar ib bea n.   
 We ha d some youn g s taf f  w ho  d id n ' t  un der stan d w hat  t hat  mea nt .   
Sa i d ,  w e l l ,  the  Ch ine s e  are  re a l ly  i nvest in g  a  lo t  o f  money  i n  th e  Car ib bea n.   I  sa i d  
l ike  he l l  t hey  are .   R i ght .   An d so  a l l  o f  th at  i s  comin g.   I  mea n some lar ge  amou nt  
o f  that  i s  comin g he r e ,  not  a l l  o f  i t  by  a ny  s t retc h.   We do n' t  k now.   Yo u ta lk  
about  monito r in g.   D o  we rea l ly  know?  O kay .   
 Now,  on t he  C FI US pr ocess ,  i f  you don 't  te l l  us ,  an d we f i nd  o ut ,  the n 
we unw in d you .   R ig h t?   But  tha t ' s  not  t ru e  o f - - how muc h a re  we miss i ng?   You 
don 't  k now.   T he  U .S .  governme nt  does n ' t  know.   I s  t here  a  pro blem?  Do  we h ave  
a  pr in c i p le  pro blem a bout  reg is ter in g  own ersh ip  o f  compa nie s - -you k now,  beyo nd 
hed ge  f un ds  not  wa n t in g  to  te l l  t he  re st  o f  us  wha t  they  ow n,  i s  the re  a  pr inc ip le  
prob lem,  a  cap i ta l i s t  prob lem abo ut  r ea l  t r ans par ency  an d owne rsh ip?  
 We don 't  have  i t .   I  d on' t  k now how you  ta lk  a bout  mon itor i n g  
f ra nk ly .   Bec au se  i f  y ou fou nd  a  way  to  pe netra te  Cayma n Is l an d compa nie s  th at  I  
haven 't ,  I  wa nt  to  k n ow about  i t  to day .  
 MR.  F AGA N:   T he  t ra nsp are ncy  ques t ion  i s  w i t h  res pect  to  Ch i nese  
compan ies  a nd  i nvest men t .   I  ca n not  spe ak  for  t he  U. S .  gover nm ent  or  t he  
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Committee .   I  ca n  on l y  speak  f rom my expe r ien ce ,  w hic h  i s  l ar ge ly  dea l i n g  wit h  
them on t he  p r iva te  s ector  s i de .  
 I t  does  seem to  me t hat  we  have  mec ha ni sms  to  be  a bl e  to  t ry  t rack  
and  monitor  i t .   Does  that  mea n t hat  we  h ave  per fect  k nowle dg e  o f  everyth in g?  I  
don ' t  k now.   I  ca n ' t  s ay .  
 COMMIS SIO NER F I EDLER:   We h ave  su bst a nt ia l  k nowle dge .   For get  
per fe ct .  
 MR.  F AGA N:   My  ex pe r ien ce  wit h  t he  Com mittee  i s  tha t  they  ar e  
pret ty  good a t  f ig ur i ng  t h i n gs  out .   An d t hey  h ave  the  ab i l i ty  t o  draw upo n 
resour ces  t hat  we  ne ver  see .   A nd t hat 's  t rue  for  i nvestment  a nd inves tors  f rom 
any  cou nt ry .   We 've  done  comp l ic ated  t ra nsact ion s  a nd inve stors  th at  invo lve  
Swiss ,  Cy pr iot  ent i t ie s ,  a nd Car ib bea n e nt i t ies .   They  have  a  p r e t ty  good ide a,  a nd  
they  h ave  the  ab i l i ty  to  ask  q uest ion s ,  a nd  then  take  act io n.   I  c an ' t  te l l  you 
whethe r  we have  s ub stant ive  k nowled ge  o f  how t he  C hi nese  ar e  orga ni z i ng  the i r  
investme nts  or  not .   I  have  no  ba s is  to  be  able  to  an swer  t hat .  
