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U.S.-CHINA TIES: REASSESSING THE
ECONOMIC RELATIONSHIP

TUESDAY, OCTOBER 21, 2003

HOUSE OF REPRESENTATIVES,
COMMITTEE ON INTERNATIONAL RELATIONS,
Washington, DC.

The Committee met, pursuant to call, at 2:10, p.m., in Room
2172, Rayburn House Office Building, Hon. Henry J. Hyde (Chair-
man of the Committee) presiding.

Chairman HYDE. The Committee will come to order. I take great
pleasure in convening this hearing on the United States-China eco-
nomic relations in the context of the ongoing Asia Pacific Economic
Cooperation Leader Summit in Bangkok.

President Bush will have the unique opportunity to advance both
our security and our trade interests in the Asian region as a whole,
and with China in particular. As many of my colleagues are well
aware, our view of China has swung nearly full circle, from stra-
tegic partner to strategic competitor, from collaborator to antago-
nist, over the course of the past 2 decades.

But, in the aftermath of September 11th, our relationship has
shifted course once again in a more positive direction.

China has played a constructive role in building consensus inside
the U.N. Security Council in the deliberations over Iraq and the
passage of key resolutions supporting the reconstruction of that
country.

Its mediation efforts in regard to North Korea have, over the
past few months, been of invaluable assistance to our diplomats as
they try to ease tensions in northeast Asia and reduce the threat
posed by the development of weapons of mass destruction.

Where trade and security concerns intersect in safeguarding
international commercial traffic, we look forward to China’s con-
structive role in the proliferations security initiative, the container
security initiative, and other anti-terrorist counter-proliferation
measures put in place by the Bush Administration.

On the trade front, the pace of globalization and the dynamism
of the Chinese economy are reflected in the fact that, last year,
China attracted more foreign direct investment than any other
country in the world, including the United States.

This year, Chinese imports are expected to surpass $380 billion,
making China the third largest importer after the United States
and Germany. It is rapidly becoming a major importer of industrial
goods, and it has now surpassed Japan as the world’s leading
source for information products and high-tech hardware.
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There are however, increasing storm clouds on the horizon in our
bilateral economic relationship. China’s overvalued currency and
our ballooning trade deficits are getting increased attention in Con-
gress.

Many United States policy makers and business and labor rep-
resentatives believe that China’s currency is undervalued when
compared with the dollar by as much as 15 to 40 percent, making
Chinese exports into this country cheaper and our exports more ex-
pensive than they would be if exchange rates were determined by
market forces.

They point out that the undervalued currency has contributed to
our trade deficit with China, which has grown sharply from $30
billion in 1994 to $103 billion last year to an estimated $130 billion
this year, which has hurt United States production and employ-
ment in several U.S. manufacturing sectors.

The National Association of Manufacturers also reports that sev-
eral industries, including tool-and-die and metal forming, are com-
peting against Chinese products sold at prices so low they don’t
even cover the cost of raw materials and shipping. These and other
charges of export subsidies, particularly in the Chinese steel indus-
try, need further investigation by appropriate government agencies.

China’s rapid emergence as a major force in the world economy
is all the more remarkable in light of its very high tariff barriers
ondindustrial products, higher on average than those maintained by
India.

After 18 months of membership in the World Trade Organization
(WTO), China still retains a number of trade barriers in contraven-
tion of that body’s key principles.

According to a 2003 White Paper written by the American Cham-
ber of Commerce in China and the American Chamber of Com-
merce in Shanghai, has complied with its WTO obligations in low-
ering tariffs and changing hundreds of laws and thousands of gov-
ernment regulations. However, there has been little progress in im-
plementing World Trade Organization commitments in the key
areas of financial services, agriculture, and distribution and trad-
ing rights.

A recent Heritage Foundation background, The APEC Forum:
Time to Make a Difference, reached a similar conclusion that China
is not fulfilling its WTO accession commitment.

It notes that there are substantial barriers to United States agri-
cultural exports, rampant piracy of intellectual property, forced
transfer of technology from firms launching joint ventures in
China, and capital markets largely insulated from free-market
pressures, with China largely ignoring its commitments to allow
foreign banks to compete in its financial services market.

To be sure, China can point to a number of extenuating cir-
cumstances affecting its ability to meet its international trade com-
mitments. The SARS epidemic, for example, created short-term eco-
nomic disruption inside the government and in many companies in
the first half of this year.

There have been changes as well in the leadership of the Chinese
Communist Party and of the national government, including the es-
tablishment of a new ministry of commerce with authority over do-
mestic and foreign trade.
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It should be said that a number of large United States firms are
now profitably operating in China and exporting globally, including
into the U.S. market. Nevertheless, there is a growing need to ad-
dress problems in our relationship before they reach crisis stage.
Some of the possible remedies should include the following steps:

First, the APEC ministers should ensure that all members re-
spect and fully meet their WTO commitments and redouble their
efforts to conclude a successful Doha Trade Round.

Second, China needs to take decisive and immediate steps to
meet its existing commitments as a member of the World Trade
Organization. Failure to implement its commitments could not only
jeopardize our bilateral relationship, but could also affect our fu-
ture support for the global trading body as a whole.

Third, the United States and China must develop a plan to en-
sure that market forces more fully dictate the relative value of our
currencies.

Fourth, the U.S. Commerce Department’s International Trade
Administration, together with all other appropriate United States
and Chinese agencies, should develop an action plan to increase the
growth rate of United States exports to China, particularly from
small and medium-sized companies.

Fifth and finally, an interagency task force should review all as-
pects of our trade and commercial relationship with China to en-
sure that China is taking adequate steps to meet its WTO commit-
ments and other obligations under United States trade laws.

On a wide range of security and political issues, the United
States and China are working effectively, side by side, to frame a
common position to global and regional threats. We cannot afford
to do any less when it comes to putting our trade and commercial
ties on a long-term, sustainable basis.

[The prepared statement of Mr. Hyde follows:]

PREPARED STATEMENT OF THE HONORABLE HENRY J. HYDE, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF ILLINOIS, AND CHAIRMAN, COMMITTEE ON INTER-
NATIONAL RELATIONS

I take great pleasure in convening the hearing this afternoon on U.S.-China eco-
nomic relations in the context of the ongoing Asia-Pacific Economic Cooperation
(APEC) leaders’ summit in Bangkok, Thailand.

President Bush will have a unique opportunity to advance both our security and
our trade interests in the Asian region as a whole, and with China in particular.

As many of my colleagues are well aware, our view of China has swung nearly
full circle from strategic partner to strategic competitor, from collaborator to antago-
nist, over the course of the past two decades.

But in the aftermath of September 11th, our relationship has shifted course once
again in a more positive direction.

China has played a constructive role in building consensus inside the UN Security
Council in the deliberations over Iraq and the passage of key resolutions supporting
the reconstruction of that country.

Its mediation efforts in regard to North Korea have, over the past few months,
been of invaluable assistance to our diplomats as they try to ease tensions in north-
east Asia and to reduce the threat posed by the development of weapons of mass
destruction.

Where trade and security concerns intersect in safeguarding international com-
mercial traffic, we look forward to China’s constructive role in the proliferation secu-
rity initiative, the container security initiative and other anti-terrorist, counter-pro-
liferation measures put in place by the Bush Administration.

On the trade front, the pace of globalization and the dynamism of the Chinese
economy are reflected in the fact that, last year, China attracted more foreign direct
investment than any other country in the world, including the United States.
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This year, Chinese imports are expected to surpass $380 billion, making China
the third largest importer after the U.S. and Germany. It is rapidly becoming a
major importer of industrial goods, and it has now surpassed Japan as the world’s
leading source for information products and high-tech hardware.

There are, however, increasing storm clouds on the horizon in our bilateral eco-
nomic relationship. China’s overvalued currency and our ballooning trade deficits
are getting increased attention in Congress.

Many U.S. policymakers and business and labor representatives believe that Chi-
na’s currency is undervalued when compared with the dollar by as much as 15 to
40 percent, making Chinese exports into this country cheaper and our exports more
expensive than they would be if exchange rates were determined by market forces.

They point out that the undervalued currency has contributed to our trade deficit
with China, which has grown sharply from $30 billion in 1994 to $103 billion last
year to an estimated $130 billion this year, and which has hurt U.S. production and
employment in several U.S. manufacturing sectors.

The National Association of Manufacturers also reports that several industries,
including tool-and-die and metal forming, are competing against Chinese products
sold at prices so low that they don’t even cover the cost of raw materials and ship-
ping.

These and other charges of export subsidies, particularly in the Chinese steel in-
dustry, need further investigation by our appropriate government agencies.

China’s rapid emergence as a major force in the world economy is all the more
remarkable in light of its very high tariff barriers on industrial products—higher
on average than those maintained by India.

And after 18 months of membership in the World Trade Organization (WTO),
China still retains a number of trade barriers in contravention of that body’s key
principles.

According to a 2003 White Paper written by the American Chamber of Commerce
in China and the American Chamber of Commerce in Shanghai, China has complied
with its WTO obligations in lowering tariffs and changing hundreds of laws and
thousands of government regulations. However, there has been little progress in im-
plementing WTO commitments in the key areas of financial services, agriculture
and distribution and trading rights.

A recent Heritage Foundation backgrounder, The APEC Forum: Time to Make a
Difference, reached a similar conclusion that China is not fulfilling its WTO acces-
sion commitments.

It notes that there are substantial barriers to U.S. agricultural exports, rampant
piracy of intellectual property, forced transfer of technology from firms launching
joint ventures in China, and capital markets largely insulated from free market
pressures, with China largely ignoring its commitments to allow foreign banks to
compete in its financial services markets.

To be sure, China can point to a number of extenuating circumstances affecting
its ability to meet its international trade commitments. The SARS epidemic, for ex-
ample, created short-term economic disruption inside the government and in many
companies in the first half of this year.

There have been changes as well in the leadership of the Chinese Communist
Party and of the national government, including the establishment of a new min-
istry of commerce with authority over domestic and foreign trade.

And it should be said that a number of large U.S. firms are now profitably oper-
ating in China and exporting globally, including into the U.S. market.

Nevertheless, there is a growing need to address problems in our relationship be-
fore they reach crisis stage. Some of the possible remedies should include the fol-
lowing steps:

First, the APEC ministers should ensure that all members respect and fully meet
their WTO commitments and redouble their efforts to conclude a successful Doha
trade round.

Second, China needs to take decisive and immediate steps to meet its existing
commitments as a member of the World Trade Organization.

Failure to implement its commitments could not only jeopardize our bilateral rela-
ti(})ln?hip but could also affect our future support for the global trading body as a
whole.

Third, the U.S. and China must develop a plan to ensure that market forces more
fully dictate the relative value of our currencies.

Fourth, the U.S. Commerce Department’s International Trade Administration, to-
gether with all other appropriate U.S. and Chinese government agencies, should de-
velop an action plan to increase the growth rate of U.S. exports to China, particu-
larly from small and medium-sized companies.
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Fifth and finally, an interagency task force should review all aspects of our trade
and commercial relationship with China to ensure that China is taking adequate
steps to meet its WT'O commitments and other obligations under U.S. trade laws.

On a wide range of security and political issues, the U.S. and China are working
effectively, side by side, to frame common positions to global and regional threats.

We cannot afford to do any less when it comes to putting our trade and commer-
cial ties on a long-term, sustainable basis.

There are several compelling issues in Sino-American relations which also need
to be addressed by this Committee. These will be examined at a future hearing.

I would now turn to my friend, the Ranking Member, Mr. Lantos, for his opening
statement.

Mr. LANTOS. Thank you very much, Mr. Chairman.

Yesterday, on the Floor of the House of Representatives, it was
my pleasure to express the delight of all of us on this side of the
aisle that you have decided to continue your distinguished service
in the House of Representatives. Let me, in the Committee, now
again publicly express my extraordinary pleasure in looking for-
ward to serving with you for many more years on behalf of our Na-
tion. You have brought great statesmanship with wisdom and di-
plomacy to this very difficult task, and all of us are deeply in debt.

Chairman HYDE. Mr. Lantos, if I had any idea you were going
to say such words as you just said, I would have cut my speech in
two. But I thank you from the bottom of my heart. That is very
nice. Thank you, sir.

Mr. LaNnTOS. Thank you, Mr. Chairman. Thank you for calling to-
day’s hearing on United States-China economic and trade matters.

Mr. Chairman, I have been traveling to China for decades, and
I am pleased to be counted as one who appreciates China’s post-
Communist economic revolution. In 20 short years, hundreds of
millions of Chinese citizens have been lifted out of poverty. China’s
cities have been transformed from economic backwaters to
powerhouses in the global economy. And economic development has
spread across some of China’s vast agricultural areas.

Despite their horrendous performance on political and human
rights matters, two generations of Chinese leaders have adeptly
steered the Chinese economy to bring prosperity to many of China’s
1.2 billion citizens. I wish our own Nation’s economic team would
demonstrate similar leadership skills.

As Americans have flocked to Wal-Mart to buy products manu-
factured in China, the Chinese government has resolutely closed its
doors to purchases of American products and services. These formal
and informal trade barriers, including the manipulation and under-
valuation of China’s currency, have contributed to the loss of 3 mil-
lion manufacturing jobs in America in recent years.

Mr. Chairman, the business community told us that permanent
normal trade relations and China’s subsequent succession to the
World Trade Organization was a magic bullet for market access to
China. Perhaps a decade or 2 from now, these leaders will recog-
nize that success finally came. But for now, China’s entry into
WTO has yet to have any positive impact upon our bilateral trade
deficit. In fact, a quick look at the numbers tells us that the prob-
lem is getting worse. Four years ago, Mr. Chairman, the bilateral
trade deficit that the United States had with China was about $70
billion. Last year, the deficit had grown to $103 billion, and this
year I estimate that it will be between $120 and $130 billion.
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It is simply impossible for American manufacturing workers to
compete against China as long as Chinese businesses operate with-
out regard to international labor and environmental standards.
China’s leaders adamantly refuse to grant workers the right to or-
ganize freely into independent unions. In fact, 2 brave workers who
organized street demonstrations in northeastern China last year in
which some 30,000 citizens turned out on the streets to protest
China’s management of state-run enterprises, were unceremonious-
ly tossed into jail. Today, I call on China’s leaders to release these
two courageous leaders of Chinese labor, and allow them to return
to their jobs and to their families.

Chinese enterprises will always be able to underbid their Amer-
ican counterparts as long as China refuses to enforce its environ-
mental standards. When polluted industrial waste can be dis-
charged directly into waterways and dumped by the side of the
roads, China’s factories will always be able to produce at a fraction
of the cost of American companies.

Mr. Chairman, given the devastating impact of the yawning
China trade deficit on our workforce, the Administration must de-
velop a much more effective and forceful trade strategy vis-a-vis
China. We must use our market leverage and diplomatic skills to
convince China not only to meet its WTO obligations but also to
comply with internationally recognized labor and environmental
standards.

While I recognize that our Administration cannot wave a magic
wand at the trade deficit and wish it away, I believe that the ef-
forts made by the Administration to protect American jobs from the
Chinese economic juggernaut are dramatically insufficient.

Before concluding my comments today, the presence of a high-
level Commerce Department official in the room today compels me
to raise a matter of utmost concern. Commerce Secretary Don
Evans’ mind-boggling reaction on Sunday to the virulently and vi-
ciously anti-Semitic remarks of Malaysian Prime Minister
Mahathir. As everybody in this room knows, everybody in the
United States and the world knows, Prime Minister Mahathir re-
cently proclaimed in a speech that “Jews rule the world,” and as-
serted that “1.3 billion Muslims cannot be defeated by a few million
Jews.” Such hate-filled statements, particularly from a national
leader, should be met consistently and immediately with universal
condemnation.

But when Commerce Secretary Don Evans appeared on CNN on
Sunday, a tape was played of Mahathir saying, I quote:

“The Europeans killed 6 million Jews out of 12 million, but
today the Jews rule this world by proxy.”

Instead of expressing outrage at such hate-filled venom, Secretary
Evans responded, and I quote, he didn’t “know all of the details be-
hind” Mahathir’s remarks. And then elaborated, I quote again:

“Everybody in the world wants the same thing; we all want to
put a roof over our family’s heads, we all want to feed our chil-
dren.”

Mr. Chairman, Secretary Evans’ response to Mahathir’s com-
ments can only be described as hallucinatory. Any member of the
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President’s cabinet, regardless of his or her portfolio, ought to be
able to recognize hate speech when he hears it. I would like to ask
Under Secretary Aldonas to hand-carry a letter from me to Sec-
retary Evans expressing my outrage not only at Mahathir’s sick-
ening statement, but at the appalling response of the Secretary. I
am asking from the Secretary a public apology.

Mr. Chairman, I commend you for calling today’s hearing, and I
look forward to the testimony of our witnesses.

Chairman HYDE. Does anybody have an opening statement?

Mr. Sherman.

Mr. SHERMAN. Thank you, Mr. Chairman. I would like to echo
what Mr. Lantos said, starting off with his great joy that you will
be seeking to serve with us in the 109th Congress. The expertise
and judgment that you bring to this Committee will make you an
outstanding Ranking Member.

I want to echo Mr. Lantos’s comments, and the Secretary should
regard many of us as endorsing the letter that he is giving to the
Under Secretary.

Now, focusing on China. There are four reasons that I have been
able to identify why we have the most lopsided, I would say, can-
cerous trading relationship, a $120 or $130 billion deficit. I have
never seen a trading relationship where the imbalance is 10 times
the American exports.

In other words, if we doubled our exports, it would still be a lop-
sided and cancerous relationship. This is outrageous. As Mr. Lan-
tos points out, it comes in part from the fact that labor and envi-
ronmental laws are ignored and are nonexistent in China. I would
go on about that except Mr. Lantos covered it so well.

The dollar is massively overpriced worldwide compared to all cur-
rencies, and that is one of the reasons why we have a half trillion
dollar deficit with the world. And if the dollar does not slide, it will
plummet. Let us hope that the recent little hints from the Adminis-
tration that the dollar should decline will become slowly—because
you shouldn’t do this all at once—a dramatic crescendo, probably
next year, year after, calling for a realignment of the dollar’s value.

But then you look at the yuan currency of China, which we know
is underpriced by 40 percent, and it is absolutely outrageous that
we continue to allow imports to enter our ports for a single day
without a commitment from China to change that by the end of the
year.

And then, finally, and usually not remarked upon, is the political
pressure sometimes almost hinting on a threat of death to those
Chinese business people who might want to import goods from the
United States in quantities that their government would not like
to see. Imagine, if you will, that you are a business person in China
thinking of buying from America. You get a telephone call sug-
gesting that a well-educated person such as yourself would not
choose to buy goods from America. After all, you are well educated,
and you would hate to think that you needed reeducation. But
nothing can explain this lopsided trading relationship other than
political pressure not to buy American goods. And, of course, it is
not a violation of WTO, because WTO only makes written pressure
from the government a violation. The secret phone call can never
be the subject of a complaint.
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The more public version of this is in co-production. Look at our
major exports to the world. Entertainment, we don’t export to
China, they just steal it. Airplanes, well, Boeing gets a coproduc-
tion agreement so that they will eventually be exporting more parts
back to us than we sell planes back to them. And every day our
ports operate under this Administration, every day you tolerate
this. Every day, you tell us it is good. And when toward the end
of this decade there is a collapse of the U.S. trading system because
of what you have accepted, we will remember we just let it happen
$120 billion at a time. And I yield back.

Chairman HYDE. The gentleman from Indiana, Mr. Burton.

Mr. BURTON. Well, I wasn’t going to comment on this, but we
had a similar problem—the previous speaker, I wish he would lis-
ten to this. This is not a problem that is germane just to this Ad-
ministration. The previous Administration for 8 years tolerated the
same thing. So don’t cast rocks at this Administration——

Mr. SHERMAN. Oh, I can throw a lot of rocks at the last Adminis-
tration, too.

Mr. BURTON. I just want to make sure that that is clear.

Mr. SHERMAN. But the problem is now bigger.

Mr. BURTON. You are absolutely correct. It is bigger, and we have
got to deal with it. There has to be not only free trade, but there
has got to be fair trade. I noticed that the President, in some of
his most recent speeches, instead of talking about free trade, I
heard him say the word “fair” as well. And I think it is high time
that the Administration starts talking about fair trade. And when
we are talking about fair trade, we are talking about making sure
that the labor in places like China is not artificially held to such
a level that we can’t compete.

In addition to that, they still have 10 million people in slave
labor camps that are getting virtually nothing, and they are mak-
ing products that we are buying here in America.

The fact of the matter is, it is intolerable that we would have a
trade deficit of the magnitude that we have with China. And our
government, whether it is this Administration or a Democratic Ad-
ministration, has to deal with this. And I realize that there is risk
in putting the hammer to the Chinese, but something has to be
done. It has to be done, and it has to be done relatively quickly;
otherwise, we are going to suffer the consequences.

One of the emerging huge powers in this world is China. And if
we are not careful, we are going to be ending up subservient to
them in 20 or 25 years because we are not dealing with these prob-
lems as we should right now.

I think it is extremely important for a number of reasons that
we start dealing with them with a much stronger hand than we
have in the past. If it involves import tariffs on some of their prod-
ucts to send a message, then we ought to consider that. Teddy Roo-
sevelt, when he was President, believed in some protectionism in
order to protect the American economy, and he was a pretty darn
good President, and I think we ought to consider that same ap-
proach right now because we can’t go on with this indefinitely.

Thank you, Mr. Chairman.

Chairman HYDE. Is there anyone on the Democratic side who has
an opening statement? If not, Mr. Smith of Michigan.
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Mr. SMITH OF MICHIGAN. Mr. Chairman, thank you.

The valuation of a currency of a company of a vetting country,
of course, has both positive and negative consequences. I would
offer the question, how would America react if China said every-
thing we produce we will give free to the United States. I am sure
a lot of good shoppers in America would say well, gosh, that seems
like a pretty good deal, in effect, having a yuan that may or may
not on the free market go up or down, and some economists suggest
that it could very well go down on a free market, which would
make the consequences even more negative in terms of the impact
on our manufacturing.

So, Mr. Chairman, I guess I would be as much, maybe even more
concerned with the restrictions on trade such as phyto-sanitary,
such as the tariff rate quota, such as the advantages that China
has in some goods by using forced labor. And so I think all of these
together I hope that we will take up at this hearing today. And
make no mistake, in past history, both recent and far past, the
United States has had some effort to do some manipulation on the
value of our currency to make a difference in our exports and im-
ports.

So with that, Mr. Chairman, I would ask that my complete state-
ment be entered in the record at this point, and I look forward to
the testimony.

Chairman HYDE. Without objection, so ordered.

[The prepared statement of Mr. Smith follows:]

PREPARED STATEMENT OF THE HONORABLE NICK SMITH, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MICHIGAN

Mr. Chairman, as we meet here today, we are all, of course, aware of the public
and Congressional concern over Chinese trade practices that we fear may be costing
us American manufacturing jobs. We have many concerns regarding Chinese utiliza-
tion of forced labor, lack of environmental safeguards, and use of tariff-rate quotas
and phyto-sanitary obstructions to block the sale of American agricultural goods.
Most recently, however, our attention has been focused on the Chinese government’s
policy of undervaluing currency.

It is through this practice, that we accuse the Chinese of boosting their exports
and reducing the importation of American goods. The fixed Chinese exchange rate,
however, is only one of many factors affecting US-China competitiveness. More fun-
damentally, it should be recognized that China is a low wage emerging economy
that focuses on export-led growth by specializing as a leading processing center for
other countries. The IMF estimates that half of China’s exports are from foreign
owned firms.

Still, regardless of the reasons, American manufacturing job loss is a major con-
cern. While manufacturing accounts for a larger share of the total jobs lost since
the recession than in the past, its not clear whether these losses are cyclical, due
to the business cycle and the collapse of the high tech bubble, or due to other fac-
tors. Manufacturing’s share of total US employment (21% in 2002) has been declin-
ing for several decades due to fundamental economic forces: changing technology
and a greater specialization into research, design, and utilization of products—not
just building them. While currency manipulation may play a part in our current
manufacturing woes, it is a minor factor of a more complex dilemma.

Even within this limited scope, the beneficial effects of an undervalued yuan for
the U.S. are often not mentioned. American consumer purchasing power has in-
creased as a result of lower-priced imports that has reduced inflation and spurred
competition. US producers have become more competitive through the importing of
less costly Chinese capital equipment and component parts. US borrowers have ben-
efited from lower interest rates and higher investment spending created by Chinese
purchasing of U.S. Treasury securities. As interest rates are lowered, our govern-
ment’s interest payments are lower and spending in interest rate sensitive sectors
is similarly increased. Though overlooked, these are the positive side-effects of the
Chinese policy.
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But how significant are these benefits? On net, the Congressional Research Serv-
ice says in a report that:

“Nationwide, these effects {beneficial effects on consumption, interest rates and in-
vestment spending/ should offset job loss in the trade sector, at least in the medium
term . . . It {an undervalued yuan} is expected to have no medium or long run effect
on aggregate US employment or unemployment . . . some areas will gain while oth-
ers will lose. And by shifting the composition of US output to a higher capital base,
the size of the economy would be larger in the long run as a result of the capital
inflow/trade deficit.” [CRS report RS21625, September 29, 2003, italics added.]

Mr. Chairman, thank you for opening up this important hearing regarding the
trade relationship between the U.S. and China. As we explore this issue, I would
encourage us to take an objective look at all the implications of these trade-dis-
torting measures. It is only with a balanced look that we can positively impact the
future for our economy without picking winners and losers among our constituents.

Chairman HYDE. And I would like to welcome the Honorable
Grant Aldonas to our Committee this afternoon. Grant Aldonas
was confirmed as Under Secretary for International Trade Admin-
istration at the U.S. Department of Commerce on May 10, 2001.
Prior to joining the Commerce Department, Under Secretary
Aldonas served as Chief International Trade Counsel to the Chair-
man of the Senate Finance Committee, helping to pass significant
trade legislation.

While working as a partner with the law firm Miller & Cheva-
lier, Mr. Aldonas served as Counsel to the Bipartisan Commission
on Entitlement and Tax Reform, and as an advisor to the Commis-
sion on U.S. Pacific Trade and Investment.

We welcome you, Mr. Under Secretary. And please proceed with
a 5-minute summary. We shall be flexible. Your full statement will
be made a part of the record. Mr. Secretary Aldonas.

STATEMENT OF THE HONORABLE GRANT D. ALDONAS, UNDER
SECRETARY, INTERNATIONAL TRADE ADMINISTRATION, U.S.
DEPARTMENT OF COMMERCE

Mr. ALDONAS. Thank you, Mr. Chairman, and Mr. Ranking Mem-
ber. And I just want to say, Congressman Lantos, that I know
whenever Secretary Evans says we all want the same thing, he
was speaking in general terms, and certainly wasn’t endorsing the
Prime Minister’s, what I would regard as horrific comments.

Mr. LANTOS. With all due respect, he should have denounced
them and expressed his outrage, and to express hallucinatory ob-
servations is an unacceptable response for a Secretary.

Mr. ALDONAS. I appreciate what you are saying, and I will con-
vey those thoughts directly to the Secretary.

Mr. LANTOS. I thank you.

Mr. ALDONAS. I do want to make the point, that certainly from
our perspective, the statements of Prime Minister Mahathir are
equivalent to pouring gasoline on a fire right now, given the situa-
tion in the world. Not only are they abhorrent, but completely
uncalled for under the circumstances, particularly in the setting in
which he was speaking.

