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The final round of negotiations toward the Trans-Pacific Partnership
(TPP) Agreement took place in October 2013. As the final ministerial
meetings take place in December 2013, it is important to remember that
the United States is doing the right thing in pursuing deeper economic
and trade integration with key Asia-Pacific partners, but the effort will
only be worth it if it concludes with an innovation-maximizing trade
agreement that sets the standard for future trade deals into which the

United States enters.

The TPP involves 12 Asia-Pacific region countries—Australia, Brunei, Canada, Chile,
Japan, Malaysia, Mexico, New Zealand, Peru, Singapore, Vietnam, and the United
States—that have voluntarily come together to deepen economic integration and
collaboration across the Asia-Pacific region by crafting a comprehensive, high-standard free
trade agreement. ' The TPP seeks to represent a model free trade agreement that can serve
as a platform for broader regional integration by holding the potential to enroll additional
partner countries, as evidenced by the fact that Japan joined TPP negotiations just in the
past year, with South Korea also voicing potential interest. > U.S. trade with this region is
vitally important, as TPP-member countries account for 40 percent of U.S. trade, while
Asia-Pacific Economic Cooperation (APEC) countries account for 63 percent of U.S.
trade.’

But while the TPP has the potential to be a model innovation maximizing trade agreement,
it will only become so if it both includes and holds the nations that sign it to the very
highest standards, including those regarding intellectual property rights (IPR) protection;
liberalized trade in services; transparency and openness in government procurement
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practices; restrictions on preferential treatment toward state-owned enterprises (SOEs);
elimination of a host of non-tariff barriers (N'TBs), including barriers to foreign direct
investment (FDI); and at least equal, if not greater, emphasis on enforcement as on market
access.” If the TPP is to become more than just another trade agreement for countries to
join and then proceed to ignore the parts they don’t like, the countries participating must
fully renounce mercantilist practices—such as discriminatory government procurement
practices, standards and currency manipulation, imposition of NTBs, inadequate
protection of IP rights, etc.—and truly open their economies to market-based trade.

As this report—which updates the August 2012 report Ensuring the Trans-Pacific
Partnership Becomes a Gold-Standard Trade Agreement from the Information Technology
and Innovation Foundation (ITIF)—documents, a number of significant outstanding
issues remain to be negotiated and successfully concluded, especially those regarding IPR
protection and enforcement and market access rights, before the TPP can become a true
twenty-first century trade agreement. Moreover, the past year has seen only limited
progress by TPP parties in removing trade barriers. For instance, five TPP parties remain
on the Special 301 Watch or Priority Watch Lists, published by the United States Trade
Representative (USTR), which identify countries that provide inadequate intellectual
property rights protections, signaling that significant intellectual property protection issues
persist among some TPP countries. Only three other TPP parties (besides the United
States) have joined the Government Procurement Agreement (GPA). Significant barriers to
foreign direct investment, especially in the telecommunications sector, remain in many
TPP countries. In fact, a comparison of USTR’s 2012 and 2013 National Trade Estimate
Reports on Foreign Trade Barriers—which document countries’ significant barriers to trade,
whether they are consistent or inconsistent with existing international trade rules—reveals
some improvement over the past year but mostly the persistence of the majority of the
previously documented trade barriers among would-be TPP partners.

While the United States has expressed urgency for completing the TPP, negotiators must
continue to focus foremost on crafting an innovation-promoting agreement capable of
tackling an array of pressing problems throughout Asia and the Pacific region, such as low
productivity. Given the ramifications, both for the integration of the world’s most
economically dynamic region and for the trading system globally, the United States should
seize the opportunity to do something new and groundbreaking with the TPP. It should
develop an innovation-maximizing trade agreement, and ask that the countries that join it
adhere to the very highest standards and thoroughly eschew mercantilist practices.
Ultimately, it would be a mistake for the United States to enter into a sub-standard TPP
that offers only weak IP protections or that permits countries to maintain their mercantilist
practices; doing so would in fact be worse than not joining the agreement.

This report begins by reviewing the global trade framework that maximizes global
innovation. It then examines several outstanding issues in the TPP negotiations as well as
the state of performance of TPP parties regarding intellectual property protection, services
trade liberalization, openness toward digital trade, openness to foreign direct investment
and market access, open and transparent government procurement practices, non-
preferential treatment of state-owned enterprises, and conventional tariff reductions.
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Summary Policy Recommendations for the TPP Agreement:

4  Eliminate all tariffs in trade on innovation industries.

4 Require TPP member countries to join the World Trade Organization’s
Information Technology Agreement.

#  Liberalize trade in innovative services, especially telecommunication services and
audiovisual services.

4 Prohibit the use of localization barriers to trade, such as data server localization, in

digital trade.

4 Commit to the unrestricted import, use, and sale of products with cryptographic
capabilities in the commercial market.

#  Outlaw the use of local content requirements.
#  Lower all barriers to foreign direct investment.

#  Require that TPP member countries join the World Trade Organization’s
Government Procurement Agreement.

#  Clarify the scope and coverage of national treatment in the General Agreement on
Tariffs and Trade (GATT), explicitly subjecting state-influenced entities to a
robust national treatment obligation.

#  Complete an overall strengthening of intellectual property protection.
#  Enshrine 12 years of data exclusivity for biopharmaceutical products.

4 Adopt a common definition for trade secrets: any information that has economic
value (actual or potential), is not generally known to the public, and for which the
trade secret owner has taken reasonable measures to keep private.

WHY IS INNOVATION SO IMPORTANT TO DRIVING GROWTH?