 I  ca n  on ly  sa y  tha t  f r om my exper ien ce  wi th  t he  Committee  on a  
var iety  o f  t ra ns act io ns  a cross  a  var iety  o f  sectors  w i th  a  va r iet y  o f  inve stors ,  
both  f rom Ch in a  a nd  e lsewhe re ,  I  h ave  a  f a i r ly  s t ro ng  imp ress i on th at  we ' re  
pret ty  good - - t he  gov ernment  i s  pre t ty  go od at  f i g ur in g  t h i n gs  out .  
 MR.  DALY:   B i g  Brot h er  ha s  a  lo t  o f  ho les .  I  mean the re 's  a lw ay s  room 
for  imp rovement .   You know I  was  ama zed .   I t ' s  sort  o f  bee n a mazi ng  to  have  
been in  gover nment  and  the n come out  o f  i t  a nd  peop le  w ho  ar e  out  o f  
governmen t  say ,  oh,  th e  gover nment  kno ws everyth in g  a bout  me,  an d I  sa i d  you  
don 't  h ave  a ny  i dea  h ow l i t t l e  the  gover nment  ac tua l ly  e n ds  up knowin g a bou t  
you an d be i ng  ab le  t o  f ig ure  o ut  how to  d ea l  w i t h  you .  
 So ,  yea h,  t here 's  def i n i te ly  sort  o f  room fo r  imp rovement .   You 
know ,  t he  i s sue  o f  de a l i ng  wit h  th e  monito r in g  a spe ct  i s  the n yo u get  down  the  
s l i ppe ry  s lope  o f  req uir in g  everyo ne  to  re g is te r  a nd - -  
 COMMIS SIO NER F I EDLER:   I s  the re  a  pro bl em with  t hat ,  by  t he  way?   
I s  i t  a n  onero us  bu rd en p ape rwork -w ise ,  a  p iece  o f  p ape r  s a y in g  who  you  are?  
 MR.  DALY:   Ye ah .    
 COMMIS SIO NER F I EDLER:   I  mea n wh at - -  
 MR.  DALY:   Ye ah ,  no ,  no ,  I - -  
 COMMIS SIO NER F I EDLER:   Are  the re  cou nt r ies  t hat  do  i t?  
 MR.  DALY:   Ye ah ,  cert a in ly ,  ce rta in ly .   Ch in a  ha s  a  system every - -  
 COMMIS SIO NER F I EDLER:   A h ,  C hi na .   O h,  a  fee .  
 MR.  DALY:   Ye ah .   An d the n t here 's - -  
 [ Lau g hter . ]  
 MR.  DALY:   I  t h i nk  C a nad a a s  wel l .   So - -  
 COMMIS SIO NER F I EDLER:   So  ou r  Amer ica n compa nie s  do  i t  t h ere ,  b ut  
they  do n't  do  i t  he re  actu a l ly .  
 MR.  DALY:   Ye ah ,  th a t  goes  to  t he  re c i pro c i ty ,  i t ' s  t r ue .   B ut  i t  does  
become a  q uest ion o f  open inves tment  po l icy  a nd w het her  we want  to  s tart ,  you 
know,  whe ther  th at  met - -  
 COMMIS SIO NER F I EDLER:   The  s imp le  re q u irement  tha t  you hav e  a  
pass port  to  get  in  th e  count ry .  
 MR.  DALY:   Ye ah .   T h ere  are  def i n i te ly  i s s ues - -  
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 COMMIS SIO NER F I EDLER:   We let  i nd iv id u a ls  in ,  b ut  we  have  
req uireme nts  w hat  t h ose  in div id ua ls  prod u ce  to  get  here .   An d i t  i s  not  v iewe d as  
part ic u la r ly  o nerou s .   Okay .   But  we  do n't  have  a ny  re qu ireme n ts  for  any  
reg i s t r at ion  on a ny  c o mpany  comi ng into  th is  cou ntry .   A n d we  have  a  da n gerou s  
wor ld .   Ok ay .   An d so  Gad da f i  wa s  a l l  over  the  p lace  wit h  h is  inv estments  w ith  
Go ldma n.   We  fou n d out  a bout  i t  a f ter  t he y  k i l led  h im .  
 [Lau g hter . ]  
 COMMIS SIO NER F I EDLER:   R i ght?   I 'm  not  conf i de nt  t h at  we  ha ve  the  
info rmat ion  to  know even wha t  the  leve l  o f  Ch ine se  FD I  i s  i n  t h e  Uni ted State s .   