I would like to turn to the topic at hand, if I could, Mr. Chair-
man. It is an incredibly timely hearing, both because of the nature
of our trading relationship, but equally important because of what
is going on in the U.S. manufacturing sector. And I want to touch
on both as a part of my discussion today.
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The other thing I want to underscore is that we are in the midst
of what I would describe as a 3-month dialogue with our Chinese
counterparts about precisely these issues. And there is no doubt
that the level of interest expressed by the Committee, this Com-
mittee in particular, in our relationship with China and our eco-
nomic relations is incredibly important at this time. And I know
when I will be traveling to Beijing this coming week I will make
use of the vigor of the Committee’s statements in terms of our dis-
cussions with the Chinese.

That dialogue that has been going on has been taking place at
the highest levels. President Bush will meet with President Hu this
week in Thailand on the margins of the APEC summit. Treasury
Secretary Snow laid the groundwork for that visit with his visit to
Beijing in late August. Ambassador Zellick will follow the Presi-
dent’s meeting with a session to Beijing on our trading relation-
ships. Secretary Evans and I will be in Beijing next week to discuss
the same set of issues. And this will wrap up with Premier Wen’s
visit to the United States in late November, early December, as
well as an annual meeting, the meeting of the Joint Commission
on Commerce and Trade in December.

We expect that—from the Chinese, frankly, we have for a very
long time, I think, both Congress and the Administration in the
first year of China’s implementation of its WTO obligations have
been extraordinarily patient, but the time has come to measure up
as a practical matter. So the weather is definitely changing in
terms of the context of our economic relationship.

The stakes are high. As a number of the statements have pointed
out, China has become our fourth largest trading partner, although
China’s trade is in rough balance with the world as a whole.
United States exports to China are growing faster than any other
market. China, nonetheless, currently runs a $100 billion heading
toward a $120 billion trade surplus with the United States. The
reason for that seeming inconsistency, in my view, is the rise in
China as the final assembly point for much of what we used to im-
port from Asia as a whole.

There is an obvious upside to China’s growth. The economic poli-
cies that they have pursued over the last 20 years have pulled 200
million people out of poverty, which means there is about 900 mil-
lion to go. A lot of their policies are driven toward maintaining em-
ployment, encouraging sectors that involve manufacturing because
it is employment they want to see. They have their policies. I think
our job is to make sure that we are very clear about what the lines
are in terms of the trading system.

Now, having said that, their policies do translate into an expand-
ing market for goods and services. The fact that China’s trade is
in balance overall, although it is running a huge surplus with the
United States, reflects the fact that there is a rising level of import
demand.

And I do take some exception to Congressman Sherman’s state-
ment simply because our exports have grown on the order of 21
percent in the first 8 months of this year, and that falls on roughly
similar sorts of growth in the last 2 years since the WTO agree-
ment. What that reflects, in my view, is that the WTO agreement
at least on paper is an enormous success, knocks down many of the
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barriers to entering China’s market. Today, the tariff rates that
China imposes are lower on average than much of the rest of the
developing world and, in fact, lower in some instances than our de-
veloped country trading partners. The WTO agreement obliges
China to protect the intellectual property of the United States
manufacturers and service suppliers.

It also eliminated of the barriers to the free distribution of Amer-
ican goods in the Chinese economy. But what has become clear,
both in economic and political terms, as we move deeper into the
second year is that we now need to see actual enforcement of the
laws and enforcement of the rules in other areas.

The gains from trade—and this is probably the more funda-
mental point than even the WTO rules—the gains from trade come
when we trade between economies and we gain from the benefits
that comparative advantage yields. But where one economy is orga-
nized on principles that are inconsistent with that of the free mar-
ket model, it can cause an enormous amount of injury and friction
within our trading relationships. And that, in my view, is the cur-
rent situation in China.

Fundamentally, China has changed from a nonmarket economy
to one that operates fully on market principles; and it is far from
complete. Whereas United States companies face continuing pres-
sure from our capital markets to turn a profit, that pressure simply
does not exist in many instances in China. It is time for that to
end. There is no reason, given its relative competitiveness, that its
industry needs that kind of support either in China or in other
Asian countries where we still have these same problems. It is pre-
cisely these sorts of practices that are so injurious and lead to the
concerns of our manufacturers about the fact that there is not a
level playing field internationally. It also undermines, I think, the
support 1n the country, particularly from our manufacturing sector
for a trade liberalizing agenda, as I know you pointed out, Mr.
Chairman, and as did the Ranking Member.

That is why one of the most forward leaning recommendations
we tend to make regarding our trade is the establishment of an of-
fice within the Commerce Department, the sole function of which
would be to investigate these sorts of practices. Traditionally,
under the trade laws the way Congress has set those up, we will
wait for a petition and industry will have to prove that they are
injured before they could come in and request relief. And, in my
view, it is not a question of requesting the relief. We in the Com-
merce Department should be acting on a proactive basis, identi-
fying the problems and sorting these things out with our trading
partners; and only if we fail at that should we have to resort to
something like imposing prohibitive tariffs on commodities coming
into the United States. I would rather try to solve the problem
positively if we can.

We will vigorously pursue China’s compliance with its WTO com-
mitment and will enforce our domestic unfair trade laws rigorously.
As both President and Secretary Evans have made clear—and Con-
gressman Burton, I know you noted the rhetoric in the President’s
speeches. And I just want to confirm that, in fact, that has been
a part of his rhetoric since the campaign, as a practical matter, be-
cause there is no doubt that in this trading system, we have always
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put a little more on the table than other people in terms of opening
up our market to keep the system moving. There is a point in
which the bill comes due, and we are at that point now, frankly.

That was reflected in many of the proposals we took into the
Doha Round and into Cancun where we are really asking for the
developing world and China in particular to reduce their tariffs to
United States levels before we all went to zero. We were willing to
go that far, as was our manufacturing sector, but really, it is time
that the rest of the world measures up as well and addresses some
of the imbalances in the trading system.

Now, I want to spend a little bit of time with what time I have
remaining, Mr. Chairman, on the President’s manufacturing initia-
tive, because it provides a context for much of our discussions in
terms of our trade with China.

In March of this year, Secretary Evans, during Manufacturing
Week in Chicago, announced the initiative. He directed me at the
time to undertake a 6-month inquiry into the challenges facing our
manufacturers, and what we did was conduct 23 roundtables across
the country with virtually every manufacturing industry with busi-
nesses from very large to very small to identify the challenges. And
what I most want to focus on, frankly, and particularly with this
Committee, is one salient point that I think came out of it, and it
was probably reinforced for me most a couple of weeks ago when
I was in Maine.

Senator Snowe was chairing a field hearing of the Senate’s Small
Business Committee, which she chairs. And in the discussion, she
had Pam Olson, the Assistant Secretary of Treasury and me on the
first panel; the second panel was a group of seven manufacturers.
And while much of the discussion did focus on China and did focus
on international trade, when Senator Snowe put the question to
every member of the manufacturing panel and asked them what
the one single thing was that the United States Government could
do, every one of them identified a domestic economic policy choice
that is in front of Congress right now.

My point in saying that is I think the time has come where we
have to understand that in a global economy, that there is no do-
mestic economic policy choice we make that doesn’t have implica-
tions for the competitiveness of our manufacturing sector. And
probably the single most important message that I took away from
the roundtable, the 23 discussions across the country, was increas-
ingly the need in global economy to think about all choices we
make, whether they are on trade policy, whether they are on en-
ergy policy, whether they are on tort reform, through the lens of
competitiveness of our manufacturing sector on a global basis.

Now, in addition to that, the concerns that have been registered
here were registered by manufacturers, whether it was about ex-
change rates, whether it was about trade practices. It was an im-
portant part of the dialogue, I think, to understand and underscore
for them the degree to which we have tried to tackle these things
inside the Administration. I thought it was helpful for the manu-
facturers to understand that of the many dumping cases that have
been taken up by this Administration, fully 50 percent of them or
more are against China. It is where there is an awful lot of friction
in the trading system right now. And the goal has to be to go after
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those trade practices as aggressively as we possibly can. And I am
willing to stand on our record in that respect.

We will be issuing a report I hope in November, which will in-
clude the recommendations. It certainly will include some things
that bear on discussions that we have had here in the past with
respect to our export promotion programs, Mr. Chairman. We have
always appreciated your support and the Committee’s support on
a bipartisan basis of what we are trying to do. China represents
some unique challenges, and I think we are going to work hard to-
gether to try and meet those challenges. Increasingly, when we
think about promoting exports, we are going to have to think not
so much about exporting to geographic destinations but exporting
into global supply chains so that if you are a participant as a com-
ponent manufacturer, you may not export directly, but your liveli-
hood may well depend on your ability to satisfy Caterpillar’s needs.
We may increasingly have to think about exporting to Toyota as
opposed to exporting to Japan, because Toyota will take our compo-
nent suppliers globally. As a matter fact, that is the nature of com-
petition today.

That is a flavor of some of the things that have come up in our
discussions, and I will be following through. Let me stop there, be-
cause I definitely want to get to your questions, Mr. Chairman.

Chairman HYDE. Thank you, Mr. Aldonas.

[The prepared statement of Mr. Aldonas follows:]

PREPARED STATEMENT OF THE HONORABLE GRANT D. ALDONAS, UNDER SECRETARY,
INTERNATIONAL TRADE ADMINISTRATION, U.S. DEPARTMENT OF COMMERCE

Mr. Chairman, thank you very much for inviting me to participate in this hearing
to discuss the “U.S.-China Ties: Reassessing the Economic Relationship.” The topic
is particularly timely since it comes in the midst of an ongoing dialog with our Chi-
nese counterparts about our economic relationship in general and our trade relation-
ship in particular.

That dialog is taking place at the highest levels. President Bush met with Presi-
dent Hu a few days ago in Thailand at the Asia-Pacific Economic Cooperation sum-
mit. Treasury Secretary Snow laid the groundwork for those discussions with his
visit to Beijing in late August. Ambassador Zoellick is also in Beijing this week. Sec-
retary Evans and I will travel to Beijing next week. Those discussions will cul-
minate this year with the visit to Washington of Premier Wen and the annual meet-
ing of the Joint Commission on Commerce and Trade, also here in Washington, in
December.

I appreciate the opportunity to appear before the Committee for another reason
as well. It offers me the chance to review with the Committee some of our findings
from the six-months of more than 20 roundtable discussions the Department held
with U.S. manufacturers, both large and small, across the country. In particular,
it offers the chance to put our trading relationship with China in an appropriate
context among the other issues raised by U.S. manufacturers due to their impact
on our industrial competitiveness.

The Economic Context

Let me start by setting the economic context for discussing both the health of our
manufacturing sector and our trade relationship with China. I want, first, to take
the argument that American manufacturers are weak and being “hollowed out”
head on. They are not. We have the strongest, most dynamic manufacturing sector
in the world. While focusing on the legitimate concerns raised by our manufactur-
ers, we tend to forget that the United States remains far and away the largest pro-
ducer and exporter of manufactured goods in the world. Standing alone, our manu-
facturing sector would rank as either the 4th or 5th largest economy in the world.
Far from being hollowed out, our manufacturing sector is, in fact, larger than the
entire economy of China.

For those of us old enough to remember many of the industrial policy debates of
the 1980s, we recall that the issue, in the face of an onslaught of Japanese imports,
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was the decline in American productivity. The debate recognized that a healthy
manufacturing sector is critical to the U.S. economy not only because it currently
makes up 14 percent of our gross domestic product and 11 percent of total employ-
ment, but also because of the innovations that it creates that allow us to be more
productive. Even the severest critics of President Bush’s economic policies acknowl-
edge that productivity is a key measure of our manufacturing sector’s and our
economy’s health. Paul Krugman, for example, put it this way—

Productivity isn’t everything, but in the long run it is almost everything. A
country’s ability to raise its standard of living over time depends almost entirely
on its ability to raise output per worker.

How do the U.S. manufacturing sector and our economy measure by Krugman’s
standard today? In fact, productivity is higher today than it was even during the
late 1990s when everyone was glorifying the “new economy.” The U.S. manufac-
turing sector’s hard won gains in productivity, and the policies that we have adopted
to reinforce them, allowed the United States to reclaim the top spot in the World
Eco?é)mic Forum’s 2002-2003 rankings as the most competitive economy in the
world.

Having said that, there is no doubt that our manufacturers face a uniquely chal-
lenging competitive environment today. The combined effects of rapid changes in
communications and transportation technology have made more trade possible just
as trade barriers have been falling worldwide and the end of the Cold War ended
the decades-old division of the world economy. That has meant continuing pressure
on pricing power and profit margins due to the excess capacity on the market for
manufacturers worldwide, not just in the United States. A week ago, the Wall
Street Journal reported on the decline in factory employment worldwide. For pur-
poses of this hearing, it is probably useful to contrast the roughly 11 percent decline
in manufacturing jobs from 1995 to 2002 against the more than 15 percent decline
in manufacturing employment in China.

What is different for U.S. manufacturers is the fallout from several macro-
economic events that have flowed through the trade accounts. Starting with the
Asian financial crisis in 1997, U.S. exports of manufactured goods have faced a con-
siderable slow down in foreign demand. The fact that major trading partners like
Germany and Japan, which still make up over 20 percent of the world economy, fell
into recession at roughly the same time as the United States meant that they could
not act as a counterweight when the U.S. economy fell into recession in late 2000.
Significantly, the recession in manufacturing began 10 months earlier in the 1st
Quarter of 2000. What that meant, as then-Secretary of Treasury Lawrence Sum-
mers said, was that the “[wlorld economy is flying on one engine,” and that engine
is the United States. The net effect was upward pressure on our trade deficit.

Fortunately, as the stimulus of the 2001 and 2003 tax cuts have begun to kick
in, the U.S. economy has returned to a vigorous rate of growth—3.3 percent in the
second quarter of this year and the pace of economic activity, according to most pri-
vate sector economists’ estimates, appears to have accelerated since then. It now ap-
pears that manufacturing, after many months of very slow growth, is beginning to
participate in that broader economic recovery. Durable goods’ orders have been up
generally, although down in August. And, the Purchasing Manager’s Index, a key
indicator of future economic growth, is now consistently above the level that means
stronger growth ahead.

Even on the unemployment front, there are signs of job growth consistent with
a stronger economy. The most recent figures reflect that unemployment claims are
falling and the Labor Department’s household survey, which generally picks up on
job growth faster than its survey of employers, shows rising employment. Just to
put that in perspective, virtually all economists agree that due to rapid policy re-
sponses, the recession was shallower than most and unemployment, with the excep-
tion of a rise to 6.3 percent in June of this year, generally stayed within 5.5 and
6 percent throughout the recession and the early stages of the recovery. Not long
ago, according to an article in the Wall Street Journal, then-President Clinton was
encouraging this Committee to take a hard look at our unemployment insurance
programs on the grounds that we were at full employment by historical standards—
at the time President Clinton made that statement, unemployment stood at 6.8 per-
cent.

Having said that, I want to reiterate, as the President has, that the Administra-
tion is committed to working towards an economic climate where everyone that
wants a job has one. And there is an important story to tell about the unemploy-
ment figures in manufacturing. The job losses began in 2000 when, as I noted, the
manufacturing sector entered into a recession about 10 months earlier than the
economy as a whole. The economy was just beginning to cope with the effect of a
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sharp drop in business investment as industry pulled back from a period of heavy
investment in technology. Not surprisingly, the industries with the most significant
job losses in manufacturing are precisely those industries—telecommunications
equipment and computing—that benefited most from the boom in investment re-
lated to the “dot.com bubble” of the late 1990s and then fell when that bubble burst
and the stock market began to decline sharply.

What has surprised most economists has been the fact that manufacturing contin-
ued to shed jobs deep into the recovery of the economy. Employment in manufac-
turing has been declining for decades as productivity gains have significantly re-
duced the number of worker-hours needed to produce a given product. In the last
15 years, in particular, those gains have averaged 3 percent or more, demand for
manufactured goods has grown less than that amount, and employment in manufac-
turing has fallen commensurately. Some share of the recent reduction in manufac-
turing employment during the initial stages of the recovery and expansion is di-
rectly attributable to the efforts of manufacturers to cut costs and raise productivity.
Under considerable competitive pressure, American manufacturers are finding ways
to do more with less. And, the labor market is responding by shifting jobs to other
industries where growth in demand outstrips rises in productivity.

With that as context, I want to focus on the link between the competitive pressure
that has driven American manufacturing to pursue those productivity gains and
what is going on in the international environment, particularly with respect to our
trade with China and its emergence from a fully state controlled economy to become
a major force in manufacturing globally.

On the international front, one of the most frequently cited statistics is our trade
deficit, which has been growing overall and particularly with China. Although the
trade deficit is often thought of as an indicator of our competitiveness, it is better
understood as a reflection of the relative growth in our economy compared to our
trading partners. Perhaps the best example comes from the 1991-92 recession,
when the trade deficit contracted sharply. No one would suggest that the decline
in the trade deficit was due to a further opening of world markets to U.S. exports—
neither the NAFTA nor the Uruguay Round of multilateral negotiations were yet
complete at that stage. Nor had Japan, which saw the greatest decline in its trade
surplus with the United States, suddenly opened its economy to U.S. goods and
services. Instead, the decline in the deficit was directly attributable to the dif-
ferences in the rates of growth in the U.S. economy and the world economy as a
whole, Japan’s in particular.

In past recessions, continuing growth abroad mitigated the effect of the U.S. re-
cession on our manufacturers. In the most recent recession, that did not happen.
The data behind the trade deficit bear out the effects of differences in economic
growth rates between economies. In eleven of the last twelve years, US economic
growth has outpaced that in Japan, Germany, and the European Union. What’s
more, slow growth among our leading trading partners is not new. Japan’s economy,
which still represents close to 2/3 of the gross domestic product of Asia, has barely
grown for a decade. Germany’s economy has not grown appreciably in three years.
On top of that, the rest of Asia, with the notable exception of China, has presented
a very mixed picture in terms of economic growth since the onset of the Asian finan-
cial crisis in 1997. While some economies have recovered, others have not. And,
these are markets that were once among the fastest growing in the world B markets
that had become significant consumers of the sorts of advanced technology capital
goods that our manufacturers sell.

What that should tell us, both in terms of the economy as a whole and the manu-
facturing sector in particular, is that perhaps the most significant single action we
could take is to step up encouragement of our trading partners, particularly Japan
and Germany which together make up 20 percent of the world economy, to jettison
their anti-growth policies and to adopt policies that are designed to boost economic
growth. We need to preach what we practice because the alternative to growth is
always a zero-sum game of dividing up the existing pie, and that leads directly to
the sort of strains we are seeing now in our trade relationships.

But, those statistics also bear on our economic relationship with China in two re-
spects. First, it is clear that China’s extraordinary growth—currently estimated to
grow 8.6% this year and another 8% in 2004—has helped our manufacturers in that
it has provided a source of foreign demand that would not otherwise exist in today’s
world economy. It is worth underscoring that, for U.S.-based automotive companies,
earnings in China may well be the difference between profitability and losses. That
has a very human dimension that I do not want us to lose sight of in our discussions
on China—growth there right now is one of the reasons our automobile companies
can continue to keep their U.S. workers employed and to pay the pension benefits
they have guaranteed their retirees.
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Our Trade Relationship with China

Which leads me to China. In the more than 20 roundtables the Department held
with manufacturers across the country over the past six months, there was no single
topic that garnered more attention than China, its emergence from state-imposed
economic isolation to become a major center of manufacturing, and our trade with
China. The Chinese have made considerable progress over the last two decades in
lifting more than 200 million people out of poverty by relying ever more heavily on
the market to direct resources within its economy.

The stakes involved are high. China is our fourth largest trading partner. Bilat-
eral merchandise trade reached $147.2 billion in 2002. Last year, China overtook
Japan to become our third largest source of imports. In July of this year, China sur-
passed Mexico to become our second largest source of imports. Our imports from
China are more than five times greater than our exports. The bilateral trade deficit
hit $103 billion in 2002 and reached $65 billion in the first seven months of this
year.

A large share of what we now import from China used to be imported from other
Asian countries. China’s role in the restructuring of global manufacturing is that
of the final assembly point for most Asian electronic equipment destined for the
United States China becomes the exporter of record before would have been export
to the United States from other Asian countries. What that means in practical
terms is that it would be more appropriate to look at our trade account with China
as an indicator of our competition in manufacturing across Asia, as opposed to the
rise of Chinese manufacturing alone.

There is an obvious upside to China’s growth and the benefit the Chinese derive
as investment in Asia shifts toward China for final assembly. That shift, together
with China’s economic policies, has brought about a rising standard of living in
China and a considerable rise in disposable income for the average Chinese. And,
what that has created is a consumer demand that did not previously exist in China.
What that means is an expanding market for goods and services, as opposed to the
largely one-way street of the past. The fact that China’s trade is nearly in balance
overall, even though it runs a huge surplus with the United States, reinforces the
point about rising consumer demand and growth in imports.

To put that in perspective, China, along with the United States, currently ac-
counts for most of the current growth in the world economy. It is worth noting that
since 2001, China has been our fastest growing export market by far among our top
ten trading partners. Our exports to China surged 19 percent in 2001, 15 percent
last year, and more than 22 percent from January to July of this year, even while
our exports to the world as a whole declined 7 percent in 2001, and 5 percent in
2002, and rose less than 3 percent during the first six months of this year.

All of that makes China an attractive market for much of what we produce in
the United States, including for our manufacturers. We are far more likely to sell
the sorts of capital equipment in which we have a comparative advantage in China
than in most world markets based simply on the growth in the Chinese economy
and the nature of that growth. If, for example, we continued to see the construction
industry boom in China and a major investment in infrastructure to link the west-
ern provinces with the coast, companies like Caterpillar will find a growing market
for what they sell. The same is true for Boeing.

Here, it is worth stressing that we need companies like Caterpillar and Boeing
to succeed in the Chinese and other overseas markets because their supply chains
are filled with what are known in business as tier 3 and tier 4 suppliers. Many of
those suppliers are small and medium-sized businesses that do not export directly,
but their future success depends on whether Cat and Boeing remain globally com-
petitive.

But, it is not just the Boeings and Caterpillars of the U.S. manufacturing sector
that see growth in the Chinese market as an opportunity. Direct exports by small
and medium-sized businesses in the United States have grown as well. For example,
Bitrode Corporation is a Fenton, Missouri, company that manufactures equipment
used by the battery manufacturing industry. The company produces testers as well
as chargers, and all their equipment is for use by battery manufacturers or re-
searchers. Many of Bitrode’s products are destined overseas, including two specific

roducts for China. Last year the company sold equipment to China to the tune of
§1.5 million. The company says their exports to China are growing about 15 percent
annually, while their sales in the United States are holding even at best.

Similarly, Numatics, a Highland, Michigan, company that works in a highly spe-
cialized field, developing and manufacturing components for automated machinery
used in many branches of industry, including automotive, petro-chemical, aerospace,
and medical equipment, participated in a Commerce Department trade mission in
early May, 2002, to China and signed deals with four new distributors, each cov-
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ering different geographic regions of China. Last year, Numatics staff worked closely
with the new Chinese distributors to complete training and set up inventory. In
2003, Numatics reports that sales are picking up. The company is planning to par-
ticipate in a Chinese trade show in November.

One of the basic reasons for negotiating for 15 years with the Chinese over their
accession to the World Trade Organization was to ensure that we would knock down
the many barriers to entering China’s market. On paper, the accession agreement
represents a considerable success. Today, the tariff rates that China imposes are
lower on average than much of the rest of the developing, and in some instances,
the developed world. In addition, the WTO agreement obliges China to protect the
intellectual property of U.S. manufacturers and service suppliers. The agreement
also phased out many of the barriers to the free distribution of American goods
throughout the Chinese economy. American goods are freer to move through a vari-
ety of channels instead of being beholden to trading through a Chinese state enter-
prise as in the past. The situation facing our manufacturers from a competitive per-
spective was far worse prior to China’s entry into the WTO. Our manufacturers
lacked access to the Chinese market, but their manufacturers had relatively free ac-
cess to ours.

In the first year following China’s accession to the WTO, I think both Congress
and the President showed an extraordinary amount of patience as China reviewed
literally thousands of laws and regulations in an effort to make the necessary
changes to bring them into compliance with WTO rules. Now, as we move deeper
into the second year of China’s participation in the WTO, we need to see actual en-
forcement of those laws and basic compliance with WTO rules in other areas. I
know that the President, Secretary Evans, Ambassador Zoellick, and most recently
Secretary Snow have all made that point vigorously with their counterparts in
China. And, I can attest that, at a working level, the rest of us have taken up the
cause just as vigorously.

But, there is still a very, very long way to go. And, that distance goes to the heart
of the complaint many manufacturers have about China. It is the pace of the ongo-
ing reform of the Chinese economy toward a market model, of which the implemen-
tation of the Chinese WTO obligations is a part, that causes friction within our
trade relationship. The WTO rules, and, indeed, the whole concept of trade is based
on free competition in the marketplace. The gains from trade arise when countries
open their economies to gain the benefits that comparative advantage yields. But,
where one economy is organized under principles that are inconsistent with that
free market model, it can cause an enormous amount of injury and friction within
our trading relationships. That is, in my view, the current situation with China.

The recently concluded plenum of the Central Committee of the Chinese People’s
Congress reinforced the commitment of the Chinese government to undertake the
reforms needed to push their economy toward a market-based model. That renewed
commitment is welcome. That said using WTO compliance as a surrogate for Chi-
na’s overall movement toward a free market model reflects the distance we still
have to go. We have considerable challenges in terms of WTO compliance, particu-
larly in areas like the protection of intellectual property that represents the key
U.S. competitive edge in many manufacturing industries.

In fact, no country raised more attention as a source of concern than China during
the roundtable discussions. Our manufacturers complained about rampant piracy of
intellectual property; forced transfer of technology from firms launching joint ven-
tures in China; a broad range of trade barriers; and capital markets that are largely
insulated from free-market pressures. We also heard rising concerns about the time-
liness and direction of China’s implementation of its WTO commitments in areas
such as transparency, trading rights and distribution services, agriculture, financial
services, and standards.

In the area of standards, the Commerce Department and U.S. Government com-
plaints on a new Chinese standard for cadmium levels in fertilizer has led to an
indefinite delay in China’s finalization of the standard. Strong export sales of U.S.
fertilizer to China continue and industry representatives are pleased with the re-
sults of our engagement with the Chinese standards authorities in this matter. We
will continue to work to ensure that any mandatory standards China issues, in this
sector or others, fully comply with its WTO obligations in the area of Technical Bar-
riers to Trade.

Construction services are another area in which we have made some progress.
Working with the Department of State and others, Commerce successfully convinced
China’s Ministry of Construction (“MOC”) to extend the deadline for non-Chinese
construction companies to incorporate as either foreign invested construction enter-
prises or construction design firms. This will allow foreign firms to continue to oper-
ate on a project-by-project basis. MOC officials have also agreed to meet with indus-
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try to discuss the new rules. Commerce and State currently are working to organize
this meeting.

Fundamentally, China’s change from a non-market economy to one that operates
fully on market principles is incomplete. Although the Chinese often make the case
that they are a market economy because they want the benefits that designation
would yield under our antidumping laws, the simple fact is that many of the main
drivers of the Chinese economy remain in state hands. Whereas U.S. companies face
continuing pressure from our capital markets to turn a profit, that pressure simply
does not exist in many cases in China.

