Y
@ A
“Heritage “Foundation

LEADERSHIP FOR AMERICA

214 Massachusetts Avenue, NE * Washington DC 20002 * (202) 546-4400 * heritage.org

CONGRESSIONAL TESTIMONY

China’s Indigenous Innovation Trade

and Investment Policies: How Great a
Threat?

Testimony before the
Committee on Foreign Affairs
Subcommittee on Terrorism, Nonproliferation
and Trade

United States House of Representatives

March 9, 2011
2:00 PM

Peter Brookes
Senior Fellow
The Heritage Foundation




Mr. Chairman, Members of the Committee:
Good afternoon. My name is Peter Brookes. I am a Senior Fellow at The Heritage Foundation.

The views I express in this testimony are my own, and should not be construed as representing
any official position of The Heritage Foundation or any other organization I am associated with.

It is a pleasure to appear before you today to discuss China’s policy of Indigenous Innovation as
a foreign affairs specialist and observer of, and participant in, U.S.-China relations for some 15
years now.

There is no question that China today poses a significant set of challenges for the United States
and the international community. While its regional and global aspirations appear to be quite
extensive, it has been reticent in publicly stating its grand ambitions.

Nevertheless, we can observe a number of behaviors on the part of the Chinese that indicate that
Beijing expects to see itself at, or near, the top of the international pecking order at some point in
the not too distant future.

As a result, we are faced with a number of current and potential problems posed by the Chinese
that arise from their seeming ambitions to be a major power politically, economically, and
militarily.

For instance, there is good reason to be concerned about China’s military buildup, the political
and social freedoms for its 1.3 billion people, and its role in environmental degradation, to name
a few.

But China’s role in international economics and trade are also a concern, especially issues
revolving around its export-driven economy, trade imbalances, market access for foreign firms
and the convertibility and value of its currency, the yuan.

These issues are all well known to the Members of the Committee.
Today, the question is specifically on China’s controversial policy of Indigenous Innovation.

While there are differing definitions of the policy, generally it might be considered the giving of
preferential treatment to locally developed technology in Chinese government procurement.
(Chinese government procurement is estimated at some $105 billion annually—and may be
significantly higher due to the influx of additional central government stimulus money.)

In order to be considered “locally developed,” the Chinese government has to certify that the
technology involved in the product was developed, re-innovated, or co-innovated in China,
potentially blocking out the participation of foreign competitors.



In exchange for participating in sharing or co-developing their technology, often with State-
Owned Enterprises, foreign firms are given access to current and future business opportunities in
China’s market.

For all practical purposes, the Indigenous Innovation policy is an effort on the part of Beijing to
gain access to foreign intellectual property to improve China’s commercial competitiveness at
home and abroad.

Some would suggest that the Indigenous Innovation policy is a blatant Chinese attempt to
quickly catch up with, and surpass, countries with more advanced technology. I do not think
there is any doubt about this.

Indeed, while some date the formal policy to 2006, in fact, Chinese efforts to gain access to
advanced technology from foreign firms goes back quite some time, whether the transfer of the
targeted technology was “voluntary,” coerced, copied, reverse-engineered, bought, or simply
stolen.

China’s Indigenous Innovation policy, in its many variations and guises, is in my view an unfair
practice that disadvantages the foreign firms that are subjected to it. It inhibits market access of
foreign firms and it is also a threat to our economic competitiveness.

Even if companies decline to send their best technology to China for fear of losing it through any
number of means, technology that falls into Chinese hands may lead to competition in low-cost,
mid-level technology markets that exist in many parts of the world.

And while there are competing views on the matter, it is unclear whether the transfer of low and
mid-levels of technology from foreign firms will allow China to ultimately move from its place
as a dominant manufacturer to a high-technology innovator.

That, of course, is China’s goal.

Finally, while there are U.S. policies and measures in place, we must also be wary of how any
technology transfer—domestic or foreign—might affect our national security in light of China’s
military modernization.

The bottom line: While Indigenous Innovation is one way for China to gain access to desirable
foreign technology, the fact is that protecting high-technology intellectual property in China has
been, is, and will be a significant challenge for foreign firms.

Beijing is bent on China becoming an advanced technology economy as quickly as possible, and
is putting a significant amount of resources into the effort, from spending on research and
development to industrial espionage, using human assets or cyber operations.

As such, we should not expect the Chinese threat to American technology—including sensitive
defense sector technology—to abate anytime soon.



The question, of course, is what can be done?

First, it is my belief that firms could choose not to do business in the Chinese market—this, of
course, 1s a private-sector, corporate decision that government should not interfere with.

It is clear that business engenders a certain bit of risk wherever it is conducted and firms should
be aware of the threat to their intellectual property while doing business in China.

Second, it should be a priority for the U.S. government to get the Chinese government—or any
other government—to walk back policies that make technology transfer a condition for access to
its market.

But even if we were to see some backtracking on China’s Indigenous Innovation policy, we
would certainly continue to see the Chinese develop new ways, in addition to other means
currently in use, to get access to foreign technology.

Third, when appropriate and an available remedy, the United States, in concert with others,
should bring Chinese trade policies and practices before the World Trade Organization (WTO)
for remediation.

In the case of Indigenous Innovation, there are questions as to whether China could be rightfully
brought before the WTO due to its ongoing failure to negotiate an agreement regarding
government procurement.

Mr. Chairman, thank you for the opportunity to present my views on this vexing matter that faces
foreign firms, especially those of the United States, doing business in China. [ am happy to
answer your questions.
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