That 's  w hat  wor r ie s  me here .   We say  i t ' s  low;  we  say  i t ' s  th is .   I  do n' t  th ink  we 
know wha t  i t  i s .   I 'm  not  say in g  i t ' s  h ig h.   I 'm  j ust  say i n g  we h a ve  a  ra nge .   I t  i s  
prob ab ly  low,  bu t  I  d on' t  t h i nk  we k now w hat  i t  i s .   A nd we sho ul d  know w hat  i t  
i s .   Sor ry .  
 HEAR IN G CO -C HA IR  S LANE:   Commiss io ner  Bart ho lomew.  
 COMMIS SIO NER BART HOLOMEW:   T han ks .    
 I  woul d  j ust  note ,  f i r s t ,  J e f f ,  th at  t here  ar e  some people  who  d o  
th i nk  t he  re qu ireme n ts  to  come into  the  c ountry  are  o nerou s ,  but  none the less  
your  po int  i s  t hat  i t ' s  much e as ie r  for ,  I  mean peopl e  ca n g et  i n to  the  cou nt ry ,  
but  b us i ness es  ca n g et  in  w it hout  eve n h a v ing  to  meet  a  s t an d ard .  
 An d I  wo ul d  j ust  a l so  note  th a t  i t ' s  bee n m y exper ience  th at  d i r ectors  
have  to  prov i de  the i r  pas sport s  too  whe n an Amer ic an comp an y  wants  to  open  
any  sor t  o f  o f f i ce  in  Chi na .   So  i t ' s  not  j us t  the  se nio r  man age ment .  
 Two ques t ion s .   One  i s  ju st  a  fact ua l  or  an  info rmat ion  q uest ion ,  b ut  
would  the  Ch ine se  p u rcha se  o f  U . S .  pu bl i s h i ng  hou ses  or  news p aper s ,  not  th at  
they ' re  ne cess ar i ly  g ood inves tments  t hes e  days ,  sa dly ,  b ut  wo ul d  th at  f ace  a ny  
sort  o f  rev iew?   Whe re  woul d  a  rev iew for  those  t ake  p lace?  
 MR.  DALY:   Ye ah ,  I  m ean i t  cou ld  de f i n i te l y  face  C F I US rev iew,  yeah.   
I  mean i t ' s  a  covered t ran sact ion .  
 COMMIS SIO NER BART HOLOMEW:   B ut  so  l i ke  i f  I 'm  R an dom Hou se  or  
somethin g  l ike  t ha t ,  and  the  Ch ine se  wa nt ed to  b uy  me,  i t  wou l d  h ave  to  go  
throu g h a  C F IUS proc ess?  
 MR.  DALY:   We l l ,  CF I US i s  a  vo l un tary  pro cess .  
 COMMIS SIO NER BART HOLOMEW:   R ig ht .  
 MR.  DALY:   So  i t  wo ul d  not  un les s  the  pa rt i es  dec ide d t hat  t hey  
ough t  to  f i le ,  an d t he n a lso  C F IU S has  a  no n - not i f ied  p rocess  w here by  i t  can  i t s e l f  
reac h out  an d as k  co mpan ies  to  f i le .   So ,  yes ,  th at ' s - -  
 COMMIS SIO NER BART HOLOMEW:   A n d are  there  peop le  watc hi n g  the  
t ran sact ions  to  make  sure  tha t  C F IU S i t se l f  does  re ach  out?  
 MR.  DALY:   Ye ah .   O n e  o f  the  t h in gs  I  d id  s ort  o f  i n  my  t ime at - -  
 COMMIS SIO NER WE S S EL :   I 'm  sorry .   C an I  j ust  a sk  qua l i fy i ng - -  
 COMMIS SIO NER BART HOLOMEW:   Yea h .  
 COMMIS SIO NER WE S S EL :   - - ju st  t he  i s sue?   So  a  pu bl i s h i ng  hou s e ,  
you th ink  CF IU S woul d  v iew a s  a  nat ion a l  s ecur i ty  i ssue?  