In one sense, this problem is not new. American firms have seen the same pattern
in other Asian markets for years. Even the 1997 financial crisis has not weaned in-
dustries or governments from those unhealthy practices—witness Korea’s continuing
support for the Hynix semiconductor operations, a company that was otherwise
headed for liquidation. On the other hand, we need to make clear that it’s time for
this to end. There is no reason today for this kind of support either by China or
by other Asian countries of their manufacturing industries. It is precisely these
sorts of practices that are so injurious, not only to our own industry, but to the proc-
ess of trade liberalization that all can benefit from as long as we are all playing
under the same rules.

I recognize that many commentators see a demand for a Alevel playing field@ as
a demand for protection, but that is not always, or even usually the case. Most man-
ufacturers I have spoken with over the last six months did not want protection; they
wanted the unfair trade practices that rigged the game against them eliminated. A
good example is the forest products industry, which has an enormous fight with
Canada over subsidies. Yet, in the context of our roundtable on forest products man-
ufacturing what these firms sought was not protection—they asked that the Presi-
dent negotiate the elimination of the barriers they faced abroad and the subsidies
they faced in terms of competition from imports. The same held true for most manu-
facturers with whom we discussed China. There was a strong recognition that we
were better off in a world in which the rules were observed and the competition was
fair, than a world segmented by trade barriers which would mean less trade and
slower economic growth for all.

At the same time, I also must stress that there are significant parts of our manu-
facturing sector that are under extraordinary pressure to adjust to new levels of
competition from imports, particularly from China. Industries like textiles and ap-
parel in the South and tool and die in the Northeast and Midwest offer examples
of the sorts of pressures our manufacturers face. Both the challenges and the pain
felt in many communities are very real. In the case of textiles and apparel, the chal-
lenges are particularly intense because the industry is emerging from a 40-year pe-
riod when it was protected by quotas on imports of competing material and clothing.
As a consequence, the industry remains highly fragmented and is being forced to
go through, all at one time, the adjustment and consolidation that most U.S. indus-
tries went through in the 1970s and 1980s.

In the last round of world trade negotiations, President Clinton agreed to phase
out the quota system that had protected the textile industry. Most of the truly sen-
sitive items from the perspective of U.S. industry were given the longest phase-outs.
But, the quotas will come to an end on January 1, 2005, and that will mean still
stronger competition from imports. What is not generally understood is that most
of the sharp increase in Chinese imports has come at the expense of our other trad-
ing partners. As new products have been freed of quota arrangements, retailers no
longer face the need to source products from multiple countries. Instead, much of
what was previously shipped to the United States from other Asian countries now
comes to us from China. But, that has not meant less pressure on U.S. manufactur-
ers in terms of price competition.

While the argument most frequently raised about China by commentators seems
to be the difference in wage rates, most of my conversations with manufacturers,
particularly in textiles, suggested other reasons for increased Chinese competition.
What is not often understood is that, today, the textile industry is actually very high
tech. There is very little labor involved in many products that come out of the indus-
try and wages are a relatively small portion of the total cost of production except
in the case of products that require considerable hand stitching.

The truth of that statement was brought home to me in a conversation with a
North Carolina manufacturer of textile products used in the luggage industry. Most
bags today are made with some form of rip-stop material, none of which is hand
sewn. Nor is the frame of most roll-on bags manufactured by hand. Yet, the North
Carolina manufacturer showed me 5 suitcases, one nesting inside the other, that
sold for a total price—delivered from China—of under $30. In other words, the total



20

C(l)st of the five bags was below the North Carolina manufacturer’s cost of materials
alone.

The point to that story is simply that it is not wages alone that allowed the Chi-
nese manufacturer to sell the 5 pieces of luggage for a delivered price of less that
$30. The cost of most of the materials is determined in world markets, so if the Chi-
nese economy were open to international trade and competition, then the Chinese
manufacturer’s materials costs would be comparable to that of the U.S. costs. This
means that to get the delivered price down to below $30 there must be a very large
amount of government subsidy, express or implied, to the manufacturer—a subsidy
that can take the form of an outright cash grant to the exporter, but more often
will take the indirect form of tariff protection against competition, the forgiveness
or rebate of taxes, or the continuing extension of credit to noncredit worthy enter-
prises.

In my view, although the textile industry is commonly criticized for seeking pro-
tection based on the past 40 years of quotas, the complaint that has led the industry
to seek safeguards against Chinese imports stems from a different motive. There is
no real argument that the Chinese market operates fully on a market basis, and
the reasons for the industry’s request for help stem from that simple difference be-
tween the pressures they face in our market on a day-to-day basis and the pressures
that their Chinese competition does not.

What that also points out is the fact that, in addition to pressing the Chinese at
every opportunity on their compliance with their WT'O commitments, we also have
to be extraordinarily vigilant regarding the injurious effects of other forms of gov-
ernment support for Chinese industry that are not covered by current WTO rules.
Those sorts of practices require a different type of tool—one that requires digging
out the facts regarding the underlying competitive differences that our industry
faces in terms of import competition from China.

As I noted above, the textile industry is not alone in facing Chinese subsidies and
protection. Other industries like tool and die and U.S. foundries face similar com-
petitive conditions. That is why one of the most forward-leaning recommendations
we intend to make regarding our trade is the establishment of an office in the Com-
merce Department, the sole function of which will be to investigate these sorts of
practices. When we find these anti-competitive practices, we will vigorously seek
their elimination by the Chinese and by other trading partners.

The one thing I can assure you is that the Department of Commerce is dedicated
to making sure China does play by the rules. We will vigorously pursue China’s
compliance with its WTO commitments and we will enforce our domestic unfair
trade laws rigorously and fairly, as both President Bush and Secretary Evans have
made clear. And, that will be the single most important topic of conversation with
our counterparts this coming week.

The Department of Commerce’s Role in Trade With China

The Department of Commerce, in close coordination with USTR and other agen-
cies, has adopted an aggressive and multi-pronged approach to ensure that China
honors its WTO commitments and that U.S. companies benefit from these opportu-
nities. We will target unfair trade practices wherever they occur. We are exploring
the use of new tools to expand our trade promotion activities in China. We are ex-
panding efforts to engage Chinese officials to make sure they Aget the rules right@
as they continue their enormous task of restructuring their economic system.

The Commerce Department has actively provided WTO-related technical assist-
ance to China since September 2000, well before China’s accession to the WTO. Ini-
tial programs focused on increasing the awareness of general WTO principles among
Chinese government officials. As China developed an increasingly sophisticated un-
derstanding of the WTO system, our programs have been tailored to more specific
areas, such as standards development and intellectual property right (IPR) protec-
tion. For example, in 2003 Commerce sponsored or coordinated programs on fer-
tilizer standards, antitrust, government procurement, medical device regulatory
training, and information and communication technologies standards and conformity
assessment.

Despite China’s commitments to crack down on rampant piracy, counterfeit CDs,
DVDs, and pharmaceuticals continue to flood the market. In addition, piracy and
counterfeiting in China has a significant impact on U.S. intellectual property rights
holders in China itself. In fact, the International Intellectual Property Alliance esti-
mates that business software, music, movie and entertainment software piracy rates
in China exceed 90%, with damages of $1.85 billion in 2002. We have raised specific
IPR concerns during our meetings with senior Chinese government officials and
have repeatedly demanded that the Chinese government uphold its bilateral and
multilateral IPR commitments.
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Through the annual Special 301 process, we scrutinize China’s IPR conditions in
close coordination with our colleagues in other agencies. To make sure that China
has the tools to implement its commitments, we have organized a series of seminars
with Chinese officials. Programs in development for later this year include a WTO
pharmaceutical regulatory seminar and anti-counterfeit training, and IPR criminal
& border enforcement seminars. We have worked on these programs on an intra and
inter agency basis, using the resources of US Patent and Trademark Office, Depart-
ment of Justice and other agencies. We think China can and should do better in
these areas. We continue to press for progress.

However, keeping our focus on China’s WTO implementation and the country’s
other trade practices is only part of the solution. We must continue to enhance the
ability of U.S. businesses to compete in China. We are increasing our efforts to en-
sure that U.S.-developed technical standards are accepted in China just as they are
throughout the world. We are launching ADoing Business in China@ seminars in
cities across the country to address concerns about the Chinese market from small
and medium-sized businesses. We are exploring ways to develop more trade leads
in China and to provide even more targeted information on opportunities in China
for companies in the U.S.

Combined with these domestic efforts, we regularly engage Chinese government
officials to ensure trade agreement compliance and market access for our products
and services. Secretary Evans will visit China in October to advance U.S. interests
and advocate for a level playing field in our economic relations with China. We will
have another opportunity to raise outstanding issues during the 15th U.S.-China
Joint Commission on Commerce and Trade (JCCT) to be held in Washington in
early December.

The President’s Manufacturing Initiative

With that, I would like to turn to the topic of the President’s Manufacturing Ini-
tiative and the context it provides for our discussion of trade with China. In March
of this year, during Manufacturing Week, Secretary Evans had the opportunity to
speak before the National Association of Manufacturers in Chicago. At that time,
he announced the President’s Manufacturing Initiative. As a part of that initiative,
Secretary Evans directed me to lead a comprehensive review of the issues influ-
encing long-term competitiveness of U.S. manufacturing. The central goal of the re-
view is to develop a strategy to ensure that government is fostering an environment
that promotes a dynamic manufacturing industry. The review will conclude with the
release of a report later this fall.

The Commerce Department’s senior management, including Secretary Evans and
Deputy Secretary Bodman, all pitched in. We held roundtable discussions with man-
ufacturers in the aerospace, auto, semiconductor, and pharmaceutical sectors,
among others, in more than 20 cities across the United States—from Manchester,
New Hampshire to Columbus, Ohio, to Detroit to Los Angeles—to develop the report
and recommendations.

What we heard from manufacturers in terms of the challenges they face was sig-
nificant. While the international competition is what has garnered most of the at-
tention in the press, by far the greater weight of the manufacturers’ comments fo-
cused on domestic issues—what I call “keeping our side of the street clean.” What
I mean by that is simply paying attention to the needs of our manufacturers as we
develop legislation or implement regulations. It is the steady accumulation of mul-
tiple burdens, rather than a single cause, that has had the most severe impact on
the competitive environment in which our manufacturers operate.

The list of issues our manufacturers identified should not surprise anyone who
has taken a serious interest in manufacturing. While our manufacturers have tight-
ened their belts and raised their productivity in an effort to remain competitive and,
in fact, to succeed in the day-to-day competition in the marketplace, they have seen
that advantage and the hard-won productivity gains eroded by everything from
higher energy costs to higher medical and pension costs to higher insurance costs
due to a run-away tort system.

Just a few examples might suggest why manufacturers have seen their costs rise.
We heard from manufacturers in New Jersey that 30 cents of every dollar of rev-
enue went to pay health benefits for employees. Manufacturers gladly pay for their
employee’s health benefits because they see their own interest served by a healthy
and motivated workforce, but if we are serious about manufacturing, we have to be
serious about grappling with the underlying drivers that have created 145 percent
incrfases in health care insurance costs that obviously are not sustainable indefi-
nitely.

In Michigan, I met with auto parts suppliers that faced continuing pressure from
the auto companies to lower their prices by 20 percent or face the prospect that the



22

auto companies would turn to overseas sources of supply. The concern those parts
suppliers reflected involve the terms on which they compete with those overseas
suppliers, particularly in China. But the auto parts suppliers knew that the ulti-
mate source of the problem lay in an auto industry that is grappling with the same
sorts of legacy costs that burdened the steel industry. If we are serious about manu-
facturilng, then these industries will have to get those financial obligations under
control.

In Columbus, Ohio, Des Moines, Iowa, and in my hometown of Minneapolis, Min-
nesota, I met with manufacturers in the plastics and adhesives businesses that are
heavy users of natural gas. The companies in the plastics businesses in particular
risk seeing whole new markets fall to their foreign competitors who see lower nat-
ural gas prices. If we are serious about manufacturing, we have to adopt a national
energy plan that will help us access new sources of supply and improved trans-
mission to reduce the cost of energy to our manufacturers as well as to consumers.

Another example we heard from virtually every manufacturing trade association
we met with was the need to eliminate the complexity and the disincentives our tax
system creates for investing in manufacturing in the United States. A number of
issues fall in that category. Take the bias in the current tax code against equity fi-
nancing, which raises the cost of capital, thereby reducing the investment. This bias
also translates into a preference for debt, which yields highly leveraged companies
and a highly leveraged country, all the while encouraging the worst sorts of gaming
as clever tax lawyers try to find ways to take what is an equity interest and call
it debt in order to qualify for an interest deduction. Taken together, even without
cutting rates, reforms of the tax code could make a profound difference to the rel-
ative attraction of investing in manufacturing in the United States.

But, perhaps the most egregious example comes out of the tort system in this
country. One issue, in particular, stood out among the manufacturers’ concerns
about the tort system. That was the ongoing asbestos litigation. There, the con-
tinuing litigation has yet to help many individuals who were harmed by prolonged
exposure to asbestos, while, at the same time, the litigation hangs over virtually all
U.S. manufacturing, raising their insurance costs and dampening their returns.
Clearly, if we are serious about manufacturing, we have to get serious about reform-
ing the tort system.

Manufacturers also pointed to declining vocational school programs, declining en-
rollments in engineering and the funding of scientific research, all of which are es-
sential to the productivity gains that keep our manufacturing sector competitive and
keep a skilled workforce employed.

Finally, as I noted above, in addition to keeping our own side of the street clean,
U.S. manufacturers demanded a level playing field. For most, that translated into
a demand that we negotiate down tariff rates that are higher than ours and break
open new markets. Or it translated into a demand for the enforcement of rules bar-
ring the theft of intellectual property. It translated into a demand for the enforce-
ment of our unfair trade laws or laws against customs fraud.

What I did not see was an interest in outright protection. Rather, most manufac-
turers saw trade as a simple question of equity. If we keep our markets open to
our trading partners goods, they should do the same for us. But, where our trading
partners did not live up to the terms of our agreements or otherwise heed the rules,
our manufacturers expected that those trading partners should pay a price.

That is where what we do domestically bears on our trade with China. In my
view, if we have done what we can to grapple with the disincentives we create for
investing in manufacturing here in the United States, our manufacturers will be in
a far better competitive position to gain access to the supply chains that will take
them global and into the Chinese market in particular. In addition, we would come
to our discussions with the Chinese knowing that any disparity in competitiveness
between U.S. and Chinese manufacturers is not attributable to our own actions, but
to the function of the market or the intervention of the Chinese government on be-
half of their firms. Most manufacturers I have met with are prepared to live with
the ﬁgst result; they are not prepared, nor is this Administration, to live with the
second.

While we are still in the process of finalizing the report and recommendations
across many fronts, Secretary Evans has outlined several new initiatives in re-
sponse to the concerns we heard from manufacturers, particularly the need for a
stronger focus within the U.S. government on manufacturing and the most imme-
diate cases of unfair trade affecting our manufacturers. The first initiative, an-
nounced by the President on Labor Day, is a new Assistant Secretary of Commerce
to serve as the point person in the Administration and within the U.S. government
for manufacturers and as an effective advocate for the manufacturing sector’s com-
petitiveness. There are many programs within the federal government that bear on
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manufacturing, but heretofore there was no one person or one office responsible for
bringing their efforts into a coherent strategy. The second would call for the creation
of Assistant Secretary for Trade Promotion to boost our exports, particularly to
those markets that our negotiators have recently opened to our trade like China.
And, the third is the establishment of an Unfair Trade Practices Team to track, de-
tect, and confront unfair competition before it injures an industry here at home.

We expect the manufacturing report and the remainder of the recommendations
to be out soon. In addition to moving on the implementation of those recommenda-
tions, we intend to do two things to follow up. The first is to go back to the manufac-
turers we visited earlier this year to get their reaction on what we have suggested
and to help us refine our approach as we move forward. The second is to discuss
the next set of issues we intend to tackle as part of our on-going commitment to
support our manufacturing sector.

That concludes my testimony. I would be pleased to answer any questions that
you may have.

Chairman HYDE. We will now entertain questions. Mr. Lantos.

Mr. LaNTOS. Thank you very much, Mr. Chairman.

Mr. Secretary, you will be traveling to China next week, as I un-
derstand it. Can you pledge to this Committee that you will raise
with your Chinese interlocutors the issue of their total lack of com-
pliance with internationally recognized standards of labor? Will you
pledge to raise the issue of the two labor leaders who have been
unjustly imprisoned, and as we speak, are still in prison? Will you
raise the issue which we have been doing unsuccessfully for over
a decade of intellectual property rights? Pirated CD ROMs are
being pedaled at the very gates of the United States Embassy of
Beijing. And the Chinese are laughing at us, because apart from
the ceremonial raising of these issues, nothing happens.

Now, you don’t have to be a genius in understanding relation-
ships to clearly see that with a $120 billion trade deficit, we have
enormous leverage over China. I agree with my friend, Mr. Burton,
that neither the Clinton Administration nor this Administration
has used our enormous leverage. At what point will the Depart-
ment of Commerce and the Administration go beyond simple ora-
tory and no action? Because so far we have seen no action.

Mr. ALDONAS. First, with respect to the labor laws and the labor
leaders, both Secretary Evans and I make it a routine part of our
discussions with our counterparts to raise the human rights issues
as well as the economic issues.

Mr. LANTOS. But if you will allow me to interrupt. You know,
Cicero finished every speech by saying, pro forma, that he rec-
ommends the destruction of Carthage. And that was a throwaway
sentence. And it seems to me that you and Secretary Evans and
your predecessors have these pro forma pronunciamentos to placate
the Congress. And that is all these perfunctory pronouncements
mean. You are not using the leverage which is at your disposal; you
are making standard statements so that you can tell us that you
raised the issue. But nothing happens.

Mr. ALDoNAS. Well, it won’t surprise you if I quarrel with your
description of the discussions we have had with our Chinese coun-
terparts, Congressman Lantos, because when I raise these issues,
the two things I point out is, not only is it inconsistent with human
dignity and human rights in terms of their practices, but I also
point out to them that one of the key features, frankly, of moving
in a direction that is going to best serve their interests economi-
cally as well as their participation in the trading system, is to
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make sure that the freedom they want to give firms and enter-
prises also extends to individuals.

And as long as an individual in Chinese society has to hold a
card which tells them where they have to work, that is not a soci-
ety that is free. And that point is both political and economic. And,
frankly, I think we all have to be honest, that increasingly and to
the extent that we can increasingly individuate the economic inter-
ests of any actor, whether it is someone, a worker or whether it is
an enterprise, we are sowing the seeds of political pluralism. And
that is as much in our interest from an economic point of view as
it is from a political point of view as it is from a human rights per-
spective.

So I don’t want to say that it is a throwaway when we raise
these issues. I am very conscious not only of the concerns, but I am
very conscious of the sorts of things that the President has said
about the conditions of human rights around the world, particu-
larly with respect to China. And it does affect our trade. There is
no doubt about that.

In terms of intellectual property laws, there is probably no issue
that is more important in some respects. And I say that because
people have a tendency to forget about the importance of our man-
ufacturing sector, not just because it is 14 percent of the GDP or
11 percent of the employment. But it really is a crucible within
which most of the innovation in our society is created. Those pro-
ductivity gains that we have seen are now higher in the United
States’ economy than it was even during the 1990s when we were
talking about a new economy. Those productivity gains flow largely
from the manufacturing sector. And if you think about how we
trade globally, the one thing you have to do is protect the ideas
that are the source of that innovation.

What we have in China right now, you can take software as an
example, is that about 90 percent by some industry estimates of
the software is currently pirated. A fair amount of that is pirated
software is use in the halls of the Chinese government. That has
to the end. And I agree with you, absolutely, Congressman Lantos,
that a price has to be paid in the absence of compliance with the
rules that they have signed up to, particularly on intellectual prop-
erty, because it is so critical to the future of our manufacturing sec-
tor.

As we have all talked I think throughout the 1990s about the
need to move up the value chain and what that will require from
U.S. manufacturing, the keystone has always been our ability to
maintain the technological edge. And at the end of the day, that
means that we have to protect the intellectual property. So that
definitely will be the top item in terms of the specifics of trade.

The leverage of the market, I have no quarrel with the idea of
using the leverage of our market. But I would object to the notion
that we have not been vigorous. You can’t look at 50 percent of the
anti-dumping cases taken up by this Administration and the con-
sistent pressure we put on the Chinese to reform the underlying
practices and say that that is not action. The range of duties that
apply to these are extremely large.

We pointed out that they will maintain a nonmarket economy
status until we have seen the changes that you and I would both
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agree are part of the status of a true market economy. And until
such time, they will face the penalties under our unfair trade laws.
We are always happy to have a conversation with the Chinese
about what it take to be a market economy if they want to engage
in that discussion. But until such time as they have taken those
steps, they will continue to be nonmarket economy status and face
t}ﬁose penalty under the law. And we will be aggressive in enforcing
them.

Chairman HYDE. Mr. Green.

Mr. GREEN. Thank you, Mr. Chairman.

Mr. Under Secretary, one issue you didn’t deal with directly in
your oral statement is Chinese currency exchange rates. Does the
Administration believe that Chinese currency policies have, in fact,
caused or constricted to the trade imbalance between the two na-
tions?

Mr. ALDONAS. I should leave the specifics of the value of the dol-
lar to the Treasury Department. But I have a tendency to look past
the exchange rate and try and understand the underlying dynamic
in the Chinese economy. And one of the reasons the exchange rate
is a surrogate is the fact that you have an economy where the cap-
ital markets aren’t functioning. They don’t function like you would
be used to. It is not as if the banker comes to the door and says,
you are not turning a profit; I am not going to lend you any more
money. That doesn’t happen. And as long as there is less of that
pressure in their system—it is fundamentally different than ours.
And that does contribute directly to the trade surplus that they
currently enjoy and their competitors.

Mr. GREEN. I guess the answer is yes?

Mr. ALpoNAS. Ultimately, the exchange rate protects what they
view as a very fragile financial system. And so whether it is the
peg or whether it is grappling with the underlying issues, you have
to tackle the problem. I will say that this President and this Treas-
ury Department has been much more forthcoming than any other
in recognizing the nexus between exchange rates and trade. And I
recall not that long ago where the discussions took place, as if
there was no relationship between exchange rates and trade. Cer-
tainly what Secretary Snow did and what the President has been
doing this week in Thailand is a direct reflection of the under-
standing of the dynamic issue.

Mr. GREEN. And I would agree that the statements that we have
seen in recent weeks have been a step in the right direction. I
think they have been a recognition of the problem. What steps can
the Administration take to push the issue and to try to actually
produce some results of the issue of—and I am going to focus on
currency rates because I think it is something tangible that many
of us here think are important. What steps could the Administra-
tion take? What steps does it plan to do? What is it the Adminis-
tration is willing to do to force this issue to try to get some
progress made here?

Mr. ALboNAs. Well, probably first and most importantly is, as I
was alluding to, Congressman Green, is to try to tackle the under-
lying issue. And one of the things that the President succeeded in
doing was getting the Chinese agreement to focus on that problem.
Because while they have made the commitment that they are will-
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ing to move in the direction of flexible exchange rates, what they
have also said is they have problems they have to solve in their un-
derlying capital market. What the President was saying was, let us
get to those problems. He wasn’t saying that you shouldn’t be mov-
ing in terms of the exchange rate itself.

Now, beyond that, you know, I think you always have to be very
clear with any of our trading partners, I would say with the Chi-
nese in particular, about what your expectations are and what the
consequences are of those expectations. And right now, within the
traditional trade tools we have, there certainly has been a liberal
application of the anti-dumping laws to address them on an indus-
try specific basis. There certainly are opportunities to continue
more aggressively to investigate those sorts of practices on the the-
ory, should industry present it, that what that alleged undervalu-
ation represents, in fact, is just to draw some full circumstance on
it, Congressman Green, in fact, the largest subsidy that the Chi-
nese system confers is the lack of the capital market pressure.

Mr. GREEN. You refer to it as alleged undervaluation. I have seen
the White House fortunately be a little bit more specific. They don’t
refer to it as alleged undervaluation; they refer to it as a factual
undervaluation. But let us be more specific. You talk about the
need to present the issues and talk about consequences. What are
those consequences potentially? What is it that is taking place in
these conversations that would cause representatives of the Chi-
nese government to do anything other than nod their heads and
say, well, we promise to talk to you about this?

Mr. ALDONAS. Well, in the discussions, certainly with my coun-
terparts, the point that I am making, have been making to them,
and will be making again this coming week is that what we are
facing right now in this context is either we have to have a change
in the Chinese behavior, or what you will see is the Administration
itself leading the investigations. This isn’t going to be something
where we are simply going to wait for an industry to be injured
and then file a petition, because, as we have been around the coun-
try talking with manufacturers, whether it is textiles and apparel,
which lots of times people think they are just looking for outright
protection, but right now are facing difficult circumstances pre-
cisely because of things like a 17 percent value added tax rebate,
the work that our foundries produce, machine tools, furniture. You
can certainly go down that list. Where we feel price competition,
that is where the stuff that the Chinese do has the greatest impact,
and those are going to be the target.

Chairman HYDE. The gentleman’s time has expired.

The gentleman from Oregon, Mr. Blumenauer.

Mr. BLUMENAUER. Thank you, Mr. Chairman.

Mr. Secretary, I appreciate your comments. I have been sort of
turning them over from the perspective of somebody who has sup-
ported the initiatives of the last two Administrations to try and
normalize the trade relationship, with the understanding that if we
had a framework, if we had the protections, if we opened it up, that
it would—it was a good gamble that we would have a softening ef-
fect on some of the Chinese practices, a philosophy that I would
hope this Administration would consider extending to China. If we
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can do this with Godless Communist China, then we can do this
with Cuba as well.

A little symmetry might help. But I bought into this, but I have
been deeply concerned that we continue to have the reports, and
you have heard from some of my colleagues here, and there is ex-
cellent testimony that I have had a chance to scan that talks about
the barriers that are being thrown up contrary to the intent of
what we have tried to do with WTO. Not just the abuse of labor
rights, but human rights, continuing slave labor. And nothing that
I saw in any of the testimony that I scanned, but you cannot spend
any time in China without being stunned at the lack of investment
in environmental standards, just trying to breathe the air and the
ﬁisadvantage that some of our competitors here in this country

ave.

And last, but by no means least, I am hearing from American
manufacturers that they are being directly pressured to locate
manufacturing offshore, not because that is where it is in the best
interest of their company or the company for whom they are cus-
tomers of American entities, but that this is part of an effort to
simply placate the Chinese by moving more production offshore to
China.

I am wondering if there is any contemplation of using the tools
that are available to us under WTO to start bringing about a rebal-
ancing. I would appreciate your positive words, but to this point,
I don’t think we have filed any actions, and I wonder where we are
in that process and what is going to have to happen until some ac-
tion occurs.

Mr. ALDONAS. They are all good questions. Do you want me to
take up Cuba, or was that a throwaway?

Mr. BLUMENAUER. That is not a throwaway. It is something that
I hope the Chairman will be able at some point to come back and
deal with some sense of parity.

Mr. ALDONAS. If I could then, Congressman. To me, I think there
is one elemental difference, which is, we have not seen—although
the President has outlined the willingness on the part of the
United States to adopt a different approach if we saw something
forthcoming from Fidel at this point, which we haven’t seen with
Cuba actually as any degree of movement toward a market econ-
omy as you have seen with the Chinese. What you won’t see in
Cuba my strong guess is, based on the recent statements and the
oppression of human rights activists in Cuba, is the sort of thing
that the Chinese are doing, which is about to enshrine private
rights of property in constitution. That isn’t going on.

The second thing that I think is important to understand is that
even where other countries trade freely with Cuba, the profits end
up going to the Cuban government. They don’t end up extending
to the individuals in Cuban society. And the net result has been
that has been a bad deal not only for the Cuban people, it has also
been a bad deal for the companies involved.