Innovation has become the central driver of national economic well-being and
competitiveness—and this is why so many countries are engaged in what might be called “a
race for global innovation advantage.” But what is innovation? The Organization for
Economic Cooperation and Development (OECD) defines innovation as “the
implementation of a new or significantly improved product (that is, a physical good or
service), process, a new marketing method, or a new organizational method in business
practices, workplace organization, or external relations.” The key point here is that
innovation can be both technological and non-technological in nature. In fact, innovation
comes in a muldtude of forms, including products, services, production or business
processes (for goods or services, respectively), organizational models, business models, and
social innovations (innovation directed toward specific societal gains). Within these
dimensions, innovation can arise at different points in the innovation process, including

THE INFORMATION TECHNOLOGY & INNOVATION FOUNDATION | DECEMBER 2013 PAGE 3



In the TPP, maximizing
innovation [7)/ innovation
industries will depend on
three factors: 1) ensuring
the largest possible
markets; 2) limiting non-
market-based
competition; and 3)
ensuring strong IP

protection.

conception, research and development (R&D), transfer (the shift of the “technology” to
the production organization), production and deployment, or marketplace usage.”

As a result, in recent years, a growing number of economists have come to see that it is not
so much accumulation of capital but rather innovation that drives countries’ long-run
economic growth.® As the OECD notes, “a driving factor for much of the economic
growth and rise in living standards in the post-World War 1II era is the rapid advances in

? The U.S. Department of Commerce estimates that

technology and innovation.”
technological innovation has been responsible for as much as 75 percent of the growth in
the American economy since World War I1." And in a seminal study of 98 developed and
developing countries, economists Peter Klenow and Andrés Rodriguez-Clare found that up

to 90 percent of per-capita income growth stems from innovation."'

Innovation also plays a central role in improving citizens’ quality of life. Innovation has
been and likely will continue to be indispensable to helping societies address difficult
challenges, such as developing sustainable sources of food and energy, improving
education, combating climate change, meeting the needs of growing and aging
populations, and increasing incomes. As such, the most important goal of any trade
agreement should be to maximize innovation.

THE NATURE OF INNOVATION INDUSTRIES

If innovation is the key to achieving global economic, environmental and health progress, a
critical question arises: what are the attributes that make a particular industry “innovative™
First, innovation—the continual introduction or improvement of new or existing products,
services, or processes—is central to the competitive success of innovation industries. To
some extent all industries, even “traditional” industries, innovate. But true innovation
industries are ones where the rapid and regular development of new processes, products or
services—many of them disruptive in nature—is critical to their competitive advantage.
For example, industries like biotechnology and semiconductors are innovation industries,
as their success depends not on making the particular drug or semiconductor cheaper, but
on inventing the next-generation one.

The second key component of innovation-based industries is that the marginal cost of
selling the next product or service is significantly below the average cost. The digital
content industry (e.g., software, movies, music, books, and video games) is perhaps the
most extreme example of this. In some cases it can cost hundreds of millions of dollars to
produce the first copy, but additional digital copies can be produced at virtually no cost.
Broadband providers invest billions to build networks, where the marginal cost of
transporting the next bit can be quite low. Even “atom-based” industries, like acrospace,
can have declining marginal costs. For example, it took Boeing almost eight years of
development work and an expenditure of over $15 billion before a single 787 Dreamliner
was sold.'” That $15 billion is built into the overhead of every 787 sold. Economists refer
to this as increasing returns to scale. Yet, not all industries have this characteristic; a 2013
study by the European Commission of over 1,000 European companies found increasing
returns to scale for high-tech firms, but decreasing returns to scale for low-tech ones."”
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Finally, innovation industries depend more than other industries on intellectual property,
particularly science and technology-based IP. For example, software depends on source
code; life sciences on discoveries related to molecular compounds; aerospace upon materials
and device discoveries; and the content industries on low levels of piracy. The same study
of European firms found that, for non-high-tech mid- and large-size firms, the
contribution of knowledge capital to success was less than physical capital, but for high-
tech firms it was greater."

As a result, for the TPP—as for the global trading system generally—to maximize
innovation by innovation industries will require getting three key factors right: 1) ensuring
the largest possible markets; 2) limiting non-market-based competition; and 3) ensuring
strong IP protections. All three factors get to the core challenge for innovation industries:
investment in innovation is uncertain and therefore higher-than-normal profits on the
innovations that are actually successful are needed.

PROVISIONS TO EXPAND MARKET SIZE

For innovation industries with high fixed costs of design and development but lower
marginal costs of production, larger markets are critical; they enable firms to cover those
fixed costs so that unit costs can be lower and revenues for reinvestment in the next
generation of innovation higher. This is why firms in most innovation industries are global.
If they can sell in 20 countries rather than five, expanding their sales by a factor of four,
their total costs increase by much less than a factor of four. Numerous studies have found a
positive effect of the ratio of cash flow to capital stock on the ratio of R&D investment to
capital stock.” The more sales, the more earnings that can be plowed back into generating
more innovation. This is also why the 2013 European Commission study of European
firms found that for high-tech firms, “their capacity for increasing the level of technological
knowledge over time is dependent on their size: the larger the R&D investor, the higher its

rate of technical progress.”'

Thus, the TPP needs to enshrine policies that expand effective market size. These include
eliminating tariffs, especially for innovation-based industries; curtailing non-tariff barriers;
and lowering all barriers to foreign direct investment.

Tariff Reduction on Innovation Industries

The TPP should seek to comprehensively reduce—if not entirely eliminate—traditional
tariff barriers. Because the TPP will be a free trade area similar to the North American Free
Trade Agreement (NAFTA), under WTO rules, for example, TPP members are allowed to
fully eliminate tariffs between themselves while still maintaining Most Favored Nation
(MFN) status for all other WTO members. Thus, the goal should be to entirely eliminate
tariffs on goods traded within the TPP.

However, the MFN status of TPP participants provides a good indicator of where these
countries stand with regard to this tariff elimination, because it shows how each country is
currently treating its trading partners. And, as Table 1 shows, some TPP parties have seen
progress in reducing their overall mean applied tariff rates. From 2010 to 2011, MFN
applied tariff rates came down by 0.7 percentage points in Mexico, 1.7 percentage points in
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Peru and 0.1 percentage points in New Zealand, a positive trend that needs to continue.
Nevertheless, MEN applied tariffs increased by 0.9 percentage points in Japan and 0.8
percentage points in Canada. In addition, MEN applied tariffs remain quite high in
countries such as Vietnam, Mexico, and Malaysia, which have MFN applied tariffs of 9.8
percent, 8.3 percent, and 6.5 percent, respectively.

