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COMMERCIAL RULE OF Law

Introduction

When China acceded to the World Trade Organization (WTO) on
December 11, 2001, the Chinese government made numerous com-
mitments to strengthen transparency,? run state-owned enterprises
(SOEs) on a commercial basis,? open Chinese markets,* protect in-
tellectual property rights,> and reform China’s legal system.6 The
Chinese government made additional transparency, trade, and in-
tellectual property commitments through the U.S.-China Joint
Commission on Commerce and Trade (JCCT) and the U.S.-China
Strategic and Economic Dialogue (S&ED).” From 2001 to 2013,
U.S. imports from China increased by US$338 billion, while ex-
ports to China increased by US$103 billion—less than one-third as
much.8 In 2012, the Ministry of Commerce reported that Chinese
foreign direct investment into the United States exceeded invest-
ment by U.S. companies into China for the first time,® and the
Rhodium Group reported that in 2013, Chinese investments in the
United States doubled from 2012 levels.10 The Chinese government
has not kept its international trade commitments in many respects.
China continued to discriminate against foreign companies and
products, had not met its transparency commitments, provided
large subsidies to SOEs, had poor protection for intellectual prop-
erty, and lacked the rule of law.1! During the Commission’s 2014
reporting year, Chinese leaders committed to allowing the market
to play a decisive role in allocating resources but also reaffirmed
that SOEs would continue to play a primary role in China’s econ-
omy.12 Authorities also established a pilot Shanghai Free Trade
Zone,!3 and an amended PRC Trademark Law took effect.14

State-Owned Enterprises and Indigenous Innovation

During this reporting year, the Chinese government continued to
provide subsidies to state-owned and state-controlled enterprises
(collectively, “SOEs”) and to promote indigenous innovation.1> The
state capitalism practiced by China also continued to be a key issue
in U.S.-China economic dialogues and ongoing treaty negotia-
tions.1® When China acceded to the WTO, it made commitments to
running SOEs on a market basis, including not interfering in pro-
curement and sales decisions, except as provided for by WTO
rules.1” The November 2013 Chinese Communist Party Central
Committee Third Plenum Decision on Certain Major Issues Re-
garding Comprehensively Deepening Reforms emphasized a deci-
sive role for the market in the allocation of resources, but acknowl-
edged that SOEs would continue to play a primary role in China’s
economy.l® Foreign companies also perceived SOEs as receiving
preferential treatment in litigation.® In 2014, an American Cham-
ber of Commerce in China survey of U.S. companies found that the
surveyed companies considered Chinese policies favoring SOEs to
be the most negative type of industrial policy in China.20 As of July
2014, there were reportedly 113 central SOEs directly controlled by
the national State-owned Assets Supervision and Administration
Commission (SASAC).21 A total of 144,700 SOEs, including those
controlled by provincial and local governments, were reported at
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the end of 2011.22 According to the China State Owned Assets Re-
port, 92 of the 100 Chinese companies on the 2014 Global Fortune
500 List were SOEs.23 SOEs, however, are less profitable than pri-
vate enterprises.24 High-level personnel changes at SOEs are often
driven by political considerations.25 Through direct and indirect su-
pervision, the Chinese Communist Party oversees the decision-
making of SOEs,26 including using policies and subsidies to make
non-market-based purchasing and sales decisions to support Chi-
nese companies and technology.2?7 The Chinese government report-
edly encouraged greater private investment in SOEs through a
mixed-ownership model in which private companies take minority
stakes in SOEs, but it is unclear whether the move was intended
to make SOEs more subject to market-based decisionmaking or
simply to provide SOEs with additional capital.28

The Chinese government promoted SOEs and domestic compa-
nies through indigenous innovation policies, including subsidies, in-
centives, and preferential procurement policies.2? Some U.S. com-
panies considered implementation of indigenous innovation policies
to be an even larger problem than intellectual property theft.30
China’s High and New Technology Enterprise tax incentives, first
implemented in 2008, continued during the reporting year, and
maintained unfavorable licensing requirements and the requisite
that beneficiaries conduct a majority of their research and develop-
ment in China.3! Despite China’s commitments when it joined the
WTO, technology transfer requirements are still often required of
foreign companies, although at times described as “encouraged,” in
order to operate in China.32 Fiscal and tax benefits were often
given to Chinese companies, including in strategic industries,33
while many foreign companies in China believed they had been
held to higher regulatory standards than Chinese companies.34