Mr. BLUMENAUER. Reclaiming my time. I would be happy to con-
tinue that. I think the magnitude of the human rights abuses that
continue in China and the relative tiny environment with which we
are talking about in Cuba, I would think that there are some of my
Republican colleagues here who would join me in thinking that
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there is a more productive dialogue. But if you could address when
you are going to be moving under WTO, it would be useful, before
my time disappears.

Mr. ALDONAS. Well, a couple things. One is, one shouldn’t adopt
the approach that if we file a case, that is the only thing that
means we are moving under WTO. There has been consistent pres-
sure for compliance with respect to the WTO rules, and we have
had successes in individual instances, particularly on agricultural
commodities, with moving the Chinese in the right direction.
Where we have had the biggest problems, I would suspect those are
the targets for future cases. And the reason is, things like intellec-
tual property. You know, if it is within the government’s power to
ensure that at least within the government through its purchases
they are acquiring Microsoft software through the legal means,
then they should be adopting that practice. And those are the sorts
of things that I think are the likely targets.

Chairman HYDE. The gentleman’s time has expired.

Mr. Tancredo of Colorado.

Mr. TANCREDO. Thank you, Mr. Chairman.

During the debate on PNTR the last time, there were three or
four arguments that were made that were designed to get people
to support PNTR. One was that if we did it, we would begin to re-
duce the imbalance of trade with China. Of course, we know that
that has not happened.

Two, it was that if we did it, we would reduce the instances of
human rights abuses that were prevalent in China. Of course, we
know from testimony and from comments from Members of the
Committee here that that has not occurred.

We were told that it would inspire the Chinese to, in fact, clean
up their act literally by doing some of the environmental work that
is necessary to make them a little cleaner in their manufacturing
capabilities. Of course, we know that is not happening.

We also were told, well, eventually Jeffersonian democracy would
break out all over China and we would see the end of the Chinese
dictatorship, and I know that hasn’t occurred and I don’t see any-
thing that would lead in that direction.

But the one question that I don’t know the answer to, I suppose,
we were also told that if we did this we would see a reduction in
the rates of investments on the part of the Chinese government in
military as opposed to the civilian side of their economy. What has
happened there?

Mr. ALDONAS. I don’t know about the investment by the military
in terms of a military buildup. I am sorry. I will get back to you
on that particular question.

Mr. TANCREDO. Do you know if the Chinese military is still a sig-
nificant stakeholder in most of the economic enterprises, especially
the most important economic enterprises?

Mr. ALDONAS. To put it bluntly, at least since the 1980s under
their own policy they were supposed to be out of the business. The
phenomenon in China of what was known as wearing two hats was
supposed to have been ended. As a practical matter, does it still go
on? Certainly. I know from my own experience when I was in pri-
vate practice you would see that investment in commercial trans-
actions periodically. So I would not argue that there isn’t still some
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involvement. But by their own policy they are supposed to be out
of the business.

Mr. TANCREDO. I have searched in vain for any indication that
that has happened. I believe that we would be able to identify in
fact several cases where the Army in particular is the main stock-
holder in a number of the most significant and high-tech corpora-
tions in China.

Well, that makes us O for 5 in terms of the reasons we were
given to support the PNTR. I am glad I did not support it, I should
say, and I thank you very much for clearing that last one up for
me or at least attempting to.

Chairman HYDE. Mr. Sherman.

Mr. SHERMAN. I think the gentleman from Colorado has ex-
pressed it well. We are in this odd circumstance where whatever
China needs temporarily, well, that is okay. So if someone loses
their job and that leads to alcoholism, that leads to domestic abuse
or suicide, well, that is okay for now because China has problems.
We know that currency is 40 percent undervalued and they will do
nothing about it. And there will be a suicide in America as a result
because, well, we don’t want to deal with it today.

Mr. Lantos quoted Cicero. I think the more apt analogy is Nero
who fiddled while Rome burned, and we are fiddling around with
a dumping case here or there. A 40 percent violation every day on
every item and we don’t do anything except, well, we have talked
to them about it. I have got to commend the Chinese negotiators
for one thing.

They are able to wait until the Americans leave the room before
they start laughing, and that takes a level of self-control that I can
only admire. I come from a city of actors, most of whom would find
that difficult.

I am particularly concerned about the businesses in China that
demand co-production agreements or in any other way basically say
you can’t export to China unless you do a number of things that
is illegal for them to ask us to do. I am also concerned about the
Chinese businessmen and women who are told they better not im-
port from the United States. Sir, what level of refugee status for
a business person and their entire family could be granted on an
emergency basis if they had evidence of governmental pressure not
to purchase American goods?

Mr. ALDONAS. You have to ask the State Department.

Mr. SHERMAN. Would the Commerce Department regard that as
something to be taken up at the very highest levels? Would the
Secretary himself welcome these people with open arms or is that
something that your Department doesn’t care about?

Talking about people who have evidence that can explain why we
have the largest, most cancerous trade deficit.

Mr. ALDONAS. At the same time, Congressman Sherman, I think
you have to put that right side by side the fact that exports to
China have been growing at 20 percent the first 8 months of this
year. So the idea that somehow everybody is having a gun held to
their head

Mr. SHERMAN. Well, not everybody. Obviously China wants to
have some imports from the United States.
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Mr. ALDONAS. Having said that, if you look at the automobile in-
dustry in this country, the hottest growing market is in China. And
in the absence

Mr. SHERMAN. Do you really believe that we are going to see
100,000 vehicles assembled in this country and shipped to China?

Mr. ALDONAS. Congressman, right now, General Motors, the dif-
ference between being profitable and maintaining employment in
the United States is the earnings they are generating in Asia. And
when you think about the workers in Detroit, you need to be think-
ing about the enterprise that General Motors represents.

Mr. SHERMAN. So basically whatever is good for General Motors
is good for America?

Mr. ALDoNAS. I didn’t say that. But if you want to draw that con-
clusion, you might draw the conclusion what is good for General
Motors is good for the UAW.

Mr. SHERMAN. When the UAW comes before this Committee and
says let us import all of our auto parts from China and let us ig-
nore a 40 percent acknowledged problem on the currency value and
let us go to sleep for another day or week on that

Mr. ALDoNAS. Congressman, do you ask them at that point how
they are going to pay for the contract that General Motors just
signed with the UAW, where the profits are going to come from?

Mr. SHERMAN. It is incredible that you would come here and say
WLlat we need to do to help American workers is to export their
jobs.

Mr. ALDONAS. What is incredible is not understanding the fact
that in a global economy with a globalized auto industry, that
being the most competitive market in the world today where the
demand is rising fast enough, is not in the interest of auto workers
in this country.

Mr. SHERMAN. So we have to export our jobs so that General Mo-
tors can make enormous profits because some crumbs may go to
some of the workers here. What—no one in Beijing believes that
the way to help Chinese workers is to run a $120 billion trade def-
icit with the United States. Their leaders understand that workers
need jobs, and our leaders understand only that General Motors
can make huge profits in exporting those jobs.

Chairman HYDE. The gentleman’s time has expired. However, 1
think the Under Secretary may want to respond to the last several
questions from the gentleman.

Mr. ALDONAS. I think it is always important to realize when you
think about the manufacturing sector in this country is that while
we have real concerns about different parts of it, it is still standing
alone, the fifth largest economy in the world, fourth largest econ-
omy in the world, larger than the size of the Chinese economy. It
is one of productivity rates are higher than they were in the 1990s.
And at the end of the day what makes them competitive is being
globally competitive.

I don’t want to take away or penalize a company for being glob-
ally competitive because at the end of the day the jobs that exist
in this country depend on them succeeding on a global level. That
is the only point I was saying, whether it is the Chinese market
or anywhere else in the world. And if you think that China is the
only place we are running a trade deficit, you ought to take a look
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at Europe, where we have seen it balloon more than China. What
you have right now——

Mr. SHERMAN. You are saying $120 billion of deficit for $20 bil-
lion of exports?

Mr. ALDONAS. The rate of growth. What you need to focus on

Clcllairman HyYDE. The gentleman’s time has expired, if you don’t
mind.

Mr. Burton of Indiana.

Mr. BURTON. Well, hopefully the grilling will be a little less se-
vere from this side of the aisle, but nevertheless I think we do have
some very difficult questions that need to be asked. We have lost
about 3 million jobs. One of the things that saved the world in
World War II was the industrial base of the United States. And
there is a lot of concern about the erosion of our industrial base in
th}s past 20, 30 years and all these jobs, industrial jobs, going else-
where.

The President has imposed some import tariffs on steel for the
very reason that there was dumping taking place. So I would like
to know what the Commerce Department can do to make sure that
our industrial base erosion stops. The Bible tells us there are going
to be wars forever. And for us to carry out our number one respon-
sibility, and that is to protect the American people, we have to
have a very strong industrial base.

The small tool industry for all intents and purposes is gone. And
so I would like to know, and this is a very general question, what
the Administration or what the Commerce Department views as
the long-term solution to making sure that we don’t have a con-
tinuation of the erosion of our industrial base and how we are
going to deal with it.

Mr. ALDONAS. Thank you, Congressman. Let me answer it in two
parts. The first side is keeping our own side of the street clean. If
you are serious about manufacturing and you listen to manufactur-
ers about what they need, what they will tell you is they have to
have a tax environment with what they have got that is less com-
plexity, less cost compliance, and lower tax rates to be able to com-
pete.

What they tell you is we have to have a comprehensive energy
strategy that is designed to increase the sources of supply and de-
crease our dependence on foreign oil. What they will tell you is you
have to make sure you have the kind of pipelines that are in place
that will get natural gas prices down, because it is both the feed-
stock and it is something they use for power. And industries like
plastics, where we have a comparative advantage but won’t if en-
ergy rates keep going up, what they will tell you is you are going
to have to clean up a run away tort system and you are going to
have to do something about asbestos, which is just a cloud hanging
over the manufacturing sector in this country. That is that sort of
the street.

On the international side, if I could, Congressman, you have to
press consistently, particularly among your trading partners, for a
system of exchange rates that is based on the market. It has to be
driven by the market. Even in the absence of all the economics be-
hind it, the goal has to be to remove those things that are a friction
in the trading system.
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The second thing is you do have to press, and this has to happen
at the negotiating table. And all the manufacturers we met said we
want an aggressive trade liberalizing agenda. They sit behind that
protective wall and make it a competitive advantage competing
back in the U.S. market. So it is both a barrier to our exports as
well as a subsidy to domestic producers who then try and compete
in the U.S. market. So their goal was to get things down. And fi-
nally you got to enforce the trade laws.

Mr. BURTON. I am for free trade and fair trade. The one thing
that worries me is the loss of industry and jobs going overseas. Has
there been any thought by the Administration, the Commerce De-
partment and other departments collectively to submit to the Con-
gress a tax structure or tax proposals that would encourage indus-
try to stay here instead of going overseas. It seems to me there has
to be some kind of incentive in view of the fact that wage rates are
so much lower elsewhere and the environmental concerns are so
much lower elsewhere and environmental costs, there has to be
some inducement for American industry to stay here. Have we
given any thought to change in the tax structure that would en-
courage industry to stay here?

Mr. ALDONAS. It takes two forms. One of course is the bill going
through Congress right now that is—there are two pieces of legisla-
tion, one on the Senate side and one on the House side that Chair-
man Thomas is developing that offers slightly different approaches,
but both are designed to grapple with that issue and it approaches
it by cleaning up some of the complexity in the existing system so
it reduces the cost of compliance and gets rid of what the manufac-
turers call the anti-manufacturing tax or application of the alter-
native minimum task to allot the small corporations that are basi-
cally small- and medium-sized businesses, family-owned, things
like that.

The flip side of it is it also takes a nick out of the rates that
apply to manufacturing income, as I understand it. So I think there
is good positive movement. It also helps us solve the trade problem
with respect to the WTO ruling on the Foreign Sales Corporation.
But that is a very healthy package for manufacturing in terms of
grappling with some of those.

My own view of the tax system, having spent a fair amount of
time with it in private practice, is you have to really eliminate an
awful lot of rules that exist now that penalize manufacturing. Cur-
rently, depreciation rates are completely inconsistent with where
manufacturing is in the kind of turnover and capital equipment. So
there is more to be done there I think in terms of reform.

Chairman HYDE. Mr. Faleomavaega.

Mr. FALEOMAVAEGA. Thank you, Mr. Chairman, and I certainly
want to welcome Mr. Aldonas before the Committee.

I thought maybe I would add a little humor to our dialogue here
with Secretary Aldonas. I remember former Governor Connelly of
Texas was nominated by President Nixon to be Secretary of the
Treasury, and there were some questions raised as to his qualifica-
tions since he was not an economist. Governor Connelly said he
could add 2 plus 2 and that was all that he wanted to stress to the
people who were questioning his qualifications.



33

I want to say, Mr. Secretary, I would be the last person to claim
that I would be qualified, because I am not an economist. But I do
have a different historical perspective from some of my colleagues
here on the Committee. The fact that our country being about 227
years old, and the colonial legacy that some of these Asian coun-
tries have had to endure, the French in Indochina and Vietnam
and the British in China, some very difficult historical events have
transpired. The fact is the People’s Republic of China was founded
in 1949. They already had 400 million people in place since 1949.

I wanted to ask you, if you were a chief policy maker of a country
now of 1.3 billion people, what kind of an economic system would
you recommend to make sure that all these people are going to be
provided for? I suspect if our country had 1.3 billion people, we
would have some serious problems as policymakers as to how to go
about finding some sense of equity and fairness in the process. We
want to repeat this process. This country is only 54 years old and
we are expecting them to reach the highest levels of economic fair-
ness with the other countries like ourselves?

I am not tooting China’s horn here, Mr. Secretary. I am trying
to show with some sense of historical perspective here that we
seem to be treating the Chinese people and leaders as greedy and
adversarial. I respectfully have to say we need to rethink this. Your
comments that our exports have grown to 21 percent in the last 8
months seems to indicate that we are doing something on an equal
and fair basis with the Chinese, despite the fact that there may be
some issues. But you show me one country or one region that we
are not fighting against regarding their own economic policy. Let
us take our European friends for example. We are still fighting
over foreign subsidies.

I just want to share this perspective with you, and I want to ask
you what kind of an economic system would you recommend to a
country that is only 54 years old and trying to provide for the
needs of 1.3 billion people?

Mr. ALDONAS. I would recommend a market economy, and there
is a reason for it. It is the one way you can ensure that the re-
sources within that society are being allocated to their highest and
most effective use. A lot of the problems that China is having right
now in its own economy are directly a part of the fact that the
state-owned bank subsidizes the state-owned enterprises to provide
employment.

At the same time, the best vehicle for creating employment is to
make sure that they are moving in the direction of a market econ-
omy. And you really got your finger on something in the sense that
what causes the friction in the trading relationship between us and
China, particularly for our manufacturers, is that process of change
isn’t moving fast enough. If these guys were a market economy, it
would be a different story. When I go talk with manufacturers ev-
erybody is content, just as you were saying, Congressman Burton,
if the playing field is level they are willing to compete basically.
And the bottom line is how do you get to that point because we are
not there yet with China. And it is the very nature and structure
of their system that is the principal difference.

So even as a second order of preference, I would be moving in
the direction of a market economy because they recognize the
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United States is the market they have to participate in. If they are
going to succeed economically, they have to prove they are a player
in this market because it is the most competitive market in the
world. And the only way to do that and not face the pressure they
are going to face on trade is to make sure you have that process
continuing to move toward a market economy.

Mr. FALEOMAVAEGA. At least from the time of Mao Tse-Tung,
which nobody disagrees was an extreme situation. They all realize
this is not the way to go. It may be that they are trying to get into
a market economy like other countries. Give them some credit for
their efforts. Certainly I would like to think that they understand
the situation and hopefully that they will make every effort to work
as mutual partners and not as adversaries.

Mr. ALDONAS. And I do have to say that our discussions with the
Chinese leadership, our counterparts, are very pragmatic. They
have specific economic goals. It is up to us to draw the line for the
United States. We have to defend our interests. They have a pretty
clear idea where they are going and where they think they need
to move in terms of the pace of change, and it is our job to tell
them that pace of change has to accelerate otherwise you are going
to see the friction.

Mr. FALEOMAVAEGA. My time is up, but I want to note, Mr.
Chairman, the loss of jobs has been mentioned a couple of times.
This did not just happen yesterday. This has been going on for the
past 10 years. Fifty thousand jobs for textile workers are gone and
it wasn’t necessarily to China. There were other regions of the
world that got these jobs. I wanted to make that point.

Chairman HYDE. Thank you, Mr. Faleomavaega. Mr. Smith.

Mr. SMITH OF MICHIGAN. The reports indicate that most of the
imports from China are produced in factories and companies owned
by t‘l>1e United States and other non-Chinese companies; is that cor-
rect?

Mr. ALDONAS. It depends very much on the industry. If you look
at textiles and apparel right now, which is under assault, actually
most of the factories would be Chinese owned. On the other hand,
in the electronics area most of the investment is from other Asian
countries.

Mr. SMITH OF MICHIGAN. I am from Michigan. A lot of our auto-
motive industry is now being produced in China. What is the rea-
son? Why are our manufacturers, why are our companies moving
to China? What is the greater influence to take advantage of the
China market by producing over there or to take advantage of the
low cost labor by being able to better compete and send their prod-
ucts back to this country?

Mr. ALDONAS. It is both, and both relate to being globally com-
petitive, in the sense that if it is General Motors, Ford, Chrysler,
what they are trying to operate is a globally competitive supply
chain and what that makes them move on a variety of components
is to the lowest price. Unfortunately what our guys are facing in
the tier 3, tier 4 suppliers in the automotive market is a real
crunch on their pricing power, because everyone in the auto indus-
try, since they have to pay for their health benefits and pension re-
tirees and the contracts they have signed, is trying to drive the cost
down and they drive that cost all the way down their supply chain.
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And in fact some of the best businessmen I met when I was going
across the country are from Michigan and they are in tier 3 and
tier 4 and they have to be the best business people to grapple with
this cost structure that the OEMs in the auto industry drive down.

So it basically boils down to price. Some of what they are doing
certainly is to access the Chinese market. General Motors, for ex-
ample, manufacturing in China, doesn’t export the vehicles back
here. Those are for sale in China.

Mr. SMITH OF MICHIGAN. The finished product. But the compo-
nents—still there are a lot of components coming in.

Mr. ALDONAS. Yes.

Mr. SMITH OF MICHIGAN. And I am trying to figure out a couple
things. One is the advantages and disadvantages. Certainly, the
low cost imports and the imbalance of trade that I am told that—
roughly 11 percent of the imbalance of trade comes from China as
opposed to trade throughout the rest of the world?

Mr. ALDONAS. It is a little higher, it is about a fifth.

Mr. SMITH OF MICHIGAN. So the

Mr. ALDONAS. China’s share of the trade deficit about a fifth.

Mr. SMiTH OF MICHIGAN. In terms of that influence on our econ-
omy, in terms of the downward pressure on interest rates, in terms
of what we need to finance this huge deficit spending that govern-
ment is undertaking, so that 100 billion of positive balance that the
Chinese has, where is it going? Is it going into treasuries or equi-
ties?

Mr. ALDONAS. Actually there has been a shift recently and this
is true not just of Chinese investors, but investors generally mov-
ing into treasuries relative to stocks. And it has been a movement
in part because of the performance of the stock market. It was a
shifting out toward bonds. But some of it recently is no doubt be-
cause we are in the market more in the way of public funding.
They are finding security in those treasuries. So there is a circle
where that stuff is coming back to the United States in the form
of investment, but the mixture has shifted. One of the things that
I think when we look out and we worry about is the degree to
which the investment that is coming back in is going into direct
productive investment that will generate a profit that helps you
pay the folks back as opposed to going to current consumption.

Mr. SMITH OF MICHIGAN. Do you have any kind of substitute
crystal ball that can project at what point in the future there is
going to be a balancing out of the advantage—short-term advan-
tages that China has? I am not so much concerned about the short-
term consequences. In fact The Wall Street Journal yesterday,
wherever they come up with their figures, said that China has lost
more manufacturing jobs than the United States has. What I am
concerned with is our long-term ability to increase our competitive
position, our productivity, because if we don’t do that and it starts
looking like other places are a better place to invest, we have be-
come so dependent and so desperate on the investments to finance
our overspending in this country, our overspending in government
to finance our research and development as far as investment in
our equities. Do we know what percentage of our equities and what
percentage of our treasuries are owned by foreign investors?
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Mr. ALDONAS. You know, I don’t know off the top of my head, but
I can get you the answer to it. But the answer to your underlying
question is something quite different than the topic of the under-
lying hearing. Probably the two best measures of our competitive-
ness are, one, our productivity. It is way up. It is sky high. And
indeed, some of the productivity gains are putting pressure on the
ability to generate jobs in the manufacturing sector; in other words,
the more productive you become, you make goods with less things,
you make goods with less people.

Mr. SMITH OF MICHIGAN. In fact, the percentage of our GDP that
comes from manufacturing has slightly increased.

Mr. ALDONAS. While the employment has been going down. What
you are really seeing is the other factor. The other factor is the
share of world trade made up by our exports, and that actually in-
creased from 1980 until about 2001. And then what you saw is a
sharp drop in the share of world trade made up by our exports.
And what that tells you is you are looking at very small growth
with our trading partners.

So while much of the discussion has been about China, one of the
things you have to focus on there is there is no growth in Germany
and there is no growth in Japan, and that is still 20 percent of the
world economy. Basically you have a world economy that is flying
on one-and-a-half engines, the United States and China. China has
grown about 10 percent and we are growing roughly at 4 right now.
And what you are looking at in Japan is still 25 of the GDP in
Asia. You have to buy an awful lot of things from the United States
but the demand is way down because there is no growth. And that
is where you see the sharp fall in our exports.

To address the trade balance, as a practical matter, you have to
see growth abroad. The only other way you will get the trade bal-
ance down is if our economy slows, and nobody is interested in
doing that.

Chairman HYDE. Gentleman’s time has expired. The gentleman
from Texas, Mr. Paul.

Mr. PauL. Thank you, Mr. Chairman. I have a couple of com-
ments and then two questions. It seems like the argument is that
we have lost manufacturing jobs and everybody is concerned about
it and rightfully so and that our dollar is too strong. If we only
could raise the yuan and if they don’t do that we add tariffs. That
seems to be one of the arguments going on in Congress right now,
and I think that is overly simplistic and that it is more complicated
than that. It has to do with the world dealing with fluctuating fiat
currencies. Everybody has the paper currency and everybody is
printing it at a different rate and everybody’s perceptions are dif-
ferent. It is an unmanageable affair in that, if the world had a sin-
gle currency that could be agreed upon that had real value we
wouldn’t even be talking about this.

That is not the case. A good example of what could happen if we
had that would be something that does actually occur in our coun-
try. We have poor States and rich States and we don’t even meas-
ure the difference in the trade between the States. It balances it
out and it becomes a nonissue because everyone is dealing with the
same currency. But politics gets involved. Military gets involved.
Perception gets involved, all sorts of things that create these prob-
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lems. And I think this whole idea, this notion—this idea that if we
could just lower the—or raise the value of the yuan, everything is
going to be okay.

I am interested in the bigger picture of the current account def-
icit, which is made up of more factors than trade. It is made up
of the goods and services as well as earnings. But if you are a free
market person and you don’t want to deal with that, you are get-
ting involved. Then we get into these WTO fights and these trade
fights and they don’t ever get anywhere. If you want to deal with
earnings, then you have to get into capital controls. And that of
course is an end stage of this whole process.

But there is a third element that adds—contributes to our cur-
rent account deficit, and that is our unilateral transfer payments.
Now there is where I think we have the responsibility and we
never talk about it. And yet China has tremendous benefits from
unilateral transfer. If you look at the EX-IM Bank, it is into the
billions of dollars. So we provide their credit for them at a discount
rate, which takes it away from somebody here. At the same time,
they then have dollars left over that they can monkey around with
and prop up their currency. It seems to me—and I have some bills
that would deal with this, that removes these subsidies to our com-
petitors. That to me seems to be going in the right direction of a
more free market rather than going in the wrong direction of
threatening our partners for them to do something that they may
be able to or they may not be able to. And if they don’t, we are
going to threaten with tariffs. That is certainly going in the wrong
direction.

So I would like you to comment on that as well as the whole idea
of competitive devaluations because we are talking about competi-
tive devaluations. Now I never could understand this because they
seem on the short run to have these tremendous advantages. That
is like saying I worked all my life, I put my money in the bank and
I am going to live off my CDs and then somebody comes along and
says, I want to devalue your money. I want you to get a lot less
for your money. It is criminal. It is immoral and wrong. I don’t
think there should ever be an advantage, you know, to devalue the
money that somebody has saved and it is a further incentive not
to save.

Give me an idea of what you think about the economic history
of competitive devaluations. Have they worked? Are they really
worth getting involved in that or is there a good argument of just
forgetting about competitive devaluations?

Mr. ALDONAS. Competitive devaluations don’t work for two rea-
sons. You are right on target there, Congressman Paul, in the
sense that either one, they may give you a short-term advantage,
but it is a hugh cost to your own economy. It is really what as-
sumption you are working under in terms of the economy. You are
trying to raise living standards or you are simply trying to drive
production out the door and keep people employed at any cost. So
those who adopt the latter more mercantilistic approach will gen-
erally say, yes, I am going to engage in a competitive devaluation.

The second thing is that in the longer term, what they generate
is so much friction in the trading system that you will see retalia-
tion. And generally what we saw—although lots of people point to
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Smoot-Hawley as the source of the Great Depression, it wasn't.
That was a reaction to the Fed, but it certainly exacerbated the De-
pression as did the competitive devaluations of that era. And what
it became was just a game of tit for tat where everybody lost.

At the same time, the President’s request that at least among
our major trading partners that the market govern is not con-
sistent with the right approach economically. It is not suggesting
anybody should engage, including us, in any form of competitive
devaluation. What it is saying is the market ought to decide it at
{she end of the day because that is going to be the best resource al-
ocator.

One thing you always put your finger on, which I think is exactly
right, there 1s always a difference you can see at the approach of
the macro level and the micro level approach that our manufactur-
ers face where they just have to grapple with the things that are
shaping their own personal competitive environment. And where
trade policy is right at the interstices between these two things be-
cause I think what you got the target on is the right macro picture
and then how that plays out for the individual manufacturers is
where we see the friction. And my point has always been, if what
you are preaching is getting the economic fundamentals right here
in the United States as well as with China, and that means moving
toward a market economy, there should be no doubt about that.
That is the greatest way to relieve the trade friction in the system,
because when you put things in any part of your economy that con-
strains that sort of thing it generates a sense of unfairness.

Mr. PAUL. Could you comment on the unilateral transfers?

Mr. ALDONAS. There, I think of course you understand that the
perception is going to be you are seeing this competition in that
micro setting and so what you want to do is be able to compete.
So you are right in a sense it is a unilateral transfer to China.
They are benefiting from unilateral transfers not only from the
United States, but from a variety of other players in the market.
But from the guy who has to export, he is looking at how do I com-
pete with the guy who is getting financing from Germans. And the
pressure in terms of the Administration policy has been to try and
clean up that side of it. Let us get out of business at that point.
Until we do though, I think in defense of our exporters, we got to
make sure that we are at least trying to put them on the same
competitive terms.

Chairman HYDE. The gentleman’s time has expired. I want to
thank you, Mr. Secretary, for an exciting afternoon. You certainly
earned your salary today, and we do appreciate your instructive
testimony. Thank you so much.