TPP Party MFNr:rFi)f?hed MFNT:r?f?hed Ai:'j:lgﬁa?iyff
(%), 2010 (%), 2011

Vietnam 9.8 9.8 -
Mexico 9.0 8.3 -0.7
Malaysia 6.5 6.5 -
Chile 6.0 6.0 -
Peru 5.4 3.7 -1.7
Japan 4.4 5.3 0.9
Canada 3.7 4.5 0.8
United States 3.5 3.5 -
Australia 2.8 2.8 -
Brunei 2.5 2.5 -
New Zealand 2.1 2.0 -0.1
Singapore 0 0 -
TPP Member Average 4.6 4.6 -0.1

Table 1: MFN Applied Tariff Rates, 2011"

However, as across-the-board tariff elimination will most likely be difficult, the priority
should be to remove tariffs on innovation industries. The reason is that tariffs on non-
innovation industries, like apparel or lumber, usually simply require consumers of these
products to pay more (while helping taxpayers generally). But tariffs on innovation
industries (e.g., semiconductors) hurt not just the consumers of these products, but also the
producers by reducing global market size, balkanizing production, and reducing revenues
for reinvestment back into the next round of innovation.

Moreover, by rising costs on key capital goods industries (e.g., information and
communications technologies, or ICTs), tariffs reduce use of these key innovation and
productivity-enabling technologies. Such high tariffs on advanced technology products
only serve to damage these economies, causing other sectors to suffer. For example, for
every $1 of tariffs India imposed on imported ICT products, it suffered an economic loss
of $1.30 due to spillover effects.'® As Kaushik and Singh found with regard to their study
of ICT adoption in India, high tariffs did not create a competitive domestic [hardware]
industry, but they did limit adoption of ICT in India by keeping prices high."” In other
words, tariffs are particularly pernicious when applied to ICTs, hurting the nations that
impose them by raising the cost of ICT goods and services, thus causing businesses (and
individuals) to invest less in ICT, lowering their productivity.
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For instance, Brunei imposes tariffs of 20 percent on printed circuit boards; Malaysia places
tariffs of 25 percent on computer monitors; and Vietnam imposes tariffs of 14 percent on
televisions, digital cameras, and video cameras.”” Thus, it is imperative that enabling free,
market-based trade in ICT products and services be a core tenet of the Trans-Pacific
Partnership Agreement. Table 2 shows the statuses of TPP parties in the World Trade
Organization’s Information Technology Agreement (ITA), a novel trade agreement in
which participating nations completely removed tariffs on eight categories of ICT products
(including semiconductors, computers, and telecommunications equipment). Nine of the
12 TPP parties are signatories to the agreement. Only Brunei, Chile, and Mexico are non-
signatories to the ITA.

Signatories Non-Signatories
Australia Brunei
Canada Chile
Japan Mexico
Malaysia
New Zealand
Peru
Singapore

United States

Vietnam

Table 2: TPP Parties’ Participation in the WTO's Information Technology Agreement™

The ITA has been one of the most successful trade agreements ever undertaken.”” As ITIF
documented in Boosting Exports, Jobs, and Economic Growth by Expanding the ITA, since
the ITA’s launch in 1996 there has been a tremendous disparity in the growth of ICT
product and services exports between ITA-member countries and non-ITA-member
countries. As the report notes, “While ITA membership does not guarantee that a country
will be a strong ICT exporter, it does appear to be associated with stronger ICT exports.”*
In addition, ITIF writes in The Benefits of the ITA for Developing Countries that the ITA has
been at least as big of a win for developing countries as it has been for developed ones.”
For these reasons, membership in the Information Technology Agreement—and
participation in ongoing negotiations to expand the ITA—should be a condition of
membership in the TPP. Vietnam is the only country among the nine current would-be
TPP member signatories to the ITA that is not participating in negotiations to expand the
scope of ICT products covered by the Agreement.”

Non-tariff Barrier Restrictions

While countries worldwide have made progress in reducing tariffs in the wake of the
Uruguay Round of global trade liberalization, the effect of those decreases has been
tempered by a corresponding rise in non-tariff barriers (NTBs). In fact, the number of
technical barriers to trade reported to the WTO reached a record high of 1,560 in 2012.%
NTBs refer to measures other than tariffs which distort trade. Examples include:

THE INFORMATION TECHNOLOGY & INNOVATION FOUNDATION | DECEMBER 2013 PAGE 7



quantitative restrictions; price controls; non-tariff charges; unwarranted customs
procedures; discriminatory health and safety standards; currency manipulation;
discriminatory application of technical standards; and localization barriers to trade (LBTs).
Localization barriers to trade are a particularly pernicious and rapidly growing form of
NTB that represent a wide range of policies—from local content requirements and forced
offsets to mandated IP or technology transfer—which seek to explicitly pressure foreign
enterprises to localize economic activity in order to compete in a country’s markets.”” Like
tariffs, NTBs are designed to keep foreign products out of domestic markets, which can
limit the efficient market size for industries, particularly innovation industries. As discussed
above, for innovation industries, this creates harmful side-effects—primarily, it keeps unit
costs for a product (or service) high, thereby reducing revenue needed to invest in the next
generation of innovation and limiting their adoption.

In fact, though difficult to measure, it is likely that non-tariff barriers now have a greater
detrimental impact on world trade than tariffs do.”® Accordingly, the TPP should seek
wherever possible to eliminate discriminatory standards, industry-specific market distorting
subsidies, regulatory distortions, and other non-tariff barriers that prevent effective access
for one country’s goods and services exports to other TPP countries’ markets. Among TPP
parties, barriers to trade in services, barriers to digital trade, and barriers to foreign direct
investment/ownership constitute three of the most significant N'TBs that should be
addressed as part of an innovation-maximizing TPP Agreement.

Barriers to Services Trade Among TPP Parties

Services account for an increasing share of economies’ employment, GDP and economic
growth. In fact, on average among APEC economies, services account for twice as large a
share of GDP as manufacturing industries. Unfortunately, services sector restrictions
remain with regard to several sectors in TPP countries, notably in financial services,
telecommunication services, transportation services, and audiovisual services.”