Transparency and Access to Corporate Information

This past year, China remained noncompliant with its WTO com-
mitments for disclosing subsidies and providing regulatory trans-
parency on draft laws and regulations,3> and access to government
and corporate information in China remained challenging.3¢ In
2013, the percentage of Chinese government administrative regula-
tions and departmental rules published for public comment on the
Web site of the State Council Legislative Affairs Office (SCLAO)
was less than 10 percent.3? At the June 2008 Strategic Economic
Dialogue, according to the Joint U.S.-China Fact Sheet, China com-
mitted to publish on the SCLAO Web site “in advance for public
comment, subject to specified exceptions, all trade and economic-
related administrative regulations and departmental rules that are
proposed for adoption and provide a public comment period of not
less than 30 days.”38 An industry association of multinational cor-
porations with investment in China reportedly had some success in
strengthening the new PRC Trademark Law 39 through submission
of comments on draft amendments.4® In an October 2013 analysis
of corporate reporting on anticorruption programs, organizational
transparency, and financial information in major emerging markets
by Transparency International, Chinese companies ranked last
among companies from Brazil, Russia, India and South Africa.4!
According to an October 2013 Bloomberg report, the lack of cor-
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porate reporting requirements made conditions “ripe for” corrup-
tion.42 The Chinese government blocked access to the New York
Times and Bloomberg News’ Web sites in the wake of their report-
ing on the wealth and business connections of government offi-
cials.43 In November 2013, a report on the hidden financial ties be-
tween China’s wealthiest man, Wang Jianlin, and family members
of China’s top leaders reportedly was not published by a foreign
media company, due to concern it would harm the company’s access
in China.4* As of June 2014, the New York Times and Bloomberg
News remained blocked in China, and in late 2013 many reporters
had difficulty obtaining visas.45

American regulators, private companies, and investors have also
faced difficulty obtaining corporate information in China. In Janu-
ary 2014, the U.S. Securities and Exchange Commission (SEC) sus-
pended the activities of the Chinese affiliates of the Big Four ac-
counting firms for not providing audit documents of China-based
companies “whose securities are registered with the SEC” and that
were targets of “fraud investigation” by the SEC.46 The accounting
firms did not provide the audit documents due to concerns they
would be in violation of Chinese law, including the China Securi-
ties Regulatory Commission’s (CSRC) announcement 29 of 2009,
which requires the approval of regulatory authorities before work
papers can leave China.4?” The Hong Kong Securities and Futures
Commission also had difficulties in obtaining documents due to
concerns over potential conflicts with the PRC State Secrets Law
and related regulations.#8 According to a 2014 survey conducted by
the American Chamber of Commerce in China, 56 percent of busi-
nesses surveyed indicated that Internet censorship negatively af-
fected their businesses.4® A lack of corporate transparency created
obstacles for companies wishing to engage in merger and acquisi-
tion transactions in China5% and investors in Chinese companies.5!
China’s vague personal privacy laws also created obstacles for due
diligence work.>2 Chinese officials, for example, detained and later
arrested U.S. citizen Yu Yingzeng and her husband Peter Hum-
phrey for purchasing personal information to assist them in doing
due diligence on behalf of corporate clients.53 An article in the At-
lantic Monthly described the arrests as revealing “a Chinese gov-
ernment that fears public exposure of corruption.”54 In August
2014, the Shanghai No. 1 Intermediate People’s Court sentenced
Yu to two years in prison and Humphrey to two years and six
months in prison.55

Commercial Developments and Cyber Theft

American companies cited the continuing deterioration in the
business environment in China and continuing bias against foreign
companies, despite Chinese government claims that “China has
fully honored its extensive commitments of the WTO accession.” 56
Chinese subsidies and the lack of transparency reportedly had a
negative impact on U.S. businesses.57 In 2014, an American Cham-
ber of Commerce in China survey found that 41 percent of member
companies surveyed believe that China is “less welcom[ing] than
before.”58 A European Union Chamber of Commerce in China
(EUCCC) survey found that 51 percent of member companies be-
lieve “that business in China has become more difficult over the
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last couple of years,”5° including 68 percent of large companies
with over 1,000 employees.f© According to 71 percent of member
companies surveyed by the EUCCC, improved rule of law and more
transparent policymaking are the most important factors for eco-
nomic progress in China.61 Many U.S. technology and media com-
panies remained blocked in China, including Facebook, Twitter,
YouTube, Dropbox, the New York Times, and Bloomberg News.62
In May 2014, the Central Government Procurement Center banned
the installation of Microsoft’'s Windows 8 on government com-
puters,®3 and the Financial Times reported that SOEs were ordered
to stop using U.S. consulting firms.64