We have a second panel and I would like to welcome Mr. Frank
Vargo. Mr. Vargo is Vice President of International Economic Af-
fairs at the National Association of Manufacturers, commonly
known as NAM. NAM is the nation’s largest industrial trade asso-
ciation, representing 14,000 member companies, with a mission to
enhance the competiveness of American manufacturers. Mr. Vargo
is the Association’s chief spokesman on trade issues and is leading
the manufacturing community effort to reduce foreign barriers to
American industrial products. Prior to joining NAM he had a dis-
tinguished career at the U.S. Department of Commerce, serving as
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Deputy Assistant Secretary for Asia, Deputy Assistant Secretary
for WTO Affairs and trade agreements compliance, and Deputy As-
sistant Secretary for Europe.

Our next witness is Dr. Nicholas Lardy, a Senior Fellow at the
Institute for International Economics. Prior to joining IIE, Dr.
Lardy was a Senior Fellow in the Foreign Policy Studies Program
at the Brookings Institution for 8 years. From 1991 to 1995, he was
the Director of the Henry M. Jackson School of International Stud-
ies at the University of Washington. Dr. Lardy has taught at the
University of Washington and Yale. He serves on the Board of Di-
rectors and Executive Committee of the National Committee on
United States-China Relations and is a member of the Council on
Foreign Relations. He is the author of numerous books and articles
on the Chinese economy.

I would like to welcome Ms. Thea Lee, Chief International Econo-
mist for the American Federation of Labor and Congress of Indus-
trial Organizations, commonly known as AFL-CIO. This is a vol-
untary federation of 64 national and international labor unions.
And Ms. Lee oversees research on international trade and invest-
ment policy in the AFL-CIO’s Public Policy Department. Pre-
viously she worked as an international trade economist at the Eco-
nomic Policy Institute in Washington, DC and as an editor at Dol-
lars & Sense Magazine in Boston. Ms. Lee is co-author of A Field
Guide to the Global Economy. She has testified before several Con-
gressional Committees on trade issues as well as a frequent guest
on television and radio programs.

Our next and final witness is Ms. Jonna Bianco, President and
Chairwoman of the American Bondholders Foundation. Ms. Bianco
represents over 150 American citizens from more than 25 States
who are holders of over 18,000 Chinese government bonds dating
to 1913. Welcome, Ms. Bianco.

We are honored to have you four appear before us today. And
Mr. Vargo, we will start with you and entreat you to try to confine
your remarks, everyone, to 5 minutes or so, so we can finish at a
decent hour.

STATEMENT OF FRANKLIN J. VARGO, VICE PRESIDENT,
INTERNATIONAL ECONOMIC AFFAIRS, NATIONAL ASSOCIA-
TION OF MANUFACTURERS

Mr. VARGO. Thank you, Mr. Chairman. It is a pleasure to be tes-
tifying on behalf of the NAM. I appeared before this Committee
many times over the years when I was at the Commerce Depart-
ment. I have a prepared statement and just have very brief re-
marks at this time.

The NAM is looking for a very positive and balanced relationship
with China. China poses very formidable challenges to us, but it
also poses enormous opportunities. Our trade with China is the
most imbalanced in the world. One figure, so far this year China
is accounting for 40 percent of the entire growth of all United
States imports of manufacturers from the whole world. Imports
from China are six times as large as exports and that is a very dif-
ficult number to deal with.

My prepared statement shows a matrix on the last page, so you
can see with various export and import growth rates just how dif-
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ficult it is to level off our trade balance much less than having the
deficit decrease. Unfortunately, it is clear that even at 33 percent
annual rate of growth of our exports it is not going to be enough
to begin to stabilize our deficit and keep it from growing rapidly.
We are going to have to have a moderation in our import growth.
And the whole question is how do we do that without resorting to
protections because we can’t do that. We have been there in the
1930s. It doesn’t work. It will just result in cascading protec-
tionism.

The first thing we need to look at is the Chinese currency. It is
controlled just as the Chinese economy is not a market economy,
and were it to become a market currency or to emulate a reason-
able level, this would be a very good start in helping us get our ex-
port growth up and moderate the import growth by the market, not
by United States Government intervention.

Let me just briefly touch on outsourcing, because a couple of
comments have been made that indicate that all this growth is
coming from American companies in China. It is not. Under Sec-
retary Aldonas may not be as familiar with the economic figures
as I am. I once ran the Research Office at the Commerce Depart-
ment, and the latest figures from Commerce state, and these are
the figures, that only 3 percent of our imports from China come
from United States production in China. The vast bulk of United
States production in China is for the local market. And even if you
take Japanese companies and other companies, all of the multi-
national companies that import into the United States are 20 per-
cent of the total. So 80 percent is coming from Chinese companies.
So it is certainly true that a lot of United States companies are
saying they may have no choice but to move to China.

This is still a manageable situation, particularly if we begin ad-
dressing the things that are raising the cost of manufacturing and
making the U.S. a less hospitable place for American manufactur-
ers to be.

My second point is we must press harder for full implementation
of China’s WTO requirements and commitments. It is my view if
we had gotten China into the WTO 15 or 20 years ago, we wouldn’t
have the size of the deficit we have today. We just let China stay
as a closed market for too long, and now we have this situation
where our imports are six times as large as our exports and we say
it is a tough problem, which it is.

But in areas such as semiconductors, Mr. Chairman, where the
Chinese provide in essence a 14 percent subsidy for producing your
chips in China rather than importing them, that is contrary to the
WTO litigation and it has to stop. Ambassador Zoellick is in China
now discussing this and other issues, but we all need to press to
see that China does implement its obligation.

Finally, Mr. Chairman, not all on China’s side, we have to put
our own house in order both by looking at all the factors, the litiga-
tion costs, the health care costs, the energy costs and other things
that are making it difficult for American companies to produce
here. But we also have to recognize we have to do more to sell more
to China.

The NAM would like to work with this Committee, with the Ap-
propriations Committees and with the Commerce Department to
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have a massive, massive increase in United States export pro-
motion to China. We would like to look at ideas such as permanent
American trade centers. We would like to increase the resources for
something known as the Market Development Cooperative Pro-
gram where vertical trade associations, not horizontal ones like the
NAM, can engage in trade promotion using the Export Trading
Company Act creatively with China so we can get thousands of
American companies selling to China. One of the things we have
to do is sell a lot more to China, and a lot of that is incumbent on
us. So there is a lot that needs to be done all around, but the cur-
rency is certainly important.
[The prepared statement of Mr. Vargo follows:]

PREPARED STATEMENT OF FRANKLIN J. VARGO, VICE PRESIDENT, INTERNATIONAL
EcoNOMIC AFFAIRS, NATIONAL ASSOCIATION OF MANUFACTURERS

Mr. Chairman and Members of the Committee:

I am pleased to testify today on behalf of the National Association of Manufactur-
ers (the NAM) regarding the U.S.—China economic relationship. In my testimony
today I would like to discuss the U.S.-China trade imbalance and its impacts on the
U.S. and Chinese economies, the effects of China’s fixed exchange rate, U.S. invest-
ment in China, China’s record in implementing its World Trade Organization (WTO)
commitments, and policies the United States needs to implement to do its part in
bettering the bilateral economic relationship.

The NAM represents 14,000 U.S. manufacturing companies, including 10,000
small and medium-sized firms. Mr. Chairman, I can tell you that no other trade
issue comes close to commanding the attention that China is getting from both large
and small NAM member companies. China is simultaneously the greatest concern
of our import-competing members and the fastest-growing global market for many
larger companies that operate internationally.

I want to stress at the outset that the NAM seeks a positive and balanced trade
relationship with China that reflects market forces as closely as possible. The Chi-
nese economy poses huge opportunities for U.S. exporters and investors, and these
will grow rapidly. We need to nurture these opportunities as we simultaneously deal
with the fact that so many import-competing U.S. firms are challenged by China
as never before.

It is also important to recognize that while the rising trade imbalance with China
is a growing factor affecting U.S. manufacturing production and employment, it is
far from the only factor. Domestic costs, falling U.S. exports, a generalized dollar
overvaluation that is only now ending, regulatory pressures, and other issues are
also at work. China must not be a “scapegoat” and an excuse for not tackling the
other problems. Nonetheless, the economic relationship with China is so important
that it must be addressed.

MANUFACTURING: VITAL TO AMERICA

Since manufacturing only represents about 16 percent of the nation’s output, who
cares? Isn’t the United States a post-manufacturing services economy? Who needs
manufacturing? The answer in brief is that the United States economy would col-
lapse without manufacturing, as would our national security and our role in the
world. Manufacturing is really the foundation of our economy, both in terms of inno-
vation and production and in terms of supporting the rest of the economy. For exam-
ple, only about 3 percent of the U.S. workforce is on the farm, but they manage to
feed the nation and export to the rest of the world. How did this agricultural pro-
ductivity come to be? It is because of the tractors and combines and satellite sys-
tems and fertilizers and advanced seeds, etc. that came from the genius and produc-
tivity of the manufacturing sector.

Manufacturing is truly the innovation industry, without which the rest of the
economy could not prosper. Manufacturing performs over 60 percent of the nation’s
research and development. It also underlies the technological ability of the United
States to maintain its national security and its global leadership. Manufacturing
makes a disproportionately large contribution to productivity, more than twice the
rate of the overall economy, and pays wages that are about 20 percent higher than
in other sectors. But its most fundamental importance lies in the fact that the man-
ufacturing sector truly underlies the entire U.S. standard of living—because it is the
principal way by which the United States pays its way in the world.
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Manufacturing accounts for over 80 percent of all U.S. exports of goods. America’s
farmers will export somewhat over $50 billion this year, but America’s manufactur-
ers export almost that much every month! Even when services are included, manu-
facturing accounts for two-thirds of all U.S. exports of goods and services.

If the U.S. manufacturing sector were to become seriously impaired, what com-
bination of farm products together with architectural, travel, insurance, engineering
and other services could make up for the missing two-thirds of our exports rep-
resented by manufactures? The answer is “none.” That, most basically, is why the
United States cannot become a “nation of shopkeepers.”

Manufacturing went into recession in 2000 and only now—three years later—is
showing signs of a turnaround. Shipments of manufactured goods have fallen an as-
tonishing 5570 billion since 2000, and 2.8 million American factory jobs have been
lost—roughly one in every six jobs. Manufacturing represents 14 percent of the
American workforce, but has accounted for nearly 90 percent of all the job losses
since total U.S. employment peaked in March 2001.

With the tax cuts that have been enacted, low interest rates, and appreciation of
major foreign currencies from their previously highly-undervalued positions, the
stage is now set for a turnaround in manufacturing. However, despite recent prom-
ising signs that the manufacturing sector is recovering from its three-year long re-
cession, U.S. manufacturers continue to struggle in the face of weak demand and
the most intense global competition in history.

The NAM Board of Directors has identified four priority policy areas that demand
prompt attention from government policy makers:

¢ Reducing the cost of producing in the U.S. by containing health care costs,
enacting legal reforms, including asbestos litigation reform, ensuring ade-
quate and affordable energy supplies, and reforming the regulatory process.
This is the single most important problem, and the difficulties of its solution
must not be allowed to preclude action.

¢ Leveling the international playing field by ensuring that our major trading
partners, including China and other Asian nations, reduce trade barriers,
comply with international trade rules and allow markets to determine ex-
change rates.

¢ Promoting innovation, investment and productivity through tax reforms that
encourage investment and R&D, domestic and international tax rules that
keep U.S. manufacturers competitive and promote inward investment, and
strengthened R&D programs.

¢ Ensuring an adequate supply of skilled workers through greater emphasis on
technical education, including engineering and science; expanded business-
government partnerships; and a redirecting of federal programs to assist dis-
placed workers.

The NAM is very pleased with the rising level of awareness on the part of the
Administration and the Congress. Last month Commerce Secretary Evans gave a
major speech in Detroit announcing the launch of a new Administration initiative
on manufacturing that includes many of the NAM’s own recommendations. In addi-
tion, Members of Congress have shown more interest in manufacturing issues and
proposed several positive resolutions that address concerns the NAM has raised, no-
tably on China’s undervalued currency.

TRADE

In looking at why the manufacturing recession is so sharp and why the sector is
behaving differently from the rest of the economy and why recovery is so slow, trade
immediately stands out as a huge factor. Of the $270 billion drop in U.S. manufac-
tured goods shipments since 2000 (through July 2003, at an annualized rate), $80
billion stems from a drop in U.S. manufactured goods exports—accounting for
roughly one-third of the fall in production. A one percent increase in import penetra-
tion of manufactured goods over that time accounted for a further $40 billion of the
production decline—about 15 percent. All of the increase in import penetration came
from China. Import penetration from the rest of the world has been flat since
2000—meaning U.S. imports from them grew no faster than U.S. consumption.

Since 1997 the U.S. merchandise trade balance has gone from a deficit of $180
billion to an annual rate of $545 billion so far this year—an increase of over $350
billion. The fundamental cause has been the extreme run-up in the value of the U.S.
dollar since 1997. At its peak the dollar rose about 25 percent over its early 1997
level according to the Federal Reserve Board’s (FRB) trade-weighted broad currency
index. Using the Institute for International Economics’ rule of thumb that each one
percent change in the value of the dollar leads to a $10 billion shift in the trade



43

balance, the appreciation of the dollar could account for about $250 billion of the
$350 billion increase in the deficit—or about 70 percent.

This is why the NAM worked hard to seek a dollar policy based on market-deter-
mined exchange rates reflecting economic fundamentals. The Administration began
enunciating such a policy last year. More recently, Treasury Secretary Snow has
been very definite in his statements that markets must set currency values free of
intervention. He has succeeded in achieving G-7 agreement, as reflected in their
forceful support for market-determined currencies in the communiqué from their
September 2003 meeting.

With the Administration’s insistence that currency values should be determined
by market forces, major currencies have been adjusting for over a year now. The
FRB index of industrial nation currencies today is virtually back to normal levels,
standing only 5 percent above its early 1997 rate. This welcome development will
do much to move trade toward greater equilibrium. However, the FRB’s broad index
of currencies, which includes most Asian currencies, is still nearly 15 percent above
the (}997 level, basically because Asian countries have not allowed their currencies
to adjust.

Together, four Asian economies—China, Japan, South Korea, and Taiwan—hold
$1.2 trillion of official reserves, up $600 billion in the last four years and up $250
billion in just the last 12 months as they have purchased dollars to prevent an ex-
cess supply of dollars from lowering the value of their currencies. It should be point-
ed out that these four countries account for 60 percent of the entire global U.S.
trade deficit in manufactured goods.

U.S.—CHINA TRADE

The U.S. trade deficit with China is now the largest in the world, standing at
$103 billion last year, as shown in Exhibit 1. China now accounts for close to one-
third of America’s total deficit in manufactured goods trade. Through July 2003,
U.S. manufactured goods imports from China are up 24 percent over the same pe-
riod of last year, while U.S. manufactured goods imports from the rest of the world
are up only 4.8 percent. So far this year, China is accounting for 40 percent the en-
tire increase in U.S. manufactured goods imports. That is why we hear so much
about China from so many of our members.

Trade with China is extremely imbalanced, with imports being six times as large
as exports. This makes correction of the bilateral deficit extremely difficult. Exhibit
2, attached to my statement, shows alternative U.S. trade balances with China in
five years under various import and export growth rates. A continuation of the ex-
isting trends would result in a tripling of the trade deficit, to more than $330 bil-
lion. There is no question that such a level would result in enormous calls for wide-
spread protection. This must be headed off while there is time.

The important thing is that the trade situation with China is still manageable,
if addressed now. While information from our member companies makes it plain
that industries such as plastics, machine tools, hardware, furniture, tool and die and
others are feeling strong pressures from China now, the situation will become con-
siderably more serious unless corrective steps are taken. One good development is
already apparent. U.S. exports to China have broken their long-term trend and are
now growing close to 25 percent a year. I believe this reflects the fact that China’s
market is beginning to open as a result of its entry into the World Trade Organiza-
tion.

Unfortunately, as the matrix in Exhibit 2 makes clear, no feasible sustained rate
of export growth to China can slow the growth of the deficit, precisely because im-
ports are six times as large as exports. Even a 33 percent annual rate of export
growth would see the deficit grow two and a half times in five years, to $250 billion.

Thus if the deficit is to grow more moderately or fall, the rate of import growth
must decline from the rates we have seen. The question, though, is how import
growth rates can be moderated without resorting to protectionism. Protectionism
must be avoided. We cannot reverse the open trading system that has been such
a source of growth for the United States and the rest of the world and risk a down-
ward cycle of trade deterioration. The answer, therefore is that we must rely on
market mechanisms—very importantly, including market-driven currencies.

CHINA’S CURRENCY

There is no question that the Chinese currency is seriously undervalued and is
having a major effect on U.S. bilateral trade and on the trade of other nations as
well.

China has maintained its currency at its 1994 level against the dollar for the last
nine years—despite a huge increase in production capability, productivity, quality,
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production range, foreign direct investment inflows, and other factors that would
normally be expected to cause a currency to appreciate. The currency is controlled
by the government, and is not allowed to fluctuate freely. Were it able to float, the
degree of upward pressure that the yuan would feel is amply indicated in the
amount of reserves that the Chinese government has to accumulate to prevent up-
ward movement of its currency.

China is accumulating dollar reserves faster than any other country. China’s re-
serves at the end of August 2003 stood at $365 billion dollars—120 percent of Chi-
na’s annual exports and nearly one-third of China’s $1.23 trillion GDP. China has
added $110 billion to its dollar reserves in just the last 12 months.

There are many estimates of where the currency would move if it were able to
float—i.e., what its market value would be. The NAM commends the work of Dr.
Ernest Preeg, of the Manufacturers Alliance, as well as that of the Institute for
International Economics’ Dr. Morris Goldstein, as well as other economists’ esti-
mates. Most estimates indicate an undervaluation between 15 and 40 percent. Given
the price pressures expressed by many NAM member companies, I tend to believe
the market price would be toward the upper end of that range.

The Chinese currency is the key, not just because of the huge bilateral imbalance,
but also because other Asian countries are all looking over their shoulders at Chi-
nese competition and are reluctant to allow their currencies to move up against Chi-
na’s. Once China’s currency appreciates, though, they will be less reluctant to allow
theirs to move upward as well.

Would a considerably stronger Chinese yuan have beneficial effects? Absolutely.
Many of our member companies tell us that a 20 percent or more price shift would
change the competitive situation dramatically.

Moreover, China’s huge purchases of dollars are pumping so much local currency
into the Chinese economy that it is getting overheated and risks a serious asset bub-
ble and inflation that will worsen the living standards of many Chinese. The Inter-
national Monetary Fund’s (IMF) recent international economic report makes it plain
that currency reserve buildups by Asian nations are destabilizing to the world econ-
omy and need to be addressed. Thus a currency revaluation that would slow China’s
reserve accumulation would be a “win-win” situation.

Commentators who state that Chinese wages are so low that no amount of cur-
rency appreciation would make a difference overlook the fact that labor costs are
only one factor in the production process. In fact, production worker wages and ben-
efits are only 11 percent of the cost of U.S. manufactured goods, on average. An ex-
change rate reflecting market forces would shift the competitive equation signifi-
cantly. Certainly many Chinese industries would remain extremely competitive, but
others would find their artificial advantage diluted. U.S. exports would also grow
more rapidly, helping to bring about a more sustainable trade position.

At that same time, the currency situation and trade with China must be seen in
their proper perspectives. While the undervalued Chinese yuan is a major aspect in
our growing bilateral trade imbalance, it is not the only factor. Growing concerns
over China’s shortcomings in implementing World Trade Organization (WTO) com-
mitments and other factors are important factors in the imbalance as well, and I
will turn to WTO implementation later in my statement.

Additionally, it is important to recognize that not all of China’s rapid export
growth to the U.S. market competes with U.S. production. For example, Japan’s
share of U.S. imports has fallen as China’s has risen—implying the possibility of
considerable substitution of Chinese for Japanese goods. China is now the largest
supplier of computers and related components into the U.S. market. Yet in 2000,
China was only our 5th-largest supplier. Though total U.S. imports of computers
and components fell from 2000 to 2002, imports from China soared nearly 50 per-
cent, while imports of these products from Japan fell 50 percent and from Korea
fell over 40 percent.

The Administration has recognized the importance of having a Chinese currency
that reflects market forces, and the NAM applauds the initiatives the President has
taken and the work that Treasury Secretary Snow has been doing to obtain progress
in this direction. It is important that these efforts bear fruit.

CHINA AS A MARKET

Let me stress that we are seeking a market-oriented approach to U.S.—China
trade. The U.S.—China trade relationship needs to be among the largest and strong-
est in the world, and needs to proceed in a way that clearly benefits both countries.
It is also very important to avoid viewing China in a one-sided manner. In addition
to being a rapidly rising supplier of imports into the U.S. market, China is also a
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quickly growing market for foreign goods and services, and this must not be over-
looked.

Last year China was our fastest-growing export market. While our overall exports
fell 5 percent, our exports to China were up 15 percent. Last year China was the
second-largest market for U.S. commercial jet aircraft. China has the same potential
for many products.

There is enormous potential for expansion. Only 8 percent of China’s imports
come from the United States. The European Union sells considerably more to China
than we do. We need to examine why the U.S. has such a small share of China’s
import market, and what—in addition to a currency shift—U.S. exporters need to
do to change this situation and help boost two-way trade.

Exporting is not the only way American companies sell abroad. In fact, investing
overseas to produce in markets abroad is the predominant way that American com-
panies compete around the globe. These investments strengthen the competitive
ability of American firms globally and allow them to increase their market position
in countries all around the world.

American companies invest in China, as they do in other countries, but the size
of the investments are surprisingly small. Ninety percent of U.S. foreign direct in-
vestment goes to the high-income countries, predominantly Europe, to enable U.S.
producers to be close to the market. The vast majority of the production of U.S. af-
filiates is sold locally, in the country of production. Aside from Canada, whose econ-
omy is tightly inter-related with ours, only 10 percent of U.S. offshore manufac-
turing production is exported back to the United States. The rest is consumed lo-
cally or exported to third countries.

The same is true with U.S. investments in China. First, they are still very small.
Less than 5% of U.S. global foreign direct investment in manufacturing is going to
China. Commerce Department data show that the bulk of the output of U.S. firms
in China is sold in the local Chinese market. Commerce’s data imply that only three
percent of U.S. imports from China came from U.S. manufacturing affiliates there.
Census Bureau data show that imports into the United States by all multinationals
(U.S., European, Japanese, etc.) from their Chinese affiliates account for only 20
percent of total imports from China.

Thus, the data do not support the view that a huge rush of outsourcing has re-
sulted in our trade imbalance with China. Nevertheless, it is certainly true that
more U.S. companies are beginning to talk about the necessity of moving to China
to stay globally competitive. A growing erosion of our manufacturing base is a real
possibility. The best way to ensure that investment flows follow economic fundamen-
tals while maintaining growing manufacturing production in the United States is
to have market-determined currencies and a better investment environment in the
United States. We need to avoid artificial factors that distort trade and investment,
but we must also take the steps necessary to reduce the cost of production in the
United States and to improve the attractiveness of the United States as a place for
both U.S. and foreign companies to invest.

CHINA’S WTO COMPLIANCE

China’s accession to the World Trade Organization in December 2001 was an im-
portant positive development for manufacturers because China has now committed
to abide by the same international trade rules that apply to the United States and
most other countries. Prior to China’s accession to the WTO, we had very few en-
forceable rights in trade with China. Now, with its accession to the WTO, China is
reducing tariffs and quotas, and is required to make far-reaching changes that will
enable U.S. firms to have a much more open market in China. It is absolutely essen-
tial that those changes and commitments be fully implemented by China.

The Office of the U.S. Trade Representative recently asked for views on China’s
WTO compliance. In order to provide an accurate NAM view to USTR, we surveyed
our members. What we found is that as China concludes its second year as a WTO
member, its compliance record is decidedly mixed.

While U.S. exports to China continue to increase (by 22 percent in Jan.—June
2003) and a growing number of U.S. companies are trading and investing there, the
NAM has also received far more complaints about unfair Chinese practices than in
the previous year. These practices are playing a significant role in sustaining the
large U.S.-China trade imbalance.

Currency Manipulation—In the view of many manufacturers, China’s undervalued
currency 1s the single most important factor driving the growing trade imbalance
between the United States and China. As I have discussed this extensively already,
I will only add that China’s tightly controlled currency creates a trade disadvantage,
and we view this as going against the intent of the WTO, which seeks to remove
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trade barriers and allow markets to determine trade flows. Article XV, for example,
states that “Contracting Parties shall not, by exchange action, frustrate the intent
of the provisions of this Agreement . . .”

Subsidized Exports—We continue to receive reports from different industries that
Chinese products are being sold in the United States at prices so low that they could
not even cover the cost of raw materials and shipping much less full production and
marketing costs. These reports suggest the possibility of widespread use of sub-
sidies, either direct or indirect, to help Chinese exporters gain a competitive advan-
tage in the U.S. market. One important source of indirect subsidy is continued bank
lending to money-losing and insolvent Chinese manufacturers, often state-owned or
state-controlled enterprises. Since the Chinese banks providing these loans are ei-
ther state-owned or state-controlled, the Chinese government bears responsibility
for their lending practices.

Counterfeiting and Ineffective Enforcement of IPR Protection—While Chinese laws
on intellectual property rights (IPR) have improved considerably, the lack of effec-
tive enforcement of the IPR protection remains a serious problem. Violations of
trademarks through product counterfeiting is rampant and on a massive scale. The
violations involve a wide range of products, including consumer hygiene and health
care products, athletic footwear, pharmaceuticals, food and beverages, motorized ve-
hicles and even entire automobiles. And the also involve unauthorized use of U.S.
testing and product quality marks. China needs effective laws and enforcement to
criminalize counterfeiting. It also needs to enforce commitments to stop the export
of counterfeit goods.

Manipulation of VAT and Other Taxes—We have reports that China is manipu-
lating the application of taxes, notably the Value-Added Tax (VAT), to both restrict
imports and indirectly subsidize exports. For example, the scrap recycling industry
and semiconductor industry have brought specific examples to our attention. In the
case of semiconductors, the rebate to domestic, but not foreign, producers could pro-
vide as much as a 14% production advantage for firms to locate in China—and ap-
pears to be contrary to the WTO’s basic requirement that foreign firms receive na-
tional treatment for their exports to China.

Inappropriate standards and product testing requirements—NAM members have
raised concerns about application of technical standards and the “CCC” China qual-
ity mark system. We note several problems including the high cost of having Chi-
nese inspectors audit factories in the United States and other foreign countries on
compliance with the standards; continued delays in allowing U.S. testing and certi-
fying bodies to certify compliance for the CCC mark; and lengthy delays and rel-
atively high cost of obtaining testing and certification for the CCC mark in China.
Product-specific problems were reported that affect electrical products and tires.

In short, then, we see a variety of unfair practices that are impeding U.S. exports
to China or providing Chinese products with competitive advantages in the U.S. and
global marketplace. On the other hand, China has implemented most of its required
changes, or at least has put laws into place. Some significant problems remain,
though, despite the attempts of the Beijing government to bring about the necessary
changes.

The NAM recognizes that China is still in transition to a market economy and
in the process of phasing in certain WT'O market-opening commitments. However,
because China is such an important global importer and exporter, it is vital that
the United States work to ensure that China complies with all WTO obligations and
particularly those that have a significant impact on U.S. economic interests.