Services are delivered in four ways: 1) across borders, including via digital networks; 2) by
providing the service in the firm’s home country to a service consumer who is visiting the
country; 3) by providing the service within the territory of a country through the firm’s
subsidiary or branch; or 4) by temporarily sending an employee overseas.” While each
method is designed to increase the market scale of a firm, it is the first method—digital
networks—that is the most innovative and applies to sectors such as audiovisuals and
telecommunications.

Economies that limit trade in services across borders can miss out on innovation-
stimulating effects from these transactions. For example, in the audiovisual sector, an
expanded market size is critical to expanding the audience. While it requires significant cost
to produce and create the first copy of a film, it costs much less to show a film in different
countries, especially given the advent of digital media platforms. The revenues from this
can then be reinvested into the next round of audiovisual productions, leading to higher
quality films, including ones with better special effects and sound editing. However, when
an economy limits this process, by either setting foreign content quotas or banning digital
networks, it reduces the potential revenues that audiovisual enterprises can earn and
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precludes their reinvesting these profits back into innovation efforts. Thus, economies that
shield their domestic services sectors from foreign competition will only experience lower
rates of innovation in those sectors, and thus lower rates of productivity and economic
growth across the economy as a whole.”

Table 3 shows TPP countries’ scores on the GATS (General Agreement on Trade in
Services) Commitments Restrictiveness Index, which measures the extent of GATS
commitments for all 155 services sub-sectors as classified by the GATS. Economies are
scored from 0 (unbound or no commitments) to 100 (completely liberalized). The United

States significantly leads TPP parties in services trade liberalization, followed by Australia,
New Zealand, and Canada.

TPP Party Score
United States 65.2
Australia 59.0
New Zealand 52.2
Canada 51.1
Japan 48.8
Mexico 35.9
Vietnam 30.2
Malaysia 25.4
Peru 24.6
Singapore 22.7
Chile 9.5

Brunei 4.4

TPP Average 35.7

Table 3: General Agreements on Trade in Services Commitments Restrictiveness Index, 20093
Note: Higher scores indicate more liberalized economies

The extensive limitations on trade in services documented here are not consonant with the
spirit of trade liberalization envisioned by the Trans-Pacific Partnership and need to be
significantly curtailed by partner countries. An innovation-maximizing TPP Agreement
needs to secure commitments from member countries to significantly liberalize trade across
all services sectors, thus enabling services to be delivered more cost effectively, efficiently,
and flexibly across all markets in TPP member countries.

Specifically, the 2013 National Trade Estimate Report on Foreign Trade Barriers (like the
2012 Trade Estimate Report before it) notes that almost every would-be U.S. TPP partner
places significant barriers on trade in services. In Japan in 2012, the Ministry of Finance
(MOF) announced that it intends to begin levying a consumption (value-added) tax on
music and books distributed online from overseas to consumers in Japan, in an attempt to
make Japanese content cheaper than its foreign counterparts.”” Malaysia’s restrictions on
foreign accounting, architectural, audiovisual and broadcasting, financial, legal,
engineering, and retail trade services remain. Though a 2012 law now allows foreign law
firms to practice in Malaysia through a partnership or qualified license, until it is
implemented, foreign lawyers may not practice Malaysian law, nor may they affiliate with
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local firms or use the name of an international firm. In addition, foreign architectural firms
can only operate in Malaysia as joint venture participants.”* In Mexico, foreign companies
must form joint ventures with Mexican partners to receive authorizations (called
“concessions” under Mexican law) to provide satellite-based telecommunication services—a
policy that “serves as a barrier to market entry for new competitors” and that “may make
»35

many services economically infeasible.”” New Zealand’s barriers to competition in wireless

communications through high mobile termination rates remain, while Peru proposed a
new law in 2012 that is concerning to countries engaged in cross-border data flows.™
Singapore continues not to permit foreign law firms to practice Singaporean law or litigate
in local courts unless specifically approved to do so, and it continues to impose barriers on
foreign banks’ use of local ATM networks.”” While Vietnam did change its law in 2012 to
permit foreign ownership of express delivery services, it continues to restrict foreign
investment in cinema construction and operation, and it subjects films to censorship before
public viewing—a process it operates without transparency or the right of appeal.”® Chile,
which scores among the two lowest countries in Table 3, along with Brunei, maintains
high mobile termination rates, the wholesale per-minute rate paid by an originating mobile
provider to the terminating mobile provider when a call is placed from subscribers from
one network to subscribers of another. These rates discriminate against smaller foreign
mobile service providers compared to larger domestic ones within the Chilean market.

Barriers to Trade in ICT Products and Services among TPP Parties

Digital trade is important because ICTs are the global economy’s strongest driver of
productivity, innovation and growth. For example, the McKinsey Global Institute
estimates that the Internet alone accounted for 21 percent of aggregate GDP growth
between 2007 and 2011 across 13 of the world’s largest economies, including France,
Germany, Italy, Sweden, the United Kingdom, and the United States.”” A March 2013
study by Finland’s Ministry of Employment and Economy estimates that, by 2025, half of
all value in the global economy will be created digitally.”” ITIF estimates that the annual
global economic benefits of the commercial Internet equal $1.5 trillion, more than the
global sales of medicine, investment in renewable energy, and government investment in

R&D, combined.*!

Therefore, ensuring the uninhibited flow of information, data and ICT products and
services across borders is vital to realizing a robust global economy as well as healthy
individual economies within the parties to the TPP.

Localization Barriers to Digital Trade
Given the importance of international flows of data and information, the TPP should

secure rights for cross-border information and data flows (while ensuring that legitimate
privacy, security, and intellectual property rights are protected). Further, the TPP
Agreement should allow business enterprises from TPP parties to transact business through
e-commerce platforms without having to establish a commercial presence in each country.
The TPP should also prohibit requirements that businesses must use local computing
infrastructure, such as servers, as a condition of doing business or making an investment in
a TPP country, or engaging in e-commerce or cross-border trade. This would mark the first
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time that protection of cross-border data flows has been negotiated in a U.S. trade
agreement.