 MR.  DALY:   We l l ,  i t  d epen ds ,  you k now.   U sua l ly ,  the  pu b l i s h i ng  
house s  h ave  muc h more  expa n ded o pera t i ons  th an  ju st  pr i nt in g  out  books .   I  
mean i t ' s  ma ga z i nes .   I t ' s  somet imes  broa d er  communi cat ions ,  a nd a lso  i t  dea l s  
wi th  dat ab ases  o f ten t imes  as  we l l .   
 COMMIS SIO NER WE S S EL :   Okay .    
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 MR.  DALY:   So  I  t h ink  g ive n th at ,  an d t hen they  a lso ,  fo r  cu stomer s ,  
as  wel l ,  t hey  a lso  co l l ect  da ta  on th at .   So .  
 COMMIS SIO NER BART HOLOMEW:   A n d i s  th ere  eno ug h s t af f in g  
capa bi l i ty  wi t h i n  C F I US a nd  the  pa rt ic i pan ts  i n  C F IU S to  be  a ble  to  dea l  w i t h  
bu lked u p t r ans act ions?  
 MR.  DALY:   Ye ah ,  I  m ean one  o f  t he  i ntere st in g  feat ures  o f  C F I US i s  
i t s  15/16  d i f fe rent  de partme nts  an d a gen c i es  wit h i n  the  gover n ment ,  a nd the n 
you us ua l ly  have  a  pe rson t hat 's  de dic ated  to  CF IUS an d t hen  other  peop le  th at  
are  p art  o f  the  p roce ss ,  a nd  the  b ig ger  t h e  t ra nsact ion ,  the  more  peo ple  t hat  
have  to  be  i nvo lved i n  the  p rocess ,  b ut  i t  does  h ave  a  non -not i f ied  p rocess  
where by  eac h a gen cy  looks  at  e i the r  i t ' s  Deo log ic  or  o the r  or  t h e  pres s  or  i t s  own  
systems to  see  M&A  t ran sact ions .  
 I  th ink  th at ' s  t he  i nte rest i ng  th in g  how the  Hu awei -3Leaf  sort  o f  
came to  bea r .   The re  was  someone i n  t he  Defense  De par tment  that  w as  j ust  do i ng  
the i r  own resea rch a nd k new t hat  tha t  wa s  a  t r ig gere d name a nd bro ug ht  i t  to  
the i r  at te nt io n,  an d i t  made  i t s  way  to  De f ense  a n d the n to  t he  rest  o f  CF IUS .  
 So  i s  i t  f u l ly  a de qua t e?   You know,  i t ' s  as  ade qua te  as  o ur  
governmen t  o f f i c i a l s  are  v i g i la nt .   So  I  th i nk  my  v iew i s  i f  you t ake  on a  ro le  to  
repre sent  your  coun t ry  an d work  for  t he  g overnment ,  yo u s hou ld  do  i t  v igoro us ly  
and  v ig i l ant ly .   So  I  e xpect  t hey  a re ,  a n d I ' ve  met  a  lo t  o f  gre at  governmen t  fo lk s  
that  do  so .  
 COMMIS SIO NER BART HOLOMEW:   A n d the n  on a  comp lete ly  d i f f erent  
k in d o f  que st io n,  o f t ent imes  to  t he  lon g -r un detr iment  o f  our  economy inte rests ,  
the  gover nment  ha s  a  tende ncy  to  em ph as i ze ,  a ga in ,  p rocess  ov er  p ro du ct .  So  
d isc us s ion s .   D isc uss i ons  are  good .   D i a lo g ue  i s  good .   Negot iat i ons  are  good .   
An d th en somehow what  t hey  a l l  res u l t  in  doesn ' t  neces sar i ly  t ur n  out  to  be  w hat  
they  s houl d .   
 An d I 'm ask in g  t h i s ,  Mr .  F ag an ,  p art icu lar ly  i n  the  context  o f  a  B IT .   
I s  t he  goa l  o f  hav in g  a  B IT  more  import ant  tha n wh at  i s  i n  i t ,  a n d i s  the re  a  po i nt -
-do  you t h ink  t ha t  a  bad  B I T  i s  bet te r  t ha n no  B IT  at  a l l ,  o r  wh ere  i s  the re  a  po i nt  
that  yo u woul d  t h i nk  that  t h i s  B IT  s hou ld n' t  be  ha ppe ni ng?   