MASSIVE EXPORT PROMOTION PROGRAM

There is one more dimension to our trade I would like to discuss before concluding
my statement, Mr. Chairman—and that is our exports to China. The NAM believes
we must undertake a massive joint public-private export trade effort to increase
U.S. exports to China. In 2003, China is set to become the world’s 3rd largest im-
porter but the United States only has an 8 percent share of all Chinese imports.

We believe that very rapid rates of U.S. export growth to China are possible—
rates of 25-33 percent annually. There is no reason the United States could not dou-
ble or triple its share of China’s imports and benefit fully from China’s rapid
growth. This would make a significant contribution towards more balanced and sus-
tainable trade with China and would also make a substantial contribution to U.S.
economic growth.

We believe the time has come for a total revamping of the U.S. government’s ex-
port promotion efforts in China. The stage is set. With China’s market opening
moves stemming from its WTO obligations, restoration of reasonable exchanges
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rates vis a vis our major competitors, and what we hope will be a Chinese currency
that reflects a reasonable market valuation, U.S. export are set to boom.

But they will not do so on their own. The Chinese market is too distant and unfa-
miliar to most U.S. companies, and they need a partnership with the U.S. govern-
ment—and particularly the Commerce Department. The NAM envisions a bold pro-
gram, which could include:

¢ Permanent American Trade Centers that will attract Chinese buyers to see
U.S. products and technologies,

¢ A large increase in Commerce Department personnel in China, with a full
market research program and tailored export promotion assistance to indi-
vidual firms,

¢ A huge increase in export financing to put us on a par with competitors,

¢ A several-fold increase in the Market Development Cooperator Program ena-
bling vertical industry associations (not horizontal ones like the NAM) to pro-
mote their industries’ exports, and

¢ Imaginative use of the Export Trading Company Act to create China-specific
trading companies enabling thousands of U.S. companies to penetrate the
Chinese market.

The NAM looks forward to working with the Congress and the Administration to
discuss these and other ideas that could bring into reality our vision of a truly mas-
sive program to expand U.S. exports to China.

CONCLUSION

I want to conclude by reiterating that China is only one of the problems facing
American manufacturing. We will not succeed in preventing the migration of our
manufacturing base to China and other foreign countries if we do not address the
high cost of manufacturing in the United States and get the U.S. economy moving
again. A fairly valued Chinese currency is important, but we must not forget that
the bulk of our problems are home-grown.

U.S. industry is burdened by legal and regulatory systems that retard growth and
destroy jobs. Unrestrained asbestos liability alone, for example, could cost U.S. in-
dustry $250 billion, resulting in the bankruptcy of even large corporations. Rapidly
rising health care costs are a constant worry, particularly for small manufacturers.
Uncertainty over sources of energy supply has led to price volatility. Lack of support
for research and development threatens to undermine U.S. technology leadership.
And shortages of skilled workers have many manufacturers wondering how they can
expand in the future.

Additionally, bilateral, regional and WTO trade agreements must be negotiated as
quickly as possible to get foreign trade barriers eliminated, or at least down to our
own low level. U.S. tariffs on manufactured goods average less than 2 percent, while
in many parts of the world U.S.-made goods face tariffs 10-15 times higher—or even
more.

Unless these challenges are also addressed, we can expect a growing erosion in
the U.S. industrial base. Competition with China will only accelerate the trend.
However, if we begin to act now, with both a refocused and positive trade policy to-
ward China and a concerted strategy on economic growth and manufacturing re-
newal, we can restore the dynamism and competitiveness of U.S. industry and en-
sure the global leadership that is so central to our economic and national security.

Thank you, Mr. Chairman.
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Exhibit 1

U.S. TRADE WITH CHINA
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EXHIBIT 2
ALTERNATIVE U.S. TRADE DEFICITS WITH CHINA

20-Year Trend: Exports to China up 12% per year;
Imports up 20% per year

IF THESE TRENDS CONTINUE FOR 5 MORE YEARS
THE CHINA TRADE DEFICIT WILL TRIPLE, TO $330 BILLION

Projected 2008 Trade Deficits with China
Under Alternative Export and Import Growth Rates
{Biltions of Dollars)
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Chairman HYDE. Thank you, Mr. Vargo.
Mr. Lardy.

STATEMENT OF NICHOLAS R. LARDY, PH.D., SENIOR FELLOW,
INSTITUTE FOR INTERNATIONAL ECONOMICS

Mr. LARDY. I am delighted to have a chance to be here and talk
to you about this very important trade relationship between China
and the United States. I think you have heard the numbers al-
ready. China is our third largest trading partner today. The United
States is China’s second largest trading partner, and the trade be-
tween the two countries is growing extremely rapidly.

I would like to begin talking primarily about the causes of the
bilateral trade imbalance. We have heard a lot about it already this
afternoon. It has been a continuous source of concern, and I want
to underline what I think was one of the key points that Secretary
Aldonas didn’t have time to elaborate, and that is that the bilateral
trade imbalance has emerged primarily because China has become
the leading location for the assembly of a broad range of goods that
used to be assembled elsewhere in Asia. The parts and components
for these goods come predominantly from elsewhere in Asia. The
final goods are sold predominantly in North America and Europe,
and the result is that China has a large and growing deficit in its
trade with most of its Asian trading partners and a large and
growing surplus in its trade with the United States and with Eu-
rope.

I think this is a structural deficit. It reflects very little about ex-
change rates or Chinese protectionism. I have said for at least a
decade that because of this underlying structural problem the sur-
plus that China has with the United States is likely to continue to
expand as we go forward regardless of what happens to the Chi-
nese exchange rate.

Now let me turn secondly to the question of whether or not this
is an open or a closed economy. I think we heard a number of ex-
pressions today that China is basically a pretty closed economy and
it is very hard to sell there. I would point out that over the last
12 years; that is, from 1990 to 2002, Chinese imports grew at an
annual rate of 15 percent. They went from $53 billion to $295 bil-
lion. In the first 9 months of this year, China’s imports rose by an
additional 40 percent. Their imports this year will grow by more
than 100 billion U.S. dollars. Chinese total imports this year will
exceed those of Japan for the first time. This will make China the
third largest importing economy in the world.

If you look at the ratio of imports to GDP, which is a common
indicator, it has roughly doubled over the last 13 years, up about
15 percent from 1990. It will be more than 30 percent this year.
In Japan that ratio is 8 percent. In the U.S., that ratio this year
will be about 14 percent. As measured by the ratio of imports to
what the economy is producing for a large continental size of the
economy, China has a remarkably high import ratio.

I point out finally that their import tariffs are very low. Their
import tariffs on manufacturers are only 10 percent. They will go
to 9 percent when China’s WTO commitments are fully phased in
in 2005. If you take four other large economies, when they fully im-
plement their Uruguay Round commitments in 2005, I am talking
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about Argentina, Brazil, India and Indonesia, their tariffs on man-
ufactured goods will be 31 percent, 27 percent, 32 percent and 37
percent, respectively. In other words, China already has the lowest
tariffs of any emerging market economy. They are substantially
lower than most other comparable economies.

I will close finally with a few remarks on the exchange rate. 1
certainly agree with what has been said by several people already.
The Chinese currency is undervalued. I think the Chinese leaders’
own actions already implicitly have acknowledged that. They are
taking a series of ad hoc measures to try to reduce pressure on the
currency. They do not want to, however, introduce a float. And in-
deed, I would say that a floating exchange rate with liberalized
capital controls is desirable in the long one, but it certainly is not
a viable strategy now even though it is highly desirable in the long
run. I think the appropriate strategy now would be a revaluation
in the range of 15 to 25 percent. I think that would help them end
the buildup of foreign exchange reserves which is complicating the
ability of the authorities to conduct monetary policy. I would has-
ten to add even if China were to revalue by this amount, the effect
of the bilateral deficit would be modest, perhaps less than $10 bil-
lion. It could be somewhat larger if it led Taiwan and South Korea
and perhaps other Asian countries to revalue their currencies as
well. But a Chinese revaluation even in the 15 to 25 percent range
would not make a huge difference to the bilateral trade imbalance.

As I said earlier, I think there is a long-term structural problem
that has very little to do with either the exchange rate or Chinese
protectionism.

Thank you very much.

[The prepared statement of Mr. Lardy follows:]

PREPARED STATEMENT OF NICHOLAS R. LARDY, PH.D., SENIOR FELLOW, INSTITUTE
FOR INTERNATIONAL ECONOMICS

Thank you very much Chairman Hyde for inviting me to appear before this House
Committee on International Relations hearing on United States China economic
ties.

Bilateral trade between China and the United States has grown rapidly in recent
years. China is now our third largest trading partner. Firms located in China are
now the second largest supplier of imports to the United States, having gone ahead
of Japan in 2002 and Mexico this year. China is the sixth largest market for firms
located in the United States. The United States is China’s second largest trading
partner. The United States has long been the single largest export market for firms
located in China, taking over 30 percent of total exports produced in China. It has
been a more modest supplier of imports, for reasons explained below.

Causes of the Bilateral Trade Imbalance

While bilateral economic ties between China and the United States are robust,
they have been characterized for more than two decades by a growing bilateral
trade imbalance. Initially the balance in China’s favor was small. But in recent
years it has grown substantially and now constitutes the largest single bilateral def-
icit of the United States. The principal cause of the growing imbalance is not the
nature of China’s exchange rate system or Chinese protectionist measures that keep
out foreign goods. It is rather that China has become a leading location for the as-
sembly of a broad range of manufactured goods, most of which previously were as-
sembled elsewhere in Asia. The major parts and components that comprise these
goods are purchased mainly from other Asian countries and the final goods are sold
predominantly in North America and Europe. The vast majority of these goods are
assembled by foreign firms that have relocated their assembly activities to China.
It is no accident that as the U.S. bilateral deficit with China soared from US$10
billion in 1985 to over US$100 billion last year that the share of China’s exports
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prodtaced by foreign firms rose from 1 percent to 52 percent over exactly the same
period.

As a result of China’s emergence as a major base for foreign firms to assemble
manufactured goods, China runs a trade surplus with the United States and Europe
and a significant deficit with Asian countries. Its overall trade surplus, however, is
quite modest. As measured by its current account, its surplus has averaged only 2
percent of gross domestic product since it pegged its currency to the U.S. dollar in
1994. This year, for reasons explained below, its current account surplus will be
below 2 percent.

China’s global pattern of trade—surpluses with the United States and Europe but
deficits with most of its Asian neighbors—stems from several sources. First, and
most importantly, it reflects Chinese policies welcoming foreign direct investment,
particularly in manufacturing. Foreign firms by the end of the first half of 2003 had
invested about US$480 billion in China, far and away the largest amount of foreign
direct investment in any emerging market. A little over half of all this investment
has been in the manufacturing sector. Not only does China place few restrictions
on foreign ownership of manufacturing firms, through its tariff and other policies
it allows foreign firms that produce for the export market to operate at international
prices. Machinery and equipment that goes into foreign joint ventures and wholly
foreign-owned firms is entirely exempt from import duties. And the foreign-sourced
parts and components that are assembled into finished goods are also exempt from
all import duties when they are reexported in the form of finished goods. Moreover,
manufacturers are eligible for a rebate of almost all domestic valued-added taxes
they have paid for any content in their exported goods that is sourced from within
China. Combined with relatively low cost, high productivity labor, these policies
have made China one of the most competitive global locations for the assembly of
manufactured goods for export.

China’s globally competitive position is clearly reflected in the pattern of U.S. im-
ports. China, not South Korea and Taiwan as in the past, became in the early 1990s
the single largest source of imported footwear in the United States market. China,
not South Korea, Taiwan, and Hong Kong as was the case in earlier years, for more
than a decade has been the single largest source of imported toys and sporting goods
in the United States market. And China last year replaced Japan and Mexico as
the largest single source of U.S. imports of consumer electronic products and infor-
mation technology hardware such as computers.

The pattern of trade mentioned above, in which China runs trade surpluses with
the United States and to a lesser extent the European Union while running trade
deficits with its Asian neighbors, stems also from two additional factors. First, firms
based in other Asian countries have undertaken the vast majority of foreign direct
investment in China. Contrary to the common impression here, United States and
European firms are relatively minor investors in China. Asian firms, notably those
from Hong Kong, Taiwan, Korea, and Japan account for about 70 percent of China’s
inward foreign direct investment. Firms based in these countries tend to source
their high valued added parts and components for their China operations from their
home countries. As a result China, for example, last year ran a massive trade deficit
of more than $25 billion in its trade with Taiwan. Two-thirds of China’s imports
from Taiwan last year consisted not of finished goods but of parts and components
that subsequently were assembled in factories owned by Taiwan firms. The result-
ing final goods were exported into the global market, predominantly to the United
States and Europe.

A second factor is that unlike other Asian firms that tend to use China as an ex-
port platform, most U.S. and European firms operating in China have invested
there primarily to sell into the domestic market rather than to export. The best ex-
ample would be Volkswagen, which has had a dominant share of the Chinese car
market for over a decade. The output of Volkswagen’s joint ventures in Shanghai
and Changchun is sold entirely on the domestic market. Firms producing for the do-
mestic market tend also to source their inputs largely on the domestic market rath-
er than from their home countries.

In short, American and European investment in China is relatively modest and
geared primarily to the domestic market. The investment of Asian firms in China
is not only much larger but it tends to be directed to sales in North America and
Europe. And these Asian firms source a large share of parts and components they
use from their home countries. The combination of these factors creates the pattern
of trade sketched earlier.

Finally, I would underline that China’s large and growing bilateral surplus in its
trade with the United States does not constitute evidence that China’s trade prac-
tices are systematically protectionist. Yes, China does protect some specific sectors
and products, at times in violation of its commitments to the World Trade Organiza-
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tion. But China is certainly one of the most open; perhaps the most open of all
emerging market economies.

China’s high degree of openness is reflected in several measures. First, its global
imports have been growing at a prodigious rate in recent years. China’s imports
grew from US$53.4 billion in 1990 to US$295 billion last year, a growth rate of
more than 15 percent annually. This year China’s imports in the first nine months
increased by 40 percent, more than double the rate of increase in the first nine
months of 2002, and are on track to expand by well over US$100 billion for the year
as a whole. China’s global imports this year, which are likely to exceed $400 billion,
will for the first time exceed those of Japan, making China the third largest import-
ing nation in the world after only the United States and Germany. China’s economic
growth this year is exhibiting a distinct up tick. It is a measure of the relative open-
ness of its economy that as economic growth has accelerated this year that Chinese
import growth has accelerated at an even more rapid rate.

A second measure of China’s economic openness is the ratio of its imports to gross
domestic product, sometimes called the import ratio. China’s import ratio increased
from under 15 percent in 1990 to almost 25 percent last year. This year the ratio
likely will reach 30 percent. Thirty percent is almost four times Japan’s import ratio
of 8 percent and twice the likely 14 percent import ratio for the US this year.

A third measure of China’s openness is the degree of protection provided by its
import tariffs. Even prior to the time China became a member of the World Trade
Organization it had reduced its average import tariff rate by about three-quarters,
from a peak of 55 percent in 1982 to 15 percent at the beginning of 2001. Today
China’s average import tariff is 11.5 percent and the average tariff on manufactured
goods is only 10.3 percent. This, of course, is significantly higher than the tariff lev-
els of the United States and other advanced industrial economies. But China’s aver-
age tariff rate on imported manufactured goods is far lower than the rates pre-
vailing in other large emerging markets. For example, when their Uruguay Round
commitments are fully implemented in 2005 the average tariff on manufactured
goods in Argentina will be 31 percent, in Brazil 27 percent, in India 32 percent, and
in Indonesia 37 percent. China’s current import tariff rate of 10.3 percent on manu-
factured goods is scheduled to drop to 9 percent by 2005, only one-quarter to one-
third the rates that will prevail in these four countries.

In short by all three standards—the large size and rapid expansion of the volume
of imports, the high and rising ratio of imports to gross domestic product, and the
sharply declining and relatively low degree of tariff protection—China is a relatively
open economy. That conclusion does not absolve China of its need to fully implement
its WTO commitments. The Office of the United States Trade Representative and
other U.S. government agencies should continue to press China to fulfill all of its
trade commitments. While China’s full compliance with its commitments could be
quite important for some individual U.S. exporters, it is important to bear in mind
that it is unlikely that full compliance would have a major impact on the bilateral
deficit the United States has in its trade with China. That deficit is a function of
the structural factors discussed above, not protectionism in China.

China’s Exchange Rate

Is China’s currency undervalued? If so what is the appropriate Chinese response?
What difference would this response make to bilateral trade between the United
States and China?

There is little doubt that the Chinese currency is undervalued. Since it pegged
its currency to the dollar in 1994 China has had a current account surplus aver-
aging two percent of its gross domestic product. And in the four years since the
Asian financial crisis China has also had a capital account surplus of a little over
1 percent of gross domestic product. To keep the currency pegged at 8.28 yuan to
the dollar China’s authorities have had to purchase significant amounts of foreign
exchange in recent years and reserves have risen accordingly.

The Chinese authorities, through their own recent actions, have implicitly admit-
ted that the yuan is undervalued. To date they have chosen to try to reduce the
pressure on the currency through a series of ad hoc measures, rather than making
any change to their exchange rate regime. Just last week the government an-
nounced that it would reduce by an average of three percentage points the rate at
which it rebates the value-added tax on products that are exported. That will tend
to make Chinese exports more expensive in international markets. But, unlike an
exchange rate change, this will have no effect on the relative price of imports. The
authorities also have signaled an easing in the approval process for outward-bound
foreign direct investment; liberalized outbound Chinese tourism; and allowed one
domestic financial institution to issue dollar-denominated debt. They are contem-
plating allowing domestic insurance companies to purchase foreign-currency de-
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nominated financial assets; approving a qualified domestic institutional investor
program that would allow Chinese, within carefully defined limits, to invest in secu-
rities traded on foreign markets; and so forth. All of these measures would tend to
increase the demand for or reduce the supply of foreign exchange, which would con-
tribute to a lessening of the build-up in official foreign exchange reserves.

The United States policy of encouraging China to adopt a more flexible exchange
rate system is certainly appropriate as a long-term objective. The Chinese authori-
ties over the years have repeatedly expressed the goal of moving toward a convert-
ible currency and a more flexible exchange rate regime. There is no debate on the
long-term desirability of such a policy.

In the short and medium run, however, a convertible currency and a floating ex-
change rate is not a viable option for China. Chinese households have more than
ten trillion yuan deposited in savings accounts in the banking system. Very few Chi-
nese savers have had any opportunity to diversify the currency composition of their
financial savings. Eliminating capital controls could well lead to a substantial move
into foreign-currency denominated financial assets, most likely held outside of Chi-
nese banks. Given the well-known weaknesses of China’s major banks, such a move
could easily precipitate a domestic banking crisis. As a result, the authorities do not
anticipate relaxing capital controls on household savings until they have addressed
the solvency problems of the major state-owned banks.

My colleague at the Institute for International Economics, Morris Goldstein, and
I recently have written two articles outlining the case for a revaluation of the Chi-
nese currency. Our tentative judgment is that the currency is undervalued by an
amount in the range of 15 to 25 percent. We believe that the currency should be
revalued and at the same time the authorities should widen the band within which
they permit market forces to determine the value of the currency and that at the
new parity the Chinese currency should be pegged to a basket of currencies rather
than pegged simply to the U.S. dollar. I have submitted these two articles, which
appeared originally in the Financial Times and The Asian Wall Street Journal, for
the record so will not repeat the case for revaluation here.

What difference would a revaluation of the yuan by 20 percent, the mid-point of
our range, make to the bilateral trade relationship? A 20 percent revaluation of the
yuan would reduce China’s current account position by about US$40 billion, that is
imports would increase and exports would contract by an amount summing to
US$40billion. Since the U.S. accounts for somewhat less than one-quarter of China’s
trade, the expected reduction in the U.S. bilateral trade deficit with China would
be under USEIO billion. Given the lags with which in the price effects of an ex-
change rate change work through the markets, the US$10 billion likely would be
reflected in a slowdown in the rate at which the bilateral imbalance grows, rather
than a reduction in the absolute size of the deficit.

The effect of a Chinese revaluation on the overall U.S. current account, however,
is likely to be much larger than the influence on the bilateral trade balance alone.
The reason is that China may be the key to a general realignment of Asian cur-
rencies. Given China’s increasing competitiveness as a global exporter, Taiwan and
South Korea, for example, have been reluctant to let their currencies appreciate. In-
stead they have been intervening in the market, adding substantially to their for-
eign exchange reserves to prevent their currencies from appreciating. China’s reval-
uation could well be a catalyst for revaluation of the Taiwan dollar and the Korean
won, as well as helping to sustain the recent appreciation of the yen vis-a-vis the
U.S. dollar. The cumulative effect on the overall U.S. current account deficit of such
a general realignment of Asian currencies in response to a 20 percent revaluation
of the yuan would be several times the $10 billion estimated reduction in the U.S.
bilateral trade deficit with China.

The Wall Street Journal
September 12, 2003

COMMENTARY

TwO-STAGE CURRENCY REFORM FOR CHINA
By MORRIS GOLDSTEIN and NICHOLAS LARDY

It was the unstoppable force meeting the immoveable object. During his recent
visit to Beijing, U.S. Treasury Secretary John Snow stated that his objective was
to get China to commit to moving to a “free-floating” currency, while senior Chinese
officials stressed the contribution that a “stable” yuan had made to economic sta-
bility and development in China, Asia and the world. How then to square the circle
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that seems to call for three objectives: a near-term revaluation of the yuan, greater
stability of the yuan in the medium term and greater flexibility and market deter-
mination of the yuan a little later down the road?

Most proposals for Chinese currency reform fall prey to one of two problems. If
revaluation of the yuan has to wait until China is willing to undertake full capital-
account liberalization, then the rest of the world has to live for too long with a mis-
aligned yuan. Alternatively, if China is asked to free float the yuan and adopt cap-
ital-account convertibility before it puts its domestic financial sector on a firmer
footing, it would be casting aside one of the main lessons of the Asian financial cri-
sis.

Our answer to this dilemma is that China should view reform of its currency re-
gime as a two-step process. The first step should be a medium-size (15% to 25%)
revaluation of the yuan, a widening of the currency band (to between 5% and 7%,
from less than 1%), and a switch from a unitary peg with the dollar to a three-cur-
rency basket peg, with weightings of roughly a third each for the dollar, euro and
yen. Step two should be adoption of a managed float, after China strengthens its
domestic financial system enough to permit a significant liberalization of capital
outflows.

The Chinese leadership implicitly recognizes the yuan is undervalued. But they
apparently believe the disequilibrium in the foreign-exchange market can be amelio-
rated by selective liberalization of current- and capital-account transactions while
leaving unchanged the current fixed parity with the dollar.

The authorities recently increased the amount of yuan that Chinese tourists can
convert to foreign currency and began to allow Chinese firms with certain types of
foreign-exchange earnings to retain them rather than surrender them to the central
bank. They have given the green light for a state-owned bank to issue its first dol-
lar-denominated bond on the domestic market and have already signaled that re-
quests for outward foreign direct investment are now more likely to be approved.

They are also discussing a reduction in the value-added tax export rebate rate to
11%, down from its current level of 15%. And they may allow mainland residents
and certain financial institutions to purchase limited amounts of foreign securities.
The authorities hope that these steps will either increase demand for, or reduce sup-
ply of foreign exchange, thus relieving the upward pressure on the currency.

While the go-slow approach presumably appeals to the leadership because of its
limited short-run effect on China’s exports, incoming FDI, and trade-related jobs, it
is likely to do little to remove the misalignment of the yuan that has pushed China’s
overall balance of payments into a larger surplus, fed a huge reserve accumulation
over the past 18 months, and increasingly concerned many of China’s trading part-
ners, including the United States, Euroland, Japan and South Korea. Very small ad-
justments could simply stoke further capital inflows by persuading market partici-
pants that speculation on the yuan is a one-way bet. Although the low interest rates
paid on domestic central bank bonds has meant that sterilization of international
reserves has so far been less onerous in China than in many other emerging econo-
mies, experience shows that sterilization becomes more costly and less effective the
larger it is and the longer it goes on.

With its mountain of bad loans, China cannot afford to let capital inflows exacer-
bate the already excessive expansion in bank lending, money-supply growth and in-
vestment. The recently announced increase in reserve requirements for banks indi-
cates that overextension of the financial system is now clearly visible on the central
bank’s radar screen.

In contrast, consider the advantages of our proposal for a medium-size revalu-
ation. This would immediately deal with the existing undervaluation of the yuan
and remove the incentive for further speculative capital inflows and reserve accumu-
lation. No longer would the foreign component of the money supply be working at
cross-purposes with the needs of domestic stabilization. It would show trading part-
ners that China is not attempting to manipulate its exchange rate, thereby less-
ening the threat of protectionist measures against China’s exports. It would make
the yuan part of the solution to the global pattern of payment imbalances—not part
of the problem.

In doing so, it would add to the plaudits that China received during the Asian
financial crisis for conducting a responsible exchange rate policy and for taking the
wider interest of the region into account. It would also increase the odds that Japan
and emerging economies elsewhere in Asia would be willing to allow their exchange
rates to appreciate, reducing the burden on the euro contributing to the needed
downward adjustment of the dollar and limiting the deterioration in China’s com-
petitiveness. By adopting a wider band, China would gain valuable experience in al-
lowing the exchange rate to be more responsive to market forces.
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Just as important, by moving to a three-currency basket peg, China would in-
crease the stability of its overall trade-weighted exchange rate. In a context where
the dollar needs to depreciate further to help reduce the unsustainable U.S. current-
account deficit, a basket peg would permit the dollar to depreciate against the yuan
without a series of yuan parity changes. That could not happen if China retains its
present unitary peg to the dollar.

The key to reconciling China’s desire for exchange-rate stability with the need for
the yuan to play its proper role in global balance of payments adjustment is to rec-
ognize that a fixed rate for the yuan need not be at the present parity. Stability
of China’s exchange rate should be interpreted against a wider set of reserve cur-
rencies than the dollar alone. The transition from “fix” to “flex” need not occur in
one fell swoop, since liberalization of the capital account will proceed in stages.

Looking farther down the road, China will find it in its interest to move to a re-
gime of managed floating because capital mobility in and out of China will increase
and because it will want to exercise greater monetary-policy independence for sta-
bilization purposes. It would be unwise to float now because the domestic financial
system is still far too fragile to rule out large-scale capital flight in response to bad
news. In addition, the government still dominates foreign-exchange transactions to
a degree that precludes the market functioning properly. But these obstacles to
floating the exchange rate should lessen as China reduces its large stock of nonper-
forming loans in the banking system, government involvement in the credit-alloca-
tion process declines in favor of market forces, and the progressive dismantling of
restrictions on international capital flows widens and deepens the scope and liquid-
ity of foreign-exchange trading.

As a host of emerging-market crises of the past decade have demonstrated so dra-
matically, high capital mobility vastly increases the vulnerability of a publicly an-
nounced target for the exchange rate. With China’s public debt burden rising under
the weight of bank recapitalization and assumption of pension liabilities, fiscal
pump priming will be more constrained and monetary policy is likely to take on an
increased share of stabilization duties. Thus China will want to increase the flexi-
bility of its exchange rate regime.

But this need not mean slavish adherence to a pure float. If and when market
forces push the yuan beyond the levels consistent with its economic fundamentals,
China, like other countries, should retain the option to manage the float by inter-
vening in the exchange market—so long as that intervention is not prolonged and
not just in one direction. In short, a managed float should be the preferred regime
choice for the second stage of reform.