Unfortunately, a number of would-be TPP partners, both developed and developing, have
introduced localization barriers to digital trade, particularly regarding laws mandating use
of local ICT infrastructure such as data centers or laws mandating local data storage. For
instance, starting September 1, 2013, Vietnam’s Decree 72 implements localization
requirements mandating that all Internet services companies, such as Google or Facebook,
must operate at least one data center in Vietnam itself.” Decree 72’s requirement that
companies providing Web search portals, cloud computing services, or digital media locate
data centers in Vietnam directly violates the country’s computer and related services
commitments under the WTO GATS Agreement. For its part, Malaysia has passed a local
data server requirements law, although it has yet to implement it.”®

Beyond establishing laws mandating that foreign enterprises must establish local IT
infrastructure in a country in order to provide digital services, a number of countries have
also enacted local data storage or local data residency laws. In fact, among would-be TPP
partners, at least seven—Australia, Brunei, Canada, Malaysia, New Zealand, and
Vietnam—have introduced or are actively considering introducing local data storage
requirements or onerous data security and data privacy regulations that would create
geographic restrictions on where ICT service providers can store and process data.

For example, Australia’s government has implied that hosting data overseas, including in
the United States, by definition entails greater risk and unduly exposes consumers to their
data being scrutinized by foreign governments.* And, in July 2012, Australia’s Personally
Controlled Electronic Health Records Act, which prohibits the overseas storage of any
Australian electronic health records, went into effect.”

In Canada, two provinces, British Columbia and Nova Scotia, have implemented laws
mandating that personal information in the custody of a public body—such as primary and
secondary schools, universities, hospitals, government-owned utilities, and public
agencies—must be stored and accessed only in Canada unless one of a few limited
exceptions applies.® These laws prevent such public bodies in those provinces from using
foreign digital service providers in cases where personal information could be accessed from
or stored in a foreign country. This effectively constitutes a local data storage requirement
that precludes foreign Internet companies from offering cross-border digital services such as
cloud computing in those Canadian markets. The Australian and Canadian rules on health
records have essentially applied a blanket requirement that certain personal data be stored
in-country.”’ Similarly, in 2010, New Zealand’s Inland Revenue Service issued a “Revenue
Alert” stating that companies were required to store business records in data centers
physically located in New Zealand in order to comply with the Inland Revenue Acts.*®

Elsewhere, Brunei and Vietnam have introduced data residency laws having the effect that
companies can store the data they collect only on servers in-country.”” And in 2012, Peru
promulgated a privacy law that has caused concern among companies dependent on cross-
border data flows, as it is unclear how certain provisions, particularly consent requirements,
will be implemented.”
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In many instances, these laws are motivated by, or at least justified on the basis of, privacy
concerns. The belief is that, if data are required to be kept within a country, either it will be
more secure or governments will be better able to prosecute those who violate privacy laws.
But neither is true. Data are no more likely to be secure or insecure in Brunei, Vietnam or
the United States. Data breaches can occur anywhere. And rogue employees can be
anywhere. If anything, just as money is more secure in established banks, data are likely
more secure in large established cloud providers that are global in scope. The second issue
of jurisdiction is just as flawed. The location of servers has absolutely no effect—for good
or bad—on privacy, as the local government would still have legal jurisdiction over
companies who own the data, regardless of where their data are actually stored. For
example, if a hospital in British Columbia stores its data in Australia and there is a breach
due to poor security practices there, the British Columbia government would still have
legal authority over the British Columbia hospital. Mandating that data be stored locally

has no positive effect on privacy or security.

ICT Products with Encryption Technology
Some governments have recently relied on overbroad or unfounded security concerns to

justify regulation that can discriminate against foreign ICT products and create significant
trade barriers. This trend has increasingly applied to the encryption capabilities of ICT
products, as nearly all ICT products contain cryptographic capabilities. Yet the vast
majority of businesses use encryption for email and database security, data transfer, and
online payments. Consumers use it to protect and secure their personal information held in
smart phones, computing tablets, or on the Internet. Governments use it to provide secure
online services. Encryption has become the foundation of Internet and e-commerce
development, and thus a key driver of economic growth.

Therefore, the TPP Agreement should address the issue of data encryption. Because
burdensome or discriminatory regulation of encryption can impair consumer access to the
most secure products, TPP parties should commit to the unrestricted import, use, and sale
of products with cryptographic capabilities in the commercial market.”’ Such a
commitment would ensure that consumers and businesses operating in TPP countries can
purchase the best ICT products, technologies, and systems available in the global
marketplace for security and privacy. This is important because access to leading-edge
technologies is ultimately the best defense against online crime, fraud, and theft.

If and where regulation is necessary, a global, cooperative approach to encryption should be
sought, to avoid disrupting the global digital infrastructure, and to create an environment
in which consumers and businesses have trust in online commerce. Such regulation should
neither include requirements to transfer or provide access to a particular technology,
production process, or other proprietary knowledge, nor mandate a particular technology
or standard that is not based on a relevant international standard.

Local Content Requirements

Local content requirements mandate that a certain percentage of goods or services sold in a
country must be produced with local content.”” Countries define “local content” in a
variety of ways, such as the percentage of local components used in the assembly of a final
product; the share of locally developed intellectual property embodied in the development
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of a product or service; or even the share of locally produced or local content in the
broadcasting and audiovisual sectors. Countries use local content requirements (LCRs)
more than any other type of LBT. In fact, analysts from the Peterson Institute for
International Economics estimate that local content requirements affected almost $928
billion of total global trade in goods and services in 2010, or about 5 percent of the $18.5
trillion of total global trade.”® They estimate that the actual reduction of world trade on
account of new LCRs amounts to $93 billion annually and that almost 3.8 million jobs are
affected by LCRs.> Unfortunately, several would-be TPP countries have introduced local
content requirements, particularly in the energy and audio-visual sectors.