 An d,  Mr .  Da ly ,  I ' l l  a sk  yo u th at  q uest ion ,  t oo .  
 MR.  F AGA N:   Su re .   T he  a nswer  i s  no ,  a  ba d B IT  i s  not  bet te r  th an no  
B IT .  
 COMMIS SIO NER BART HOLOMEW:   Peter  P i per  p icke d a - -  
 [Lau g hter . ]  
 MR.  F AGA N:   W here  t hat  l i ne  i s  d raw n,  i t ' s  a  ne got ia t ion .   In  an y  
negot iat io n,  you  h ave  to  dec i de  w hat  yo u r  br eak i n g  po i nt  i s .   I  th i nk  t hat  the re  
are  some very  im port ant  t h i ng s  t hat  I  h ig h l ig ht  in  my  test imony .   Most  f avored 
nat io n,  nat iona l  t reat ment ,  a nd ar b i t rat ion  prov is ion .   W hat  i s  r eques ted o n t he  
other  s ide  a l so  ha s  t o  factor  into  i t .   So  I  can ' t  s pec i fy  fo r  you where  t he  break in g  
po in t  s houl d  be .    
 COMMIS SIO NER BART HOLOMEW:   B ut  you th i nk  t hat  t here  i s - - I  mean 
just  i n  your  v iew of  i t ,  the re  i s  a  break i ng  po in t?  
 MR.  F AGA N:   Ab so lut e ly .   T here  ha s  to  be .  An d,  look ,  I 've  s pent  a  
l i t t le  b i t  o f  t ime i n  g overnment ,  spe nt  a  l o t  o f  t ime outs i de  de a l i ng  wit h  
governmen t ,  t here  i s  no  q uest ion t hat  pro cess  i s  p art  o f  gover n ment ;  r i gh t .  An d 
i t ' s  impor ta nt  to  foc u s  on t he  p rod uct  e nd goa l .   A n d th at 's  a  r i s k  in  any  b i late ra l  
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disc us s ion  i s  tha t  you  end u p ge t t i ng  bo l l i x ed u p on  p rocess ,  an d you mi ss  t he  
forest  fo r  th e  t rees .  
 So  we ca n' t  do  t hat  w i th  res pect  to  a  B IT ,  and  the re  has  to  be  a  
break in g  po i nt .   A nd i f  we  c an ' t  get ,  yo u k now,  wh at  we be l ieve  we need ,  t hen we  
shou ld  be  pre pare d t o  walk  away .  
 COMMIS SIO NER BART HOLOMEW:   Mr .  Da ly ?  
 MR.  DALY:   Ye s ,  I  a gr ee  there  i s  a  b reak in g  po int  w here  the  
agreeme nt  be comes  essent ia l ly  i t ' s  not  t h e  h i gh  s ta nd ar d,  a n d i t  be comes  less  
usef u l  to  the  goa l s  o f  what  we nee d to  g iv e  an d p rov ide  our  inv estors  here  a n d 
abroa d .   I  th ink  I  un d ersta nd yo ur  po i nt .  
 I f  you ju st  have  ne go t iat io ns  an d d isc us s i ons ,  does  t hat  rea l ly  lead  
the  cou nte rpa rty  to  d o  the  th i ngs  you k now i t  nee ds  to  do  i n  te rms  o f  e i t her  
obey in g  i t s  a ccess ion  agreeme nt  ob l i gat io ns  or  w hat  not?  
 So  towar d t h at  e nd,  I  do  th ink  you have  to  have  a dj ud ica t ive  
prov is ions  w it h i n  th e  B IT  t hat  the  Un i ted  S tates  s hou ld  v igoro us ly  ap ply ,  a nd 
that 's  w hy  I  hope  ne w ins t i t ut io ns  l ike  t h e  ITEC  tha t 's  bee n c r eated w ith in  the  
Departme nt  o f  U STR and  Commerce ,  s hou l d  take  a  s t ron g ro le  o f  en forcement  an d 
monitor i ng  an d peop l e  shou ld  make  a  focu s  on t hat .  