The currency regime that has served China well in the past is not the currency
regime that will serve China best today or in the future. Likewise, if the U.S. wants
to persuade China to reduce the serious undervaluation of the yuan and to play a
larger role in the global adjustment process within the next year or so, it too will
have to alter its opening negotiating position by dropping the suggestion that China
move in one great leap forward to a free float and completely open its capital mar-
kets. With some compromise by all parties and with the right sequencing of China’s
currency reform, a workable solution is in sight.

Messrs. Goldstein and Lardy are senior fellows at the Institute for International
Economics.
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A MODEST PROPOSAL FOR CHINA’S RENMINBI

By MORRIS GOLDSTEIN and NICHOLAS LARDY

The current debate on the renminbi exchange rate is appropriate given China’s
role as a leading economic and trading power. But the debate has become so
politicised that crucial facts are being ignored and dubious arguments are replacing
sound analysis. A medium-size revaluation of the currency may not be as “sexy” as
a large revaluation or no revaluation but it rests on a firmer foundation and is more
consistent with China’s long-term interest.

Those arguing for a large revaluation of the renminbi—35 per cent or more—
sometimes confuse bilateral trade balances with overall current account balances.
While China is running a large (Dollars 100bn in 2002) bilateral trade surplus with



57

the US, its trade balance with the rest of the world is in deficit, at Dollars 75bn
(Pounds 47bn). Bilateral trade balances are especially misleading in this case be-
cause China processes goods previously exported to industrial countries by other
emerging Asian economies.

During the first half of this year, China’s current account surplus declined to
about 1 per cent of gross domestic product. Adjusting for the recent overheating of
its economy and other factors, China’s underlying current account surplus is prob-
ably no greater than 2 or 3 per cent of GDP.

China’s capital account surplus is often overestimated by focusing too much on
foreign direct investment. The overall capital account surplus during the 1999-2002
%)%r%od averaged a modest 1 per cent of GDP—far below the 4 per cent surplus for

When China does liberalise capital account outflows, there will be downward pres-
sure on the renminbi. With a stock of household savings equal to about 100 per cent
of GDP, it would not take much international diversification to turn net capital
flows from surplus to deficit.

China’s build-up of Dollars 135bn in international reserves over the past 18
months does not imply that it is passing up profitable investment opportunities. The
investment share of GDP and the rate of expansion of bank lending are both too
high. The real risk of an undervalued exchange rate is that it will handicap China’s
efforts to achieve long-term financial stability.

Those who maintain that a revaluation of the renminbi is unnecessary have done
no better in their analysis. As long as China maintains controls on capital outflows,
runs surpluses on both the underlying current account and capital account and ac-
cumulates reserves, there is a compelling argument that the renminbi is under-
valued. Export processing means that it takes a larger revaluation to change Chi-
na’s trade balance.

China’s average import tariff rate has fallen following entry to the World Trade
Organisation and future trade reform is likely to expand imports further. But cloth-
ing, one of China’s main exports, is likely to receive a big boost from the scheduled
expiry of the multi-fibre agreement at the end of 2004, potentially doubling China’s
share of the market. Thus, China will not necessarily switch to running current ac-
count deficits in the future.

China’s exchange rate cannot be analysed in isolation from the pattern of global
payment imbalances. At 5 per cent to 6 per cent of GDP, the US current account
deficit is not sustainable and its correction would be aided by a further depreciation
of the dollar.

But an appropriate dollar depreciation will be frustrated if the Asian economies
do not do their part on currency appreciation. China has a weight of nearly 10 per
cent in the dollar’s trade-weighted index and an appreciation of the renminbi is a
sine qua non for Asian currencies to appreciate more generally.

Consumer prices have risen over the past two quarters and, with monetary
growth expanding and good prospects for economic growth, exports and FDI,
renmimbi appreciation need not drive China into Japan-style deflation, as some
have argued.

If China does not adjust its exchange rate, it risks further over-expansion in its
financial sector, a reversal of the progress made against its bad loan problem, an
upsurge of protectionism in the US and Europe against China’s exports and in-
creased regional tensions within Asia. A medium-size revaluation of the renminbi—
between 15 and 25 per cent—would be the best response to the current
disequilibria. It would be an investment in China’s financial stability and could set
the stage for a wider international agreement on a more sustainable pattern of ex-
change rates and payments positions. By acting soon, China can lead the way.

The writers are senior fellows at the Institute for International Economics
0 2003 The Financial Times Limited

Chairman HYDE. Thank you.
Ms. Lee.

STATEMENT OF THEA LEE, CHIEF INTERNATIONAL
ECONOMIST, PUBLIC POLICY DEPARTMENT, AFL-CIO

Ms. LEE. Thank you very much, Mr. Chairman. I appreciate the
opportunity to come and testify today on behalf of the 13 million
working men and women of the AFL—CIO. The issue of United
States and China economic ties is of tremendous importance to our
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members, something we hear about pretty much every day from
our local union leaders and activists.

In our view, the United States Government has failed to act ef-
fectively to stem the job losses resulting from the burgeoning
United States trade deficit with China. The Bush Administration
has had opportunities and yet has failed to take concrete steps to
ensure that the Chinese government live up to its international ob-
ligations on trade, currency manipulation and human rights. It has
denied American businesses and workers import relief they are en-
titled to under the law and has taken positions at the World Trade
8ﬂganization that will only worsen our trade relationship with

ina.

John Sweeney, President of the AFL—CIO, said in a press state-
ment released yesterday:

“Despite this crisis at home and abroad, the Administration
has been alarmingly slow to respond and their efforts to date
appear to be little more than fig leaves.”

I am submitting my testimony for the record, but I'd like to out-
line a few of the areas in which there have been opportunities for
the Bush Administration to take action either on the trade front or
the workers’ rights and the human rights front, but in fact we have
seen a complete failure to act.

In terms of WTO rules we have seen that China has consistently
violated its WTO obligations in terms of market opening, and the
United States Government has failed to take effective action. The
Bush Administration has not used the Transitional Review Mecha-
nism, which was established in China’s accession agreement to
monitor China’s compliance with its WT'O commitment, and part of
the failure, according to the GAO, was that United States officials
were not prepared for the TRM.

In terms of currency manipulation, Mr. Vargo has already talked
at some length about the problems of currency manipulation. In
our view the Chinese government’s manipulation of the currency
through the accumulation of reserves creates an enormous competi-
tive disadvantage for U.S. products. It may be that there are ad-
vantages to some American businesses that are either producing in
China for the United States market or importing from China, but
for American workers and for companies producing here in the
United States this creates an impossible competitive problem and
it is in clear violation of WTO rules.

WTO rules clearly prohibit currency manipulation to gain trade
advantages that are inconsistent with GATT provisions. I think you
can see why this would be so, why it doesn’t make sense for the
WTO to put so much energy into reducing tariffs and to limiting
subsidies and then to allow countries to manipulate their currency,
which undermines all the other commitments that are made in the
context of the WTO.

We believe that it is crucially important for the Administration,
and for the Congress to take whatever steps are necessary to force
the Chinese government to cease the manipulation which has been
so disadvantageous especially for American workers. We don’t have
the opportunity to outsource ourselves to work in other countries.
American workers need to find their jobs here, and if our currency
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is out of equilibrium with a major trading partner like China, that
is something which creates a huge problem for us.

I think the most serious problem, and I want to put most of my
emphasis on this today, is the problem of the violations of workers
and human rights in China. We see the Chinese government’s sys-
tematic repression of fundamental workers’ rights as a key contrib-
utor to the unfair advantage Chinese exports enjoy in the United
States market. Chinese workers’ most basic rights are routinely re-
pressed and they don’t even enjoy the political freedom to criticize,
let alone change, their government.

Mr. Aldonas, when questioned earlier, said he would recommend
a market economy for China. I would say it would be important to
start with a democracy. I know we are talking about political sys-
tems versus economic systems. But to the extent that Chinese
workers in fact have no voice in their own government and don’t
even enjoy the basic protections of the law in that country, they are
not going to be able to benefit from the wealth that they are pro-
ducing. We are not going to see the kind of growth and middle
class growth in China that would in fact create a good market for
American products and allow us to have the kind of trade relation-
ship which would be mutually beneficial.

We see a systematic suppression of wages and rights in China.
I quote the Congressional-Executive Commission on China’s 2003
Report. Chinese workers cannot form or join independent unions.
They can’t even advocate for an independent union. Out of 1.3 bil-
lion people, it is a pretty devastating imbalance, and the Bush Ad-
ministration has failed to even raise the case of China before the
U.N. Human Rights Commission, even though this is something
that has been done by the United States regularly in the past. And
we think that this is a serious omission, that the very least that
the United States can do is consistently raise these issues.

And let me just say in addition that the United States has not
implemented a China specific safeguard. It has not invoked the tex-
tile import surge protections that would allow extension of the
quotas. It has not brought the dumping cases even when the ITC
has found that there are dumping margins.

Let me conclude by saying that American policymakers have an
important choice to make in our trade relations with China. They
can side with the importers and the outsourcers and stand by pas-
sively as the Chinese government takes advantage of its WTO
membership and its access to the United States market, abusing its
own workers and artificially undervaluing its currency in order to
undercut American workers and domestic manufacturers or they
can take a stand for American jobs and act now to ensure that
China plays fair in the global economy.

I thank you for your attention.

[The prepared statement of Ms. Lee follows:]

PREPARED STATEMENT OF THEA LEE, CHIEF INTERNATIONAL ECONOMIST, PUBLIC
PoLicy DEPARTMENT, AFL-CIO

Mr. Chairman, Members of the Committee, I thank you for the opportunity to tes-
tify today on the U.S.-China economic relationship on behalf of the thirteen million
working men and women of the AFL-CIO. As you know, addressing the problems
in thg: U.S. economic relationship with China is of enormous importance to our
members.
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The U.S. bilateral trade deficit with China hit $103 billion last year, up almost
25 percent since China was granted Permanent Normal Trade Relations status in
2000. The U.S. deficit with China is up another 22 percent in the first eight months
of this year compared to the same period last year. Our imports from China con-
tinue to outstrip our exports by more than five to one, making this by far our most
imbalanced trade relationship with any major trading partner. Meanwhile, the
United States has lost more than 2.5 million manufacturing jobs since March 2001.

While many factors contributed to this devastating job loss, it is clear that the
Chinese government’s manipulation of its currency, violation of international trade
rules, and egregious repression of its citizens’ fundamental democratic and human
rights are key contributors to an unfair competitive advantage. The Chinese govern-
ment is flouting its international obligations, and the U.S. government must act ur-
gently to hold it accountable.

Unfortunately, to date, the U.S. government has failed to act effectively to stem
the job losses resulting from the burgeoning U.S. trade deficit with China. The Bush
Administration has refused to take concrete steps to ensure that the Chinese gov-
ernment live up to its international obligations on trade, currency manipulation and
human rights, has denied American businesses and workers import relief they are
entitled to under the law, and has taken positions at the World Trade Organization
(WTO) that will only worsen our trade relationship with China. As John Sweeney,
president of the AFL—-CIO, said in a press statement released yesterday, “Despite
this crisis at home and abroad, the Administration has been alarmingly slow to re-
spond, and their efforts to date appear to be little more than fig leafs.”

Violations of WT'O Rules Continue

China became a member of the World Trade Organization (WTO) in 2001, and
since then China has repeatedly and consistently failed to comply with WTO rules.
The Bush Administration, rather than take advantage of the WTQO’s formal dispute
settlement mechanism to address these violations, has preferred to rely on pro-
longed discussions and informal consultations in its failed attempts to guarantee
China’s compliance. Access to China’s markets has actually gotten worse for some
products like meat and poultry, and China has used a host of new rules and tariff-
rate quotas to block access for a variety of products including soybeans, wheat, and
cotton.

China has taken few meaningful steps to protect intellectual property; piracy
rates are still as high as 90 percent or more, and problems with piracy of textile
designs and trademark infringement continue to grow. China has reneged on its
commitment to allow certain high technology products into China tariff-free, con-
tinues to use unpredictable customs valuations procedures that do not assess tariffs
based on the stated value of a product, and imposes value-added taxes on certain
imports. But the U.S. has yet to launch one formal WTO complaint against China
for all of these violations. China, on the other hand, has joined in the WTO chal-
lenge to the U.S. steel safeguard and has increased its use of anti-dumping actions
against the United States.

The Bush Administration has also failed to make the transitional review mecha-
nism (TRM)—established in China’s accession agreement—an effective means of
monitoring China’s compliance with its WI'O commitments. The WTO committees
that were supposed to review China’s compliance last year were not even able to
outline the areas where China was violating WTO rules, and did nothing more than
submit the minutes of previous meetings as their final TRM report. China insisted
that the TRM take place in a single meeting, and refused even to give written re-
sponses to some questions. According to the GAO, part of the reason for the failure
of the TRM was a lack of preparation among U.S. officials.

Failure to Act on Currency Manipulation

China has kept its currency—the yuan—pegged to the dollar at the same rate
since 1994, and it is estimated to be undervalued by as much as 40 percent. This
gives China an enormous competitive advantage in the U.S. market and creates an
inherently unstable and unsustainable situation.

WTO rules clearly prohibit currency manipulation to gain trade advantages incon-
sistent with GATT provisions. Article XV of GATT 1994, for example, provides that
“Contracting parties shall not, by exchange action, frustrate the intent of provisions
of this agreement” (emphasis added). Currency manipulation nullifies tariff conces-
sions made through WTO processes and amounts to a de facto illegal subsidy of Chi-
nese exports. Deliberate undervaluation of the yuan vis-a-vis the U.S. dollar also
violates the principle of most-favored-nation treatment, as it targets one country’s
currency, adversely impacting that country’s trade. Certainly, the enormous bilat-
eral U.S. trade deficit with China relative to other countries is evidence of the un-
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even impact of China’s currency policies on its trading partners. China’s choice to
artificially bolster its own manufacturing sector at the expense of the United States
(and other countries indirectly) is therefore a violation of its obligations under the

As American University economist Robert Blecker wrote in a recent Economic Pol-
icy Institute briefing paper, “ [Tlhe sheer magnitude of the reserves accumulated
by these East Asian countries, and the rapidity with which these reserves have in-
creased in recent years, is prima facie evidence of efforts to keep their currencies
undervalued and prevent their currencies from appreciating to exchange rates that
would be conducive to more balanced trade relations with the United States. This
is outright currency manipulation of a mercantilist nature, intended to maintain
those countries’ trade surpluses with the United States, which by 2002 accounted
for about 40% of the overall U.S. trade deficit” (“The Benefits of a Lower Dollar:
How the high dollar has hurt U.S. manufacturing producers and why the dollar still
needs to fall further,” EPI Briefing Paper, May 2003).

Professor Blecker estimates that the overvalued dollar (relative to all currencies)
has resulted in about 740,000 lost jobs since 1995, as well as a loss of nearly $100
billion in annual profits and $40 billion in annual investment over the same period.
Blecker does not break out the impact of the dollar-yuan relationship specifically.

The Chinese government must allow the yuan to reflect underlying economic and
market forces. It must end the current peg and cease its accumulation of U.S. dollar
reserves. While the Chinese government’s reluctance to take this action is perhaps
understandable, the Bush Administration’s failure to act more forcefully in this re-
gard is not.

We call on the Administration to use all tools at its disposal, including initiating
a WTO case, to send a clear message to the Chinese government that the current
situation is unacceptable and will not be tolerated. We applaud efforts in Congress
to force concrete action on this issue, as it is now clear that simple diplomacy and
jawboning have utterly failed.

Inaction in the Face of Violations of Workers’ and Human Rights

In addition to the unfair competitive advantage gained through currency manipu-
lation, the Chinese government’s systematic repression of fundamental workers’
rights is a key contributor to the unfair advantage Chinese exports enjoy in the U.S.
market. Chinese workers’ most basic rights are routinely repressed, and they do not
enjoy the political freedom to criticize, let alone change, their government.

The Congressional-Executive Commission on China released its 2003 annual re-
port a few weeks ago. The Commission concluded that: “Chinese citizens are de-
tained and imprisoned for peacefully exercising their rights to freedom of expres-
sion, association, and belief. . . . Chinese workers cannot form or join independent
trade unions, and workers who seek redress for wrongs committed by their employ-
ers often face harassment and criminal charges. Moreover, child labor continues to
be a problem in some sectors of the economy, and forced labor by prisoners is com-
mon.” In addition, the Commission found that people seeking to practice their faith
were subject to harassment and repression, while freedom of speech and freedom
of the press were denied.

Enforcement of wages, hours, and health and safety rules is lax or non-existent
in many areas of the country. These abuses allow producers in China to operate in
an environment free of independent unions, to pay illegally low wages, and to profit
from the widespread violation of workers’ basic human rights. Together, these poli-
cies amount to a deliberate and artificial suppression of wages by the Chinese gov-
ernment. This exploitation impacts American workers, as well as those in other de-
velo%ng countries, and artificially lowers the price of Chinese exports in the U.S.
market.

During 2001 and 2002, the number of labor disputes and protests in China rose
significantly. In response, the Chinese government jailed a number of workers for
demonstrating for their rights and cracked down on any organization that might
support the beginnings of an independent trade union. The official labor union—the
All China Federation of Trade Unions (ACFTU), which is subordinate to the Com-
munist Party—continued to discourage strikes and work stoppages, and to negotiate
sweetheart deals with employers.

In the face of these grave problems, the Bush Administration chose not even to
raise the case of China before the UN Human Rights Commission in April of 2003,
despite the United States’ regular practice of doing so previously. In addition, Presi-
dent Bush did not demand any specific improvements in human rights when he met
with China’s President Hu in the summer of 2003. Instead, the Bush Administra-
tion has only engaged in “cooperative dialogue,” a strategy that has not worked.
Since deciding to pursue a dialogue instead of UN action or public pressure, Admin-
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istration officials have noted “backsliding” and a “deterioration in human rights” in

the country during 2003, including arrests of democracy activists, harsh sentences

gmi) labor organizers, and the suppression of independent media, church groups, and
ibetans.

A recent Wall Street Journal article reported that the Chinese government has
cracked down on free speech and political dissent, closing four Web sites and clamp-
ing down on foreign funding and organizations (Kathy Chen, “China Curbs Growing
Debate over Politics,” Wall Street Journal, September 24, 2003). The government
issued a document warning against “hostile forces,” urging increased vigilance
against Chinese organizations’ use of foreign funding or cooperation with foreign ex-
perts and organizations. In August, the Chinese government attempted to halt de-
bate on three topics, now labeled “not allowed”: political reform, constitutional
amendments, and the reassessment of historical incidents (presumably referring to
the 1989 crackdown on protesters in Tiananmen Square).

The Administration’s failure to take concrete actions on human rights and work-
ers’ rights in China allows rampant violations to continue. Workers in China, the
United States, and around the world pay the price for this inaction, while companies
producing in China enjoy the profits.

In addition to inaction on China’s currency manipulation and workers’ rights vio-
lations, the Bush Administration has failed to enforce U.S. trade laws effectively
with respect to China, denying American businesses and workers the trade relief
they are entitled to under the law.

Refusal to Implement China-Specific Safeguard

In August of 2002, Motion Systems Corporation, a New Jersey manufacturer of
pedestal actuators, filed the first petition for relief under a China-specific safeguard
provision included in China’s WTO accession agreement with the United States. The
U.S. International Trade Commission (ITC) found that China’s increased exports of
pedestal actuators to the U.S. were indeed causing market disruption to domestic
producers, and recommended that quotas be imposed on Chinese imports for three
years under the special safeguard mechanism. Yet President Bush unilaterally re-
fused to follow the ITC’s recommendations, instead siding with importers and the
Chinese government in concluding that import relief “is not in the national economic
interest of the United States.”

Domestic wire hanger manufacturers filed the second petition under the special
safeguard mechanism in November of 2002. Hanger imports from China exploded
by 800 percent from 1997 to 2002, contributing to cost cutting and layoffs in the
U.S. The ITC found unanimously in favor of the petitioners, and recommended the
imposition of duties on wire hanger imports from China for two to three years. De-
spite this recommendation, President Bush again denied relief, citing many of the
arguments made by importers and the Chinese government in the case.

President Bush’s repeated refusal to act on the ITC’s recommendations left domes-
tic manufacturers questioning the Administration’s willingness to ever use the spe-
cial safeguard mechanism. In both cases, the ITC evaluated all of the facts from
both sides in finding that safeguard action was called for, and in both cases Presi-
dent Bush made a political decision to dismiss the findings and deny import relief.
After the wire hanger decision, one commentator remarked that the special safe-
guard was a “dead letter.”

Awaiting Action on Textile Import Surges From China

Another special safeguard mechanism created in China’s WTO accession agree-
ment with the U.S. deals exclusively with textiles. In July of this year, a group of
textile industry associations filed petitions under the provision, seeking the re-impo-
sition of import quotas on brassieres, gloves, gowns, and knit fabric from China. In
each category, imports from China have jumped sharply after the elimination of
quotas—for example, dressing gown imports rose 698 percent in the 15 months since
quota elimination, and glove imports jumped 291 percent during the same period.
Yet the Commerce Department has already rejected the industry petition on gloves,
an(ll1 importers are urging that relief be denied in the other product categories as
well.

Inadequate Protection from Dumping

One provision of our domestic trade law that U.S. companies have been able to
use to secure some limited relief from unfair trade practices by China is in the area
of anti-dumping. But much more could be done. Though the United States absorbs
almost half of all of China’s exports to the world, we account for only 15 percent
of the anti-dumping measures imposed against China, according to the WTO. In ad-
dition, in many cases the duties imposed under U.S. anti-dumping measures regard-
ing China have been inadequate to provide real relief to U.S. companies.
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Anvil International succeeded in getting the Bush Administration to impose a 13
percent tariff on Chinese steel pipe nipples that were being dumped on the U.S.
market. But this duty level is far below the 100 to 200 percent dumping margins
levied by the Canadian government on the same product. While Anvil’s operations
have started to recover in Canada, Chinese nipple exports to the U.S. have contin-
ued to increase, causing Anvil to close one of its foundries and lay off 350 American
workers.

Ward Manufacturing filed an anti-dumping case on malleable pipe fittings from
China in 2002, securing small dumping margins in the single digits. Mexico and the
European Union, on the other hand, provided dumping margins on the same prod-
ucts from China of 42 percent and 48 percent, respectively, to provide relief to their
own domestic producers. After the case was filed, U.S. imports of malleable pipe fit-
tings continued to increase, and Ward has had to lay off workers as a result. A
Ward executive testifying before Congress on the inadequacy of administrative ac-
tion in this case stated, “Our company can either keep 800 Americans working and
possible rehire 300 back to work at wages of $14 an hour plus health benefits or
the same workers can go on state unemployment benefits, and pursue alternative
jobs that pay minimum wage with no health benefits. All we ask for is the real en-
forcement of the trade laws passed by Congress.”

The FMC Corporation’s anti-dumping petition resulted in the imposition of a 42.8
percent duty on imports of Chinese persulfate in1997. The Administration began to
use a methodology more favorable to Chinese producers in its 2001 review of the
case, and in 2002 the duty was completely eliminated. The president of FMC
charged that the Department of Commerce “inexplicably ignored clear evidence of
fraudulent practices and failed to properly verify Chinese conduct,” and that the Ad-
ministration has reduced the intensity of its oversight of Chinese export practices
since China’s accession to the WTO.

In each of these cases, the Bush Administration had the opportunity to effectively
enforce U.S. trade laws, but chose not to do so, choosing to side with the importers
and the Chinese government, at the expense of American workers and producers.

Conclusion

Rifts within the business community have contributed to the U.S. government’s
passivity and failure to act to date. Companies that produce in China for the U.S.
market, retailers, and importers clearly benefit from an undervalued Chinese cur-
rency, as well as from the abuse of workers’ rights. On the other hand, companies
actually producing in the United States—whether for the domestic market or for ex-
port—face debilitating and unsustainable disadvantages from currency manipula-
tion, illegal subsidies and dumping, and violation of workers’ rights in China.

American policymakers have a choice to make in trade relations with China. They
can side with the importers and outsourcers, and stand by passively as China takes
advantage of its WT'O membership and access to the U.S. market, abusing its own
workers and artificially undervaluing its currency in order to undercut American
workers and domestic manufacturers. Or they can take a stand for American jobs
and act now to ensure that China plays fair in the global economy.

Thank you for your attention and for the invitation to appear here today. I look
forward to your questions.

Chairman HYDE. Thank you, Ms. Lee.
Ms. Bianco.

STATEMENT OF JONNA BIANCO, PRESIDENT AND
CHAIRWOMAN, AMERICAN BONDHOLDERS FOUNDATION

Ms. BiaNnco. Thank you, Mr. Chairman. The American Bond-
holders Foundation is the incorporated organization representing
the consolidated claims of the United States citizens located across
America who are holders of full faith and credit sovereign bonds
issued by the government of China in which that government has
defaulted and continues to evade payment.

The ABF has identified over 5,000 bondholders across this coun-
try. The bondholders are comprised of lower to middle class tax-
paying citizens. Many of the bonds have been passed down through
two or more generations in the same family. None of the ABF
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members are considered wealthy nor are there any representations
of banks, corporations or businesses.

While we realize this debt goes back three generations, that is
how long our interest had been neglected. Our claims have been ig-
nored for so long because we are not a syndicate of powerful finan-
cial institutions. Rather, we are thousands of American individuals
and families that are living on Main Street and not Wall Street.

These bonds were issued between 1912 and 1942. They were
issued by a global syndicate comprised of international banks and
were sold to investors in the United States, Japan and Europe. The
language of the individual bond certificates as well as the language
of the loan agreement authorizing the bond issue mandated that
these obligations were to be considered as binding upon the govern-
ment of China and its successors.

These bonds were always endorsed and sold by two major banks,
Hong Kong and Shanghai Banking Corporation, HSBC, and Deut-
sche Bank. These banks were paid 6 percent up front for these
bond issues, and yet standards say they have no fiduciary responsi-
bility to these bondholders.

When the PRC and the United States normalized relations in
1979, the Chinese government made a small payment to the
United States as compensation for American owners of tangible
property located in China that the PRC expropriated in 1949. How-
ever, this agreement did not provide for any compensation to Amer-
ican holders of defaulted Chinese government bonds. The PRC Chi-
nese government did recognize the principle of its liability for pre-
payment and payment of 1949 bonds or pre-1949 bonds to Great
Britain in 1987; however, they refuse to pay American citizens.
They paid in 1987 to Great Britain because the people protested
and wanted no more bonds dropped on their capital markets at
that time.

Russia assumed the debt obligations of the Soviet Union after its
dissolution in 1991, and even agreed in the 1990s to honor the pre-
1917 Czarist era Russian defaulted bonds owed to French bond-
holders. Germany assumed all the debt obligations of Communist
East Germany and other post-Communist Eastern European gov-
ernments have continued to honor their Communist government
era sovereign bonds. So there is quite a bit of precedent in this
issue.

The PRC has continued to have unlimited access to all of our
capital markets. Find me a U.S. business or entity that is allowed
to continue issuing stocks or bonds when they have not resolved
the ones that are in default. Why is it that a foreign government
is not subject to the same rules and regulations that we as Ameri-
cans are? Why are the People’s Republic of China afforded special
rights and privileges far beyond American businesses or individ-
uals?

The international law requires a successor government of a prior
internationally recognized and legitimate government of the same
nation to honor the financial obligations of the predecessor govern-
ment. Accordingly, the current government of China is obligated to
pay the defaulted full faith and credit bonds owed to Americans
that were issued by a predecessor Chinese government.
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The Chinese government that issued the now defaulted full faith
and credit bonds was a longtime United States ally that had full
international legitimacy as a founding member of the United Na-
tions and as the sovereign government of China at the time of
issuance of the bunds. Now the PRC publicly mandates that inter-
national law be upheld in Iraq or that PRC is owed significant
amounts of money. How hypocritical can these leaders be in the
PRC when on one hand they demand that Iraq honor its debts from
a prior government and on the other hand they choose to ignore
international law when it comes to honoring China’s financial obli-
gations to American citizens.