For example, in August 2013, Mexican President Pefia Nieto introduced an energy reform
package that includes proposed local content rules in procurement and infrastructure
projects in the oil and gas sector, with the understanding that Pemex, Mexico’s largest oil
producer, “will finally be compelled to enforce” them.” Several TPP parties impose
domestic content requirements as a condition of renewable energy providers being eligible
to receive subsidies and feed-in tariff (FIT) incentives.”® For instance, Canadian provinces
Ontario and Quebec have required that up to 50 percent and 60 percent, respectively, of
renewable energy equipment be locally sourced in order for the renewable energy provider
to be eligible for subsidies and feed-in tariff incentives.” In December 2012, WTO judges
agreed with complainants European Union and Japan that provisions of these Canadian
programs discriminated against foreign suppliers of equipment and components for
renewable-energy generation facilities by affording less-favorable treatment to imported
equipment and components than given to like-products originating in Ontario. Yet
Canada is not alone among would-be TPP partners in introducing local content
requirements in clean energy. The Malaysian Renewable Energy Bill of 2010 foresees a
variable FIT linked to local content requirements. In addition, biogas, biomass, and solar
photovoltic producers receive a bonus FIT payment when locally manufactured or
assembled components are used.”®

Several TPP parties impose local content requirements in the audiovisual services sector.
Australia’s Broadcasting Services Amendment Act requires subscription television channels
with significant drama programming to spend 10 percent of programming budgets on new
Australian drama programs.”® And 55 percent of air time on free television channels
between 6am and midnight must be Australian-made.” Malaysia maintains a plethora of
LBTs in the audiovisual services sector—80 percent of broadcast television programming
must originate from local production companies owned by ethnic Malays, and 60 percent
of radio programming must be of local origin.’ Moreover, Malaysia imposes a “Made in
Malaysia” requirement on advertisements aired on free and pay television, requiring that
they be produced in Malaysia, using Malaysian citizens, with no more than 20 percent
footage or productions costs from outside Malaysia; the government may provide
exemptions covering no more than 30 percent of total advertising on a channel.®* Also, as a
condition for obtaining a license to operate in Malaysia, video rental establishments are
required to have 30 percent local content in their inventories.” For its part, in 2011,
Vietnam passed a law requiring that all advertising shown on pay TV in Vietnam be

produced in Vietnam.*
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The TPP should include full prohibition against member countries’ use of all localization
barriers to trade, including local content requirements.

Restrictions on Foreign Direct Investment among TPP Parties

A vital component of expanded market access for innovation industries is the ability to
engage in foreign direct investment (FDI). In fact, global commerce is increasingly driven
by FDI, rather than just trade alone. In the transpacific market, cross-border investments
are essential to growth and prosperity. FDI can contribute significantly to regional
innovation capacity and economic growth, in part through the transfer of technology and
managerial know-how. But restrictions on FDI reduce this capacity, primarily by
restricting the market size for innovative foreign enterprises that wish to invest in FDI,
ultimately raising production costs for the innovative domestic enterprises that lose out on
the improved technology and knowledge from abroad.

Unfortunately, several TPP parties continue to impose substantial restrictions on foreign
direct investment and ownership. Table 4 ranks TPP parties regarding their broader,
economy-wide openness to both inward and outward FDI. Countries’ FDI regimes are
evaluated across three categories according to the methodology of the global Investing Across
Borders project of the World Bank Group. The first category corresponds to FDI equity
restrictions. The second category corresponds to the ease with which foreign nationals can
establish and operate businesses, while the third category examines the laws and regulations
that an economy relies on to regulate its domestic and international arbitrations.

Investing Starting a Foreign Strength of Laws for
TPP Party Across Sectors Business Domestic and
International Arbitration
Chile 100 63.2 94.9
New Zealand 100 84.2 97.4
Peru 99.1 72.5 97.4
Australia 96.2 84.2 81.7
United States 95.2 80.0 85.0
Singapore 88.6 78.9 94.9
Brunei 86.7 76.3 89.4
Japan 84.8 81.6 95.4
Canada 81.4 81.6 89.9
Vietnam 68.8 57.9 84.9
Malaysia 67.5 60.5 94.9
Mexico 63.8 65.8 79.1
TPP Average 86.0 73.9 90.4

Table 4: Openness to Inward and Outward Foreign Direct Investment®
Note: 100 = Best; 0 = Worst

Australia, Canada, Japan, New Zealand, Singapore, and the United States generally score
highly across the board. Chile and Peru score highly in foreign equity ownership, yet
perform less well when it comes to their business environments. Economies that restrict
foreign ownership and provide a poor regulatory environment for foreign enterprises
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include Malaysia, Mexico, and Vietnam. The TPP Agreement should assiduously seck to
remove barriers to inward and outward foreign direct investment among member
countries.

In addition, some of the most significant barriers to FDI remain in the
telecommunications sector. APEC’s May 2011 Investing Across Borders report addresses
market accessibility in the telecom sector, which can be measured by examining the
maximum foreign participation or ownership allowed in a country’s telecom sector, as

Table 5 shows.®

TPP Party Foreign Equity Ownership Index, Telecommunications
Chile 100
New Zealand 100
Peru 100
Singapore 100
United States 100
Japan 83.3
Mexico 74.5
Australia 63.2
Vietnam 50.0
Brunei 49.0
Canada 46.7
Malaysia 39.5
TPP Average 74.8

Table 5: Foreign Equity Ownership Index, Telecommunications®’
Note: High Score Represents Maximum Foreign Ownership Allowed in Telecom Sector

While five of the 12 TPP parties have fully liberalized their telecommunications markets,
substantial barriers to foreign equity ownership remain in the other seven countries. For
instance, Canada maintains a 46.7 percent limit on foreign ownership of suppliers of
facilities-based telecommunications services, except for submarine cable operations.”® In
fact, of all OECD countries, Canada ranks last in its level of telecommunications market
liberalization. Elsewhere in the TPP, Australia caps foreign equity interest in Telestra, its
largest telecom, at 35 percent, with individual investors only allowed to own up to 5
percent of the company; Malaysia entitles foreign companies to acquire only up to a 30
percent equity stake in facilities-based telecommunications operators; Mexico’s Foreign
Investment Law limits foreign ownership in the wireline segment to 49 percent; and
Vietnam caps foreign ownership of private networks at 70 percent.’