 I  know i t  h as n ' t  bee n  fu nde d near  the  leve ls  peo ple  sa id  i t  ou gh t  to  
be ,  but  I  t h i nk  a  conc entra ted v iew of  i t  n eeds  to  ha ppe n b eca use  I  th in k  the re  
are  i nst ance s  whe re  s omet imes  i t  nee ds  to  be  t he  ro le  o f  t he  U ni te d S tates  
governmen t  to  take  o n ca ses  wit h  Ch ina  be cause  somet imes  U .S .  compan ies  
themselves  have  t he i r  i nteres ts ,  commerc i a l  i nter ests  ab road ,  whic h  makes  i t  
d i f f i c u l t ,  too .   I  t h i nk  you see  t hat  w i th  th e  Hu awei  an d  ZTE  cas e  in  Euro pe  
espec ia l ly .  
 COMMIS SIO NER BART HOLOMEW:   B ut  t her e 's  a  pa ra l le l i sm,  I  m ean a  
pres umpt ion o f  a  p ar a l le l i sm,  an d you  j ust  ra i sed t he  adj u dic at i ve  process .   Does  
that  mea n t hat  t he  C hi nese  t hen  woul d  ha ve  the i r  own a dj u dic a t ive  p rocess?   I  
mean we've  ju st  he ar d  f rom Mr .  Fe l lowes  how suc cess fu l ly  t hat  worked fo r  h im.  
 So  I  mea n i f  you have  an adj u dic at ive  proc ess  i n  a  coun try  w her e  
there  i s  no ,  es sent ia l ly  no  r u le  o f  l aw,  w h at  h ave  you ac compl i shed?  
 MR.  DALY:   Ye ah ,  th a t 's  a  good q uest ion.   But ,  yo u know,  wh at ' s  
inte rest i n g ,  t hou gh ,  I ' l l  g ive  the  Ch i nese  a  l i t t le  c re di t  a nd t he n take  i t  away .   So  
what  has  bee n i ntere st in g  i s  t hat  in  the  context  o f  WT O,  every  case  t hat  we  have  
won wit h i n  the  WTO aga in st  t he  C hi nese  i n  terms  o f  th at  t hey ' ve  corr ecte d.   
They 've  come to  te r ms  with  i t  a n d corre c ted i t .   So  I  w i l l  say  t hat  t hat  
adj ud ica t ive  body  ha s  pre sente d a  for um where by  the  Ch ine se - -  
 COMMIS SIO NER BART HOLOMEW:   I t ' s  a l so  mult i la te ra l .  
 MR.  DALY:   I t  i s  mu lt i la ter a l ,  r i g ht ,  a n d so  why  woul d  t hat  be  t h e  
case  wit h  B ITs?   Wel l ,  I  a gree  th at  p rese nt s  a  se r iou s  i ssue ,  a nd  I  t h i nk  i f  you do  
have  some,  I  th in k  wi th i n  t he  d is pute  reso lut ion mec han isms,  I  th i nk  i f  you do  
br i n g  on governme nt  to  governmen t ,  I  th in k  that  cou ld  bo ls te r  f in d i ngs  th at  a re  
base d on ru le  o f  law and  eq ui ty .   B ut ,  I  ag ree  to  your  po i nt .  
 MR.  F AGA N:   Can  I  ju st  su p plement  on t ha t?  The  B IT  i s  b i l a ter a l ,  b ut  
i t  h as  mu lt i la te ra l  im pact ,  a nd t he  a rb i t r at ion prov is ions  in  the  B IT  wou ld  be  an 
inte rna t ion a l  ar b i t rat ion.   A nd i f  they  d i d  not  a b i de  by  t he  dec i s ion,  yes ,  t he  
d i re ct  im pact  wo ul d  be  for  o ur  inves tor  w ho,  i n  t h is  sce nar io ,  would  have  wo n t he  
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investme nt ,  but  the n  the  cor rect ive  act ion  would n ' t  have  be en taken an d 
compl ia nce  w ith  the  arb i t r a l  awar d.  