In July of this year, ABF representatives went to Iraq. We met
with Coalition Provisional Authority representatives, in particular
Mr. George Wolfe, a Deputy Counsel with the U.S. Treasury. We
presented a proposition to Iraq and its people whereby they have
a significant amount of debt that is owed to the PRC. The Amer-
ican Bondholders Foundation which provided an opportunity for
them to take our debt, use it under the term of an international
offset to be used as payment to China for the debt that they owe.
In return—which is an 80 percent savings to Iraq. And in return,
our Coalition Provisional Authority receives hundreds of millions of
dollars from these American bondholders to help in that situation,
as well as funds to help provide for schools, education programs,
security for council and cabinet members, and food baskets to help
in Iraq.

We have presented this proposal to the Committee on the record
as well as my speech. We have met with Iraqi cabinet members
and council members. They are very supportive of this. They be-
lieve it is good for Iraq, they believe it is good for the American
people. It provides a significant amount of funding to programs
across this country that have fallen upon deaf ears and massive
shortfalls in budgeting. I thank you, Mr. Chairman.

[The prepared statement of Ms. Bianco follows:]

PREPARED STATEMENT OF JONNA BIANCO, PRESIDENT AND CHAIRWOMAN, AMERICAN
BONDHOLDERS FOUNDATION

Mr. Chairman, Members of the Committee, Ladies and Gentlemen, on behalf of
the American Bondholders Foundation members and their families, we thank you
for the opportunity to present this important issue.

What is the ABF:

The American Bondholders Foundation, (ABF) is the incorporated organization
representing the consolidated claims of United States citizens located across Amer-
ica who are holders of full faith and credit sovereign bonds issued by the govern-
ment of China and on which that government has defaulted and continues to evade
payment. The ABF has identified over 5000 bondholders across America. These are
bonds that were issued between 1912 and 1942.

Who are the Bondholders:

The bondholders are comprised of lower-to middle class tax paying citizens. Many
of the bonds have been passed down through two or more generations of the same
family. None of the ABF members are considered wealthy nor are there any rep-
resentations of banks, corporations or businesses. While we realize that this debt
goes back 3 generations, that is how long our interests have been neglected. Our
claims have been ignored for so long because we are not a syndicate of powerful fi-
nancial institutions. Rather, we are thousands of American individuals and families
living on Main Street, not Wall Street.
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What are the Bonds:

The bonds were issued between 1912 and 1942. They were issued by a global syn-
dicate comprised of international banks and was sold to investors in the United
States, Japan and Europe. The language of the individual bond certificates, as well
as the language of the loan agreement authorizing the bond issue, mandated that
the obligations were to be considered as binding upon the Government of China and
its successors. These bonds were also endorsed and sold by two major banks, Hong
Kong and Shanghai Banking Corporation (HSBC), and Deutsche Bank. Both these
banks have extensive operations in the United States. Both these banks were paid
approximately 5% upfront to issue these bonds. They made their money, yet now
clearly state that they have no fiduciary responsibility to the people that they sold
these bonds to.

With the outbreak of the Sino-Japanese war and then WW II, the Chinese Gov-
ernment ceased payments on the bonds in 1939 and never resumed payment. The
Communist Chinese Government (the People’s Republic of China) assumed control
of mainland China in 1949, and repudiated all outstanding debt incurred by the
prior Chinese government. While the PRC Chinese Government has received the
benefits of the revenues and assets that secured the bonds, it has consistently
evaded the corresponding liabilities to American bondholders.

Is there precedent for payment of these bonds?

When the People’s Republic of China and the United States “normalized” relations
in 1979 the Chinese Government made a small payment (totaling $81 million) to
the United States as “compensation” for American owners of tangible property lo-
cated in China that the PRC expropriated in 1949. This agreement did not provide
for any compensation to American holders of defaulted Chinese Government bonds.

The PRC Chinese Government did recognize the principle of its liability for pay-
ment of pre 1949 Chinese Government bonds when it paid Great Britain in 1987
to settle the claims of British bondholders. British bondholders had protested when
the PRC tried to sell new Chinese Government bonds in London’s capital markets
without first resolving the claims of British bondholders for pre 1949 Chinese Gov-
ernment bonds that the PRC Government was refusing to honor. Americans own
some of the same series of defaulted pre 1949 Chinese bonds that China acknowl-
edged responsibility for in 1987 to British bondholders.

Russia assumed the debt obligations of the Soviet Union after its dissolution in
1991 and even agreed in the 1990’s to honor the pre-1917 Czarist era Russian de-
faulted bonds owed to French bondholders. Germany assumed all the debt obliga-
tions of communist East Germany and other post communist Eastern European gov-
ernments have continued to honor their communist government era sovereign bonds
and debts.

The PRC has continued to have UNLIMITED access to all of our capital markets.
Find me a US business or entity that is allowed to continue issuing stocks or bonds
when they have not resolved the ones that are in default? Why is a foreign govern-
ment not subject to the same rules and regulations that we as Americans are? Why
are they afforded special rights and privileges far beyond American businesses or
individuals?

Failure to resolve these defaulted bonds has allowed the PRC free and unfettered
access to sell bonds in America in possible contravention of the Johnson debt default
act which prohibits US firms from selling securities of sovereign issuers who have
defaulted on their full faith and credit obligations owed to America. To date no one
in the federal government has thought it necessary to enforce United States laws
when the violator is the PRC. Why are the People’s Republic of China afforded spe-
cial rights and privileges far beyond American businesses or individuals?

International law requires a successor government of a prior internationally rec-
ognized and legitimate government of the same nation to honor the financial obliga-
tions of the predecessor government. Accordingly, the current government of China
is obligated to pay the defaulted full faith and credit bonds owed to Americans that
were issued by a predecessor Chinese government.

Unlike the pariah Saddam Hussein regime in Iraq, which was subject to con-
demning United Nations sanctions and resolutions prior to the April 2003 liberation
of Iraq, the Chinese Government that issued the now-defaulted full faith and credit
Chinese bonds between 1912 and 1949 was a long-time United States ally that had
full international legitimacy as a founding member of the United Nations and as
the sovereign government of China at the time of issuance of the bonds. Now the
PRC publicly mandates that International Law be upheld in Iraq, where the PRC
is owed significant money. How hypocritical can the leaders of the PRC be when
on one hand they demand that Iraq honor its debt from a prior government and on
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the other hand they choose to ignore International Law when it comes to honoring
China’s financial obligations to American citizens?

The People’s Republic of China has become an economic powerhouse with full fi-
nancial ability to pay its foreign debts. They choose to evade payment on the lawful
claims of American citizens who hold these bonds. The Chinese Government and its
controlled agencies and businesses own large sums of bonds issued by the U. S.
Treasury. The People’s Republic of China presently receives approximately $4 billion
each year from American taxpayers in the form of interest income on U.S. Treasury
bonds held by the Chinese government. The PRC also enjoys a $100 billion annual
trade surplus with the United States, giving them an estimated $400 billion current
account. Yet the government of China continues its discriminatory evasion of pay-
ment to American bondholders. It is the position of the Chinese government that
China should not have to honor their nation’s full faith and credit sovereign obliga-
tions if they choose not to. Such an insular worldview, flaunting the flagrant dis-
regard of established principles of international trade and commerce, will not serve
the interests of the PRC in the community of nations and is inconsistent with the
status of the PRC as a most favored trading partner and member of the World
Trade Organization. Such a posture can only act to harm the long term interests
of both the United States and China.

On June 13, 2001, at the direction of the White House Counsel, the United States
Department of State and the Securities and Exchange Commission, the ABF con-
tacted the Foreign Bondholders Protective Council (the “FBPC”) to initiate collection
proceedings on these defaulted obligations. The FBPC was created by Presidential
Executive Order to assist U.S. citizens in collecting on foreign defaulted debts. The
FBPC has successfully completed collection of 47 previous defaulted bond settle-
ments. All of the previous bond settlements have been with the direct involvement
and assistance of all three Executive Branches of the US Government. The ABF has
appealed to the U.S. Department of State for assistance in resolving this disgraceful
situation. Our appeals have fallen on deaf ears anytime it involves China.

Direct appeals to China have been met with the response of: “We do not honor
the debts issued prior to the Communist Government coming to power”. What they
should say is that we do not honor debts to American citizens, even though we have
recognized and honored these debts to others.

US citizens need your support. They work hard, they pay their taxes and are then
slapped in the face over and over by the continuation of interest payments which
are basically their tax dollars going to China for the Treasuries that they hold of
ours which we do pay; to losing their jobs due to continual layoffs; to everything
that they go to the store to buy i1s stamped Made in China. This is a shameful injus-
tice to all Americans. The time is now to stop empowering China to continue to
evade the rightful claims of American citizens and to uphold International Law.
China acts as though the world owes them whatever they demand. Their actions
and callous disregard for international law is mirrored in every other arena of inter-
nationz;)ll trade and commerce. The community of nations has rules. Hold China ac-
countable.

Solution:

In July of this year, ABF representatives traveled to Baghdad and met with Mr.
George Wolfe, Deputy General Counsel for the US Treasury and Director of Eco-
nomic Development for Iraq through the CPA. The ABF proposed the following:

We took the total amount of bonds that we are holding for our members, then
divided them up into 5 billion dollar blocks at current value including principal and
interest. We offered to transfer ownership of these blocks over to Iraq to be used
as payment towards their debts to the PRC for an 80% discount. In other words,
Iraq would pay to the ABF 20 cents on the dollar, yet use 100 cents on the dollar
as payment towards their debts to the PRC. For each Block that was purchased and
transferred to Iraq, the ABF would provide 100 million dollars to the CPA and an
additional 50 million dollars towards construction of schools, school supplies, class-
room furniture, food baskets in cooperation with USAID, and security for Council
and Cabinet Members. Knowing that Iraq would not have the necessary capital to
expend on this proposal, we structured it whereby a small percentage of oil would
be used for payment, structured over time. This information has been shared with
officials of the Department of Defense who have informed us that they have no op-
position with this proposal. In addition, this has been met very favorably by some
members of the Iraqi Council and Cabinet. They believe this would be good for Iraq
and for America.

In effect, we are accelerating future oil production to the immediate benefit of the
people of Iraq and additionally, keep in mind, bondholders pay taxes so a good por-
tion of whatever they receive, comes right back to Uncle Sam which in turn helps
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fund the $87 billion dollar request, plus provides funding through the foundation
by which millions of Americans will benefit.

In addition to Iraq, under very similar structures as aforementioned with Iraq,
the ABF is in current negotiations and has pending contracts with several other
countries that have outstanding significant debts with the PRC.

Chairman HYDE. Thank you very much.

Mr. Faleomavaega.

Mr. FALEOMAVAEGA. Thank you, Mr. Chairman.

I would like to thank the members of the panel for their testi-
mony, and the interesting observations made by Dr. Lardy and Mr.
Vargo is worth mentioning here. I get the strong impression from
Mr. Vargo’s statement that part of the problem is that we are put-
ting the blame on China, and the exchange rate is not necessarily
the issue.

I wanted to ask, Mr. Vargo, you said that the high cost of manu-
facturing in the United States alone is one of the critical factors
causing some of the problems in our own base and not the ex-
change rates and whatever other things. You also mentioned that
there is too much red tape. This is domestic now, in terms of how
our own economic structure is being placed, with rising health
costs, uncertainty in the supply of energy, limitations of resource
and development, even shortage of skilled workers. All these added
together seems to indicate that it is more than just China as the
culprit in all this.

Mr. VARGO. Absolutely, Congressman, and we have never main-
tained anything other than that. China is, however, a significant
problem, and it is going to grow if we can’t get our arms around
it now. And when you get a chance, I hope you will take a look at
the last page of my testimony and you will see. The problem is still
manageable. There is no question that China is not the largest
problem we face. There is no question that the bulk of our problem
in manufacturing is home grown.

For too many years and decades the Congress and successive Ad-
ministrations have not given manufacturing the attention that it
has needed despite the emergence of a much more competitive,
globalized world. But this is not to diminish the fact that China is
a significant problem and it is growing.

Mr. FALEOMAVAEGA. Ms. Lee.

Ms. LEE. Just a word. I would agree with you and with Mr.
Vargo that China is not the only problem we face, and so there is
no point acting as though if we address this problem we have
solved everything. We have a lot of problems at home we need to
take care of. But because it is not the only problem doesn’t mean
it isn’t a problem. I would also just add that in terms of thinking
about the high cost of manufacturing at home or cost of the regula-
tion and so on, we see the broad picture of tax policy, health care,
and labor costs that are all things that need to be addressed.

But we certainly don’t want to see the United States think of
itself as becoming competitive by getting rid of, let us say, public
health and environmental regulations that are protecting our peo-
ple that we put in place through a democratic process. We certainly
don’t want to see the United States become competitive by destroy-
ing trade unions because we are competing with a country like
China that doesn’t allow trade unions. We could also destroy our
own democracy in order to become competitive.
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So I just want to make sure that we keep the focus on the terms
of competition in the global economy and not just whether we have
higher costs or not, but why and which things are valuable for us
to keep and which ones aren’t.

Mr. FALEOMAVAEGA. Well, I don’t want to disagree with what you
just said, Ms. Lee. But I think the concern that I raise here is that
let us not bash the Chinese and put the blame on them for our own
economic problems. Even among our own economists there are dis-
agreements in terms of what direction our country should be head-
ed for as far as resolving some of the serious economic problems we
now face.

I wanted to add to what Dr. Lardy had stated earlier, which I
think is worth mentioning; that the trade imbalance between our
country and China is not necessarily because of the exchange rate
or even the protectionism that we seem to be getting through the
media reports and all of that. But it is simply because China now
has become the black hole, if you will, of all the manufacturers.
Things that were done previously in other Asian countries, China
has now become the focal point globally for every country, includ-
ing ours, that wants to go there and set up shop because for what-
ever reason the climate for manufacturing is very positive.

Now, this doesn’t take away from Ms. Lee’s arguments about the
serious problems of labor violations or the situation with human
rights violations. But the fact is that this is what is happening. I
would like to have Dr. Lardy elaborate on that, if I am wrong on
that observation that you have made in your statement.

Mr. LarDY. No. Thank you very much, Congressman. I would
just make a few points of amplification. Part of the underlying re-
ality is that China has adopted a very liberal foreign investment
environment. They have very few limitations on the extent of for-
eign ownership. Getting permission to set up either a joint venture
or wholly foreign owned company is relatively easy to do. China
has a relatively low wage but, more importantly, a very highly pro-
ductive workforce. There are many other countries in the world
that have much lower wages than China, but you don’t see foreign
manufacturers flocking there because they don’t have a highly edu-
cated workforce with basic education and literacy. Additionally,
they don’t have the infrastructure to support the kind of manufac-
turing that is going on in China. By the end of the first half of this
year, foreign companies had invested more than $480 billion,
United States dollars, in China in the form of foreign direct invest-
ment, which is far more than any other emerging market, and a
little bit over half of that has gone into manufacturing.

So, you know, we say we want them to have a market economy.
Well, this is an area where they have really liberalized and they
%Il'le making it very easy for foreign countries to do business in

ina.

Mr. FALEOMAVAEGA. One more quick observation.

Mr. LARDY. Thirty percent of their manufactured goods are now
made by foreign companies.

Mr. FALEOMAVAEGA. My time is up, Mr. Chairman. I have one
quick comment I think my friends should have mentioned: That for
the Chinese community outside of China, I think the dollar value
of their investments is well worth over $300 billion. Tremendous
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investments, and it isn’t coming out of nowhere. This is another se-
rious factor to consider in terms of where this money, where the
capitalization comes into focus. Many industrious and successful
business people of Chinese ancestry are investing in China, and
this is part of the success of that country.

Thank you, Mr. Chairman.

Chairman HYDE. Thank you.

Mr. Blumenauer.

Mr. BLUMENAUER. Thank you. I was curious to have an elabo-
ration. I had made an inquiry to Secretary Aldonas about what it
is that you are doing. I noticed that, Ms. Lee, you referenced in
your testimony some concerns about a lack of aggressive action on
the part of the United States to use the tools from the WTO, and
I didn’t exactly hear the Secretary say we were moving with dis-
patch. It was, we were examining, we could. And I wondered if you
or the other panelists would care to elaborate on that point a little
bit. I still feel some discomfiture that we are not doing what we
could do under the WTO structure.

Ms. LEE. Yes. Thank you very much, Mr. Blumenauer, for the
question. It is clear that the Administration has failed to act on a
number of fronts, whether it is even enforcing United States trade
laws or using the WTO structure to its full extent to ensure that
China does open its markets and cease to manipulate its currency.
And I know that there is talk of a 301 case against China for un-
fair trade practices and currency manipulation, and we would hope
that the Administration would support that case, would take it up
and do a thorough investigation and come to some sort of concrete
settlement.

We are also talking about bringing a 301 case with respect to the
violation of workers rights. This is an unfair trade practice under
U.S. trade law, to violate internationally recognized workers’
rights. And certainly China is one of the most egregious violators
of workers’ rights, and it is one where there is a huge economic im-
pact on the United States.

So those are two concrete areas where the Administration could
act and yet has not really indicated its willingness to do so. What
we have seen instead are these polite requests, diplomatic ventures
where the answer from the Chinese government seems to be pretty
clearly: No, thanks.

Mr. VARGO. Mr. Blumenauer, could I add to that? Because we
share that concern. However, it is also necessary to understand
that China’s obligations, for example, under the WTO are being
phased in. They did not all kick in at once. And I think that there
is a natural tendency to give China some initial time to see how
they were doing. In our own NAM survey of our members, for ex-
ample, last year we had very little—very few complaints came
back. This year we had a lot. And I think that the Administration’s
demeanor on this is about to change, and I know Ambassador
Zoellick is over in China now, Secretary Evans is going over later.
And it is our expectation that we will see the Administration get
very vigorous in enforcing the problems that are becoming obvious.

Mr. BLUMENAUER. Thank you. I wondered, Mr. Chairman, if we
could have any of our witnesses supply an assessment of how much
of this huge trade deficit is just merely a shifting from other sup-
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pliers that we would have had in Indonesia or Thailand, or to the
extent to which this is actually a loss of American manufacturing
jobs. I know it is not an easy question. I hear different assess-
ments. But the extent to which any of our panelists could point us
in the direction at some point with their assessment or sources that
they think are particularly useful, this is something that I am hav-
ing trouble sorting out and I would find helpful.

Chairman HYDE. I think all of our panelists can take a shot at
it if they would like.

Mr. VARGO. Could I begin? It is both. Certainly when you look
in the electronics area and you look at the decreasing share of Ja-
pan’s sales into the United States and Korea’s and Mexico paral-
leling China’s increase. But in other industries, this is not so. We
have no statistical analysis. But I can tell you from the phone calls
and the pain we are hearing from a lot of our member companies,
it is both. It is not exclusively a substitution for other imports, and
it is not 100 percent at the expense of American producers.

Chairman HYDE. Ms. Lee.

Ms. LEE. Just one word on that topic. I don’t have the numbers
in front of me. But even to the extent that China is taking export
share away from other developing countries, that also creates some
concerns for us. If you have a more democratic developing country
with a strong trade union movement and that country is losing jobs
to China because China is not democratic, because China is so re-
pressive of workers rights, that becomes a problem for every devel-
oping country in the world, as well as for American workers. So it
is something which is distorting the entire global economy and put-
ting a lot of pressure for that kind of competition in countries. We
hear it from our trade union counterparts in South Africa or Brazil
or Malaysia or Bangladesh. They all have to ask themselves, “How
do we compete with China?” And they are coming to the conclusion
that they need to compete with China by also repressing inde-
pendent trade unions and by also cutting back on dissent and free
speech, and so on. So that is also very troubling to us.

Mr. BLUMENAUER. And I appreciate your comment, Ms. Lee, and
I would concur that it is not a benign effect. But in the meantime,
if any of our panelists can help us track just the factual shift, it
would help in terms of the analysis.

Ms. LEE. Sure.

Mr. LARDY. I would just offer a comment. If you look at the areas
where our deficit is the largest, the biggest product categories of
deficit, they are areas where there has been very little production
in the United States for quite a long time. I would start with foot-
wear, which is a huge deficit category. We buy about 80 percent of
our footwear from China. We used to buy 80 percent from South
Korea and Taiwan. A second huge category is toys and sporting
goods, and so forth. This is a very heterogeneous product, but,
again, we used to buy most of our toys from Hong Kong and to
some extent Taiwan and South Korea. Those industries have
moved lock, stock, and barrel to China, and we now buy most of
our toys from mainland China.

The same thing I would argue in broad terms is probably true
in consumer electronics and IT hardware. Dell has never manufac-
tured a notebook computer, they have always bought them from
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Taiwanese companies; until 3 years ago they were made entirely in
Taiwan, now they are being made for the most part in China. The
same Taiwanese companies are making them, and the product
looks the same, but they are getting a lower cost and consumers
are benefiting.

I would point out, this is a very good example of where China
is a huge importer. China imported $30 billion worth of semi-
conductors last year to feed its electronics industry. So it really is
more of an assembly operation. High value added parts and compo-
nents are coming in from other countries and the final product is
going where the big consumer markets are, which is North America
and Europe.

Chairman HYDE. I want to thank the panel for very constructive
testimony. I apologize for the paucity of attendees, but the time
was such that everyone was fleeing to the airport. But your state-
ments are all a part of the record. They will be resources for us
as we tackle the very difficult problem of trade with China, and
you made a great contribution.

And, Ms. Bianco, your sector of this is not going to be ignored.

Ms. Bianco. Thank you.

Chairman HYDE. You have lighted at least a good-sized candle.

Ms. Bianco. Thank you, Mr. Chairman. I appreciate it. It is kind
of difficult. We were originally told we had 7 minutes for our
speech, and we had it all made and then it got cut to 5. So I apolo-
gize for the very quick rush. I do want to appeal to this Committee
to please take time to look at this Iraqi international offset. It is
good for America, it is good for Iraq. It is going to save tax dollars,
plus it is going to put tax dollars back into the coffers. And I want
to appeal to all Members of this Committee to please contact Mr.
Bremer. He has these contracts. Let us get this executed and get
this show on the road.

Chairman HYDE. Very well. And as they say—yes, Mr. Vargo.

Mr. VARGO. Mr. Chairman, I know I speak for the entire panel
when I say we want to echo the sentiments that your colleagues
have expressed. We are very much looking forward to working with
you in the next Congress.

Chairman HYDE. Well, thank you very much. It was worth wait-
ing for. Thank you. The Committee stands adjourned.

[Whereupon, at 4:25 p.m., the Committee was adjourned.]
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MATERIAL SUBMITTED FOR THE HEARING RECORD

PREPARED STATEMENT OF THE HONORABLE ADAM B. SCHIFF, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF CALIFORNIA

Mr. Chairman, any discussion of the economic relationship between the United
States and China must include consideration of the effect of international intellec-
tual piracy on the American economy. Piracy continues to have a devastating impact
on our creative industries. It is an issue that must be dealt with, both at home and
abroad.

Consider the facts: Computer users illegally download more than 2.6 billion copy-
righted files every month. At any given moment, more than five million users are
online offering an estimated one billion files for copying through various peer-to-
peer networks. About 25% of the total number of files available on unauthorized
peer-to-peer services are hosted outside the United States. Recording industry offi-
cials point to an estimated loss of $600 million in 2002 within its industry due to
piracy.

Piracy also has a devastating impact on the movie industry. During the 1999 re-
lease of the film Star Wars: Episode 1—The Phantom Menace, pirated copies of the
film infiltrated the Asian market while the film was still in U.S. theatres. When
the film opened in Asian theaters, attendance was way below expectations. Home
entertainment retailers also lost vital business in the home video market due to the
availability of pirated copies.

What is happening in China? Certainly it is no surprise that China’s impact on
the U.S. economy is significant. And certainly, intellectual property theft in China
is having a considerable effect on the American economy.

An August 2003 New York Times story reported that pirated discs in China can
cost as little as $1. Given that there is a much broader selection of titles in the pi-
rated world than in legitimate video and DVD stores, the business of pirated boot-
legs becomes exceedingly lucrative.

These factors led to China becoming the single largest concentration of pirated CD
plants a decade ago. At one point, more than 2 dozen plants were operational while
only one plant was necessary to meet all the nation’s legitimate business needs.
These plants were working 3 shifts a day, producing pirated CDs mostly for export.

In 1996, steps were taken to change this situation. Facing the imposition of U.S.
sanctions of $1 billion a year, Chinese officials took action. Half of the plants were
shut down, equipment was confiscated, and a new system was put in place for the
remaining plants in an attempt to deter future piracy.

While the export of such pirated work has been curtailed, the proliferation of pi-
rated materials continues to be a growing problem in China. The facts remain
alarming: In all categories of intellectual property, 90% is pirated in China. For
music alone, the numbers are even worse.

In China, unauthorized copies of “Harry Potter and the Sorcerer’s Stone” were
being sold by DVD peddlers on the street just four days after the movie opened in
the United States and Britain. Other blockbusters have hit the streets even before
release.

Chinese officials have expressed concern over the situation but have not taken sig-
nificant steps to address the problem. Individual members of the Chinese govern-
ment have attempted to find ways to stabilize the situation, but are hindered by
a lack of manpower and a dearth of legal avenues to pursue.

While Chinese officials have seized over two hundred million pirated CDs over the
past two years, there have been no criminal proceedings against the perpetrators,
and thus the problem continues to grow.
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According to the United States Trade Representative’s Special 301 Report, “Al-
though China has revised its IP laws and regulations to strengthen administrative
enforcement, civil remedies and criminal penalties, violations of IPR are still ramp-
ant. China remains one of the last countries in the world that fails to use, in practice,
its criminal law to go after commercial copyright pirates and trademark counter-
feiters.” Inadequate criminal deterrence and market access barriers that restrict the
ability of US—companies to enter the music, entertainment software and filmed en-
tertainment markets—exacerbate the piracy problem.

The bottom line is that in excess of 53 billion annually in potential worldwide rev-
enue is lost due to piracy.

Earlier today, my colleagues Joe Biden, Gordon Smith, Bob Goodlatte, and I
launched the Congressional International Anti-Piracy Caucus in an effort to stem
this growing problem of global theft of intellectual property. Our bipartisan and bi-
cameral group will work to keep Members and staff informed and updated on the
serious problem of global piracy and look for ways to address this issue. With ad-
vances in technology, we will promote new and inventive techniques to combat pi-
racy.

Earlier this year, I took part in a Congressional Delegation trip to Asia with sev-
eral other Members of Congress. Asia leads the world in broadband penetration, and
its citizens are among the most Internet-savvy in the world. However, the digital
marketplace in copyrighted works in several countries has significant piracy prob-
lems and often times the legal infrastructure is outmoded for a world of e-commerce.

During my trip, I had the opportunity to personally raise a number of key copy-
right issues with high-ranking government officials. I urged government officials to
enact Copyright Act amendments to align their law with global minimum standards
contained in related WIPO treaties. In addition, I urged government officials to pro-
mote a workable framework for obtaining the cooperation of service providers in
fighting online piracy.

This Committee has an obligation to continue monitoring and combating this trou-
bling situation. It is only by repeatedly raising the issue with foreign leaders and
applying additional pressure that we will begin to see any progress.
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