In contrast, in the United States, Section 310(b)(4) of the Communications Act governs the
situations of foreign ownership interest in a U.S.-organized company (a Parent) that
controls another U.S.-organized company that holds Federal Communications
Commission (FCC) common carrier or aeronautical licenses. Section 310(b)(4) establishes
a 25 percent benchmark for foreign ownership in U.S.-organized Parents. However, direct
or indirect foreign ownership in a Parent may exceed 25 percent (and frequently does, even
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up to 100 percent), unless the FCC determines that such ownership would not be in the
public interest. Typically, licensees wishing to secure FCC approval of foreign ownership of
a Parent exceeding 25 percent must file a petition. The FCC, and certain Executive Branch
agencies—such as the Department of Justice and Homeland Security— must approve the
petition to ensure that it is consistent with national security, law enforcement, foreign
policy, and trade policy concerns before direct or indirect foreign ownership of the U.S.
Parent can exceed 25 percent.

PROVISIONS TO LIMIT NON-MARKET BASED COMPETITION

Large markets enable firms to sell more. But if larger markets come with larger numbers of
competitors, total sales per firm can remain the same or even fall. Conventional wisdom
holds that this competition is good for innovation. However, many studies have
demonstrated that innovation and competition can be modeled according to an inverted
“U” relation, with both too much and too little competition producing less innovation.
One study of UK manufacturing firms found this relationship. Others, including Scherer
and Mukoyoma, have found similar patterns.”” In a study of U.S. manufacturing firms,
Hashmi found that too much competition led to reduced innovation in a slightly negative
relationship.”" In other words, firms need to be able to obtain “Schumpeterian” profits to
reinvest in innovation that is both expensive and uncertain. As Carl Shapiro notes,
“innovation incentives are low if ex-post competition is so intense that even successful
innovators cannot earn profits sufficient to allow a reasonable risk-adjusted rate of return
on their R&D cost.””

This does not mean that market-generated competition is detrimental. Normally, markets
will not produce an excess number of competitors. But governments often do, through
financial bail-outs, discriminatory government procurement, or other policies favoring
weaker domestic innovation firms. For example, France’s ill-fated gambit in 2008 to
introduce the French-backed search engine Quaero “as the next Google-killer” was a clear
manifestation of favoring a weak domestic firm.”” So was the French government’s April
2012 announcement that it will fund one-third of a €225 million joint venture with two
French telecom and technology companies, Orange Telecom and Thales, to create a new
cloud computing company that will provide processing, storage, and bandwidth cloud
computing services to French and European companies.”

In addition, firms themselves also sometimes produce an excess number of competitors.
The decision by five companies—Hynix, Infineon, Micron Technology, Samsung, and
Elpida—rto collude on prices for dynamic random access memory (DRAM) chips is one
example of this. DRAM is the most commonly used semiconductor memory product,
providing high-speed storage and retrieval of electronic information for a wide variety of
computer, telecommunications, and consumer electronic products. DRAM is used in
personal computers, laptops, workstations, servers, printers, hard disk drives, personal
digital assistants, modems, mobile phones, telecommunication hubs and routers, digital
cameras, video recorders and televisions, digital set-top boxes, game consoles, and MP3
digital music players. In 2002, the U.S. Department of Justice charged these companies
with price-fixing under the Sherman Antitrust Act, stating that their policies imperiled free
markets, impaired innovation and harmed U.S. consumers.”
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These policies enable weak firms to enter into or remain in a market, drawing off sales from
stronger firms and reducing their ability to reinvest in innovation. To be clear, some
government innovation policies can be pro-innovation if they help innovative firms
overcome particular challenges. Public-private research partnerships, such as Japan’s
Kohsetsushi Centers, are a case in point.”® But these partnerships, designed to help firms in
an industry solve complex technical challenges, are different from mercantilist policies
subsidizing or protecting particular firms which otherwise would exit the market.

Thus, the TPP needs to be a trade agreement dedicated to eliminating excess competition
stemming from discriminatory government procurement, protected SOEs and government
bailouts.

Open and Non-discriminatory Government Procurement

A key TPP goal should be to enhance business opportunities through substantially
improved access to government procurement opportunities at all levels of government on
the basis of fair national treatment, regardless of firm ownership status. In essence, this
means that governments should not discriminate against foreign firms in their procurement
practices.

It is important to note that there are two ways to consider discriminatory government
procurement practices; the first, involving localization barriers to trade, relies on market
balkanization through hindering the expansion prospects of foreign firms into new regions.
This can include forcing local production or local infrastructure in order to be eligible for
government contracts. The second—which includes many of the practices the TPP parties
engage in—relies on creating excess, potentially inefficient competition, by propping up
high-cost domestic enterprises at the expense of lower-cost foreign ones. This can include
setting price preferences for domestically owned enterprises, or erecting onerous contract
and certification regulations for foreign firms.

The WTO’s Government Procurement Agreement prohibits restrictions on government
purchases between member countries, stating that companies in other signatory countries
will be treated no less favorably than domestic companies in accordance with the principles
of national treatment and non-discrimination. This applies at both the central and sub-
central levels of government.

It is therefore a concern that only three of the eleven other TPP parties, Japan, Singapore
and Canada, are signatories to the GPA, as Table 6 shows. Australia, Chile, Malaysia, and
New Zealand are observers of the GPA, meaning that they participate in the discussions at
the meetings and follow the proceedings of the WTO Committee on Government
Procurement, but are not obliged to fulfill commitments related to the Agreement.
Australia is the only major industrialized country that is not a GPA signatory.”” To its
credit, Malaysia became a GPA observer on July 18, 2012. Brunei, Mexico, Peru, and
Vietnam are neither signatories to nor observers of the GPA. A country’s membership in
the TPP should be contingent on its being a full-fledged signatory to the WTO’s

Government Procurement Agreement.
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Signatories Observers Non-Signatories
Canada Australia Brunei
Singapore Chile Mexico
United States Malaysia Peru
Japan New Zealand
Vietnam

The TPP represents an
important opportunity to
develop more adequate
and effective rules
governing the o peration
of SOEs and SSEs so that
c'()mpzmiwﬁfom all
countries can compete on
equal footing under terms
of “competitive

neutrality.”