The United States and China continued to negotiate a bilateral
investment treaty and China continued to promote its Shanghai
Free Trade Zone. In July 2014, during the Strategic and Economic
Dialogue, the United States and China reportedly agreed to “inten-
sify” negotiations over a bilateral investment treaty culminating in
an agreement on “core issues” and “major articles” of the treaty by
year’s end, and to begin negotiations on a “negative list” in early
2015.65 In January 2014, China submitted a fourth revised bid to
join the WTO Government Procurement Agreement, which could
open China’s government procurement market, valued at US$230
billion in 2012, to foreign companies.6¢ In September 2013, a pilot
Shanghai Free Trade Zone was opened to reduce restrictions on in-
vestment and the services market.67 According to the Chinese gov-
ernment, the Shanghai Free Trade Zone is intended as a test area
for “trade and investment liberalization” policies that may be im-
plemented nationwide in the future.®® As of June 2014, Chinese
and foreign media noted that modest liberalization of trade and in-
vestment policies had occurred to date in the Shanghai Free Trade
Zone,®? although over 20 local governments have applied for simi-
lar free trade zone status.”?

There continued to be reports of significant theft of U.S. intellec-
tual property originating from China, which caused significant
losses for American companies.”! In May 2014, the U.S. Depart-
ment of Justice (DOJ) charged five Chinese military hackers for
cyber espionage against Westinghouse Electric Co., U.S. subsidi-
aries of SolarWorld AG, United States Steel Corp., Allegheny Tech-
nologies Inc., United Steel, Paper and Forestry, Rubber, Manufac-
turing, Energy, Allied Industrial and Service Workers International
Union (United Steelworkers), and Alcoa Inc.”2 The indictment
marks the first time the DOJ has filed criminal charges against
foreign government officials for computer hacking,”’3 although the
DOJ has brought criminal charges against employees of Chinese
companies.”® At the announcement of the indictment against the
alleged military hackers, U.S. Federal Bureau of Investigation Di-
rector James B. Comey said, “[flor too long, the Chinese govern-
ment has blatantly sought to use cyber espionage to obtain eco-
nomic advantage for its state-owned industries.” 7> The Ministry of
Foreign Affairs reportedly responded that the DOJ indictment in-
cluded “intentionally-fabricated facts” and suspended the ongoing
China-U.S. Cyber Working Group.’¢ In June 2014, U.S. Ambas-
sador to China Max Baucus described cyber theft by state actors
as a “major threat” to U.S. economic and national security.”” Dur-
ing the reporting year, the DOJ began criminal prosecutions in two
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significant cases involving the theft of agricultural trade secrets.?®
In December 2013, a Chinese national was arrested for allegedly
conspiring to steal corn-related trade secrets of several U.S.-based
seed manufacturing companies, including Monsanto and DuPont
Pioneer, from fields in Iowa and Illinois.”® In July 2014, a second
Chinese national who was allegedly part of the conspiracy to steal
corn-related trade secrets was arrested.80 According to prosecutors,
the value of the trade secrets was likely over US$500 million.81 In
December 2013, two agricultural scientists from China reportedly
were indicted in a different case for allegedly stealing seeds from
a biopharmaceutical company’s research center in Kansas and pro-
viding them to a visiting Chinese delegation.82

Intellectual Property Rights

During this reporting year, the State Council implemented
amendments to the PRC Trademark Law,33 and the Chinese gov-
ernment and courts worked to strengthen the prosecution and en-
forcement of intellectual property rights (IPR) in China.8¢ U.S.
companies in China, however, continued to have difficulty enforcing
IPR through Chinese courts and administrative agencies.8> Sales of
IPR-intensive goods, including copyrighted software, music, and
movies, remained low for U.S. companies in China.®®¢ One report
estimated that in 2013, 74 percent of computer software in China
was unlicensed.8” In 2014, Microsoft assisted state attorneys gen-
eral in litigation against Chinese companies in U.S. state courts
due to difficulties in collecting payments in China.88 Trade secret
protection is also difficult in China.8® In August 2013, the U.S.
pharmaceutical company Eli Lilly and its Chinese subsidiary were
able to obtain the first preliminary injunction in a trade secret dis-
pute.?0 Prior to implementation of the revised PRC Civil Procedure
Law on January 1, 2013, preliminary injunctions were not avail-
able in trade secret cases.®! In 2014, Massachusetts-based AMSC
had four ongoing lawsuits against Sinovel Wind Group (Sinovel) to-
taling an estimated US$1.2 billion in damages, including a trade
secrets case, two copyright infringement cases, and a commercial
arbitration for violations of sales contracts.92 In June 2013, the
DQOJ, in a related case, also brought a criminal indictment against
Sinovel, several Sinovel employees, and a former employee of
AMSC’s Chinese subsidiary.93 In another significant lawsuit,
Huawei Technologies (Huawei) filed civil complaints in its home-
town of Shenzhen municipality, Guangdong province, against the
Delaware company InterDigital, Inc., for failing to negotiate on
fair, reasonable, and non-discriminatory terms for licensing its
standard essential patents and abuse of its dominant market posi-
tion.94 According to analysis by an international law firm, Huawei’s
victory in the litigation “sends a clear message that China wants
to encourage indigenous innovation and lower technology barriers
against the development of domestic technology companies.” 95