 But  t hey  have  more  t han  128  B IT s  wit h  ot her  co unt r ie s ,  a nd  th ere  i s  
a  h ig h  de gree  o f  emp has is  on  the  Ch ine se  s ide  o n mak i n g  s ure  t hat  t hey  a re  
pos i t ione d wit h  t he  r est  o f  t he  wor l d  a s  a  deve lope d co unt ry .   I f  they  fa i l  to  a b ide  
by  a n  ar b i t ra l  awa rd ,  I  th ink  i n  a ny  o f  t he  B ITs ,  i t  wo ul d  h a ve  s er ious  
ramif icat ions  for  t he  conf i de nce  o f  o t her  c ountr ies  w i th  res pect  to  the i r  own BIT .  
 So  I  t h i nk  t hat  they  w ould  not  j ust  v iew i t  b i l a ter a l ly .   I  t h i nk  t h at  
they  wou ld  have  to  c ons i der  t he  mu lt i la te ra l  impa cts  o f  fa i l i n g  to  abi de  by  a n  
arb i t r at io n .  
 COMMIS SIO NER BART HOLOMEW:   We kee p  get t i n g  more  a nd mo re  
ques t ion s  t he  more  y ou g uys  s ay .   O f  t hes e  120  count r ies  th at  Chi na  ha s  a  B IT  
with ,  how ma ny  o f  t h em are  esse nt i a l ly ,  I ' m  go in g  to  u se  t he  p hra se  "c l ie nt  
s tates , "  b ut  I  do n' t  r ea l ly  mea n t hat .   I s  t here  a  l i s t  in  here?  
 MR.  F AGA N:   T hey  ha ve - -  
 COMMIS SIO NER WO R TZEL :   Yes ,  we  got  a  l i s t .  
 COMMIS SIO NER BART HOLOMEW:   A l l  r i gh t .   Sorry .   I 'm  j ust  
wonder in g  i f  t here  ar e  count r ie s  th at  a re  r ea l ly  de pen dent  on t he i r  reso urce  
sa les ,  for  examp le ,  t o  Chi na  a n d- -  
 MR.  F AGA N:   We l l ,  ce rta i n ly  ther e  i s  some.  I  t h i nk  th ere  i s  a  B IT  with  
North  Korea,  for  ex a mple ,  but  the re  a re  a lso  B I Ts  wit h  Ge rman y  an d F ra nce  a nd  
the  U ni te d K in gdom  
 COMMIS SIO NER BART HOLOMEW:   Yea h,  an d Kyr gyzs tan  a nd - -  
 MR.  F AGA N:   I t ' s  mos t  o f  t he  deve lo ped w or ld .  
 COMMIS SIO NER BART HOLOMEW:   Yea h,  I  s houl d  have  see n t hat .   I  
shou ld  have  looked a t  that .   But ,  ge nt lem en,  j ust  i n  c los in g,  th ank  you ,  a ga in .   
You've  been rea l ly  pa t ient  w it h  a l l  o f  o ur  ques t ion s ,  a n d I  a l so  wante d to  th ank  
you both  for  t he  se rv ice  t hat  you 've  done  for  our  gover nment ,  and  I  hope  at  some 
po in t  you go  ba ck  i nt o  government  serv ice .  
 Tha nks .  
 MR.  F AGA N:   T ha nks .  
 HEAR IN G CO -C HA IR  S LANE:   Tha nk  you ,  ge nt lemen ,  for  your  
test imony.   We k now how very  h ig h - pr ice d  you are .   We gre at ly  app rec iate  you r  
t ime an d you r  ex pert i se ,  an d I  a l so  want  t o  tha nk  our  c r ack  s t a f f  for  a l l  t he i r  work  
in  put t i ng  t h is  toge th er ,  es pec i a l ly  Pau l  a n d A nn a,  a n d wit h  t ha t ,  we  wi l l  s tan d 
adjo ur ned .  
 MR.  F AGA N:   T ha nk  y ou.  
 MR.  DALY:   T ha nk  yo u.  
 [Wher eu pon ,  at  2 :30  p .m. ,  th e  he ar i n g  was  adjo ur ned . ]  

 