Table 6: TPP Members’ Participation in WTO’s Government Procurement Agreement’®

One reason for this is that high rates of preferential treatment in government procurement
continue to exist among TPP parties. For example, in Brunei, “the [government
procurement] award process often lacks transparency, with tenders sometimes being not
awarded or re-tendered for reasons not made public.””” Malaysia’s official policy still allows
government procurement to support blatantly mercantilist national public policy
objectives, such as forcing the transfer of technology from foreign to domestic industries,
reducing the outflow of foreign exchange, providing advantages to local companies in the
service sector, or boosting Malaysia’s export capabilities.*” Malaysia’s lack of transparency
in government decision-making and procedures has impeded U.S. firms’ access to the
Malaysian market. Vietnam’s continued “lack of transparency, accountability, and media
freedom, along with widespread official corruption and inefficient bureaucracy,” remains a
serious obstacle to foreign business activities, including the ability to compete for

government procurement contracts.'

Elsewhere, discriminatory practices also remain
evident with regard to procurement of foreign pharmaceuticals by the national health
systems of several TPP parties, including Australia and New Zealand.** For example,
foreign stakeholders continue “to express strong concerns about New Zealand’s
Pharmaceutical Management Agency’s (PHARMACs), regulatory process, including the
lack of transparency, timeliness, and predictability in the funding process and for

unreasonable delays in reimbursing new products.”®

Non-preferential Treatment of State-Owned Enterprises

The TPP represents an important opportunity to develop more effective rules governing
the operation of state-owned enterprises (SOEs) and state-supported enterprises (SSEs) so
that companies from all countries can compete on equal footing under terms of
“competitive neutrality.”® Competitive neutrality—a key principle advocated in the
OECD’s work on SOEs and corporate governance—holds that government-supported
business activities should not enjoy net competitive advantage over their private sector
competitors.® This is because when SOEs do have net competitive advantages over their
private sector counterparts, it creates unfair and excess competition in the market—in
other words, it favors these enterprises at the expense of private sector ones.

Thus, writing the TPP agreement so that it precludes preferential treatment of state-owned
enterprises remains extremely important, in part because several current TPP parties exhibit
extensive SOE or SSE activity. As one attempt to measure this, The Economic Freedom of
the World report uses an index of government enterprise and investment based on the
number, composition, and share of output supplied by state-operated enterprises and
government investment as a share of total investment. Economies are ranked from 10 to 0.
Countries with few SOEs and where government investment is generally less than 15
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percent of total investment receive a 10, and countries where the economy is dominated by
SOEs and government investment exceeds 50 percent of total investment receive a 0.5

Government Investment as a
Share of Total Investment in
Economy (%)

Government Enterprise &

TPP Member Country Investment Rating

Chile 10 10.6
Australia 8 15.6
Canada 8 18.8
Japan 8 16.4
United States 8 18.3
Peru 8 18.7
New Zealand 8 19.4
Singapore 7 N/A
Mexico 6 29.3
Malaysia 2 42.7
Vietnam N/A N/A
Brunei N/A N/A
TPP Average 8 23.6

Table 7: Government Investment as a Share of Total Investment in Economy, 2013%
Note: In column 2, high score indicates a better performing economy. In column 3, low score
indicates a better performing economy.

On this measure, one TPP party—Chile—scores a 10, while another six score an 8—
Australia, Canada, Japan, Peru, New Zealand and the United States. Singapore scores a 7
and Mexico a 6. But Malaysia’s score of 2 reflects a substantial number of state-owned
enterprises operating in many sectors, including manufacturing, with government
investment accounting for over 40 percent of total investment in the economy.*®

Thus, it is important that the TPP ensure non-preferential treatment of state-owned
enterprises among member nations. Specifically, the TPP should clarify the scope and
coverage of national treatment, explicitly subjecting state-influenced entities to a robust
national treatment obligation. The goal is to preclude policies and practices, like
government bailouts, that benefit state-supported firms and entities and give them unfair
advantage over private firms in competing for market access in their home markets, in
cross-border transactions, and in third markets.*” In addition, the existing procurement
exemption of the national treatment obligation should be modified to prevent misuse of
the provision that could allow wide swaths of state behavior to escape the basic non-
discrimination obligation. Specifically, the procurement exemption should be replaced with
a more limited exception to national treatment for purchases by and for the use of
identified government agencies and covered entities.”

PROVISIONS TO PROTECT THE BASE OF INTELLECTUAL PROPERTY

Firms in innovation-based industries depend on intangible capital, much of it intellectual
property. Strong intellectual property rights spur innovative activity by increasing an
innovator’s ability to appropriate the returns to innovation, enabling them to capture more
of the benefits of their own innovative activity. By raising the private rate of return closer
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to the social rate of return, intellectual property addresses the knowledge-asset incentive
problem, allowing inventors to realize economic gain from their inventions, thereby
catalyzing economic growth. In addition, as they capture a larger portion of the benefits of
their innovative activity, innovators obtain the resources to pursue the next generation of
innovative activities. However, if competitors are able to enter and/or remain in the market
because they obtain an innovator’s IP at less than the fair market price (either through theft
or coerced transfer), they are able to siphon off sales that would otherwise go to innovators.

As a result, the protection of intellectual property is important for three reasons. First, it
strengthens overall global innovation. Academic evidence supports the theory that IP policy
significantly influences direct investment in new technology areas such as biotechnology,
semiconductors, and computer software.”’ For example, the United Nations Commission
on Transnational Corporations (UNCTC) has found that weak IP rights reduce
pharmaceutical and software investment.”” Weak IP rights reduce flows of all types of
commercial activities—trade, FDI, and technology transfer—regardless of an economy’s
level of economic development.” By contrast, strengthening of intellectual property rights
has been connected to increased inflows of both FDI and trade in high technology
products.”
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