In May 2014, the amended PRC Trademark Law and imple-
menting regulations took effect, which increased statutory damages
for trademark infringement from 500,000 yuan (US$80,000) to 3
million yuan (US$480,000).96 In most intellectual property cases,
however, the recovered compensation is well below the statutory
damages, and in one database of 5,169 intellectual property judg-
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ments for 2012, average compensation awarded was 44,871 yuan
(US$7,200).97 During this reporting year, the State Administration
for Industry and Commerce began to draft proposed revisions to
the 1993 PRC Anti-Unfair Competition Law, China’s key law for
civil protection of trade secrets.?8

Antimonopoly Law and Company Law

Chinese authorities are conducting an increasing number of
antimonopoly reviews, including merger reviews and investigations
of abuse of dominant market positions.?? Article 7 of the PRC
Antimonopoly Law provides preferential treatment for SOEs that
are important to the national economy or security.19© Between 2008
and 2013, the Ministry of Commerce (MOFCOM) received 866 dec-
larations for “concentration of business operations,” and among the
740 settled cases, MOFCOM unconditionally approved 717 “con-
centration of business operations,” conditionally approved 22, and
prohibited only 1.101 In June 2014, however, MOFCOM blocked a
cooperative vessel-sharing agreement between A.P. Moller-Maersk,
CMA CGM, and MSC Mediterranean Shipping Company (“P3 net-
work”).192 The P3 network had been approved by the U.S. Federal
Marine Commission 193 and the European Commission.104 Analysts
believe that the Chinese P3 network decision may have been influ-
enced by a motivation to protect domestic industry; the PRC
Antimonopoly Law provides for an assessment of the impact on
“national economic development.” 195 Chinese SOEs in the shipping
industry had suffered significant losses in recent years and report-
edly pressured Chinese government officials not to approve the P3
network.106 The previous deal blocked by MOFCOM was the Coca-
Cola Company’s failed acquisition of Chinese beverage company
Huiyuan Juice Group in 2009.107 In 2013, 80 price-related inves-
tigations were conducted by the National Development and Reform
Commission (NDRC) under the PRC Antimonopoly Law, a number
four times greater than the total of 20 investigations conducted in
the previous five years.198 Investigations against U.S. and foreign
firms reportedly have also increased.l99 In July 2014, NDRC re-
portedly determined that Qualcomm Inc., the American semicon-
ductor company, was a monopoly, a decision which may result in
up to US$1 billion in fines.110 Also in July 2014, the Chinese gov-
ernment began investigating Microsoft for possible violations of the
PRC Antimonopoly Law.!1l According to an August 2014 Wall
Street Journal editorial, “[t]he investigations are clustered in in-
dustries in which foreign firms have a competitive advantage and
Chinese firms are struggling,” and these “attacks on foreign firms”
may serve to “distract from the huge cost to consumers” of China’s
monopolist SOEs.112 In September 2014, the US-China Business
Council reported that 86 percent of firms that responded to its sur-
vey had some level of concern about competition enforcement ac-
tivities in China.l13 Foreign companies’ concerns with China’s en-
forcement activities included selective and subjective enforcement,
lack of regulatory transparency, and the use of administrative in-
timidation tactics.114 According to a September 2014 U.S. Chamber
of Commerce report, China’s enforcement activities, which “often
appear designed to advance industrial policy and boost national
champions,” may be a violation of its WT'O commitments.115
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In December 2013, the National People’s Congress passed signifi-
cant amendments to the PRC Company Law that simplified the
registration process and review procedure for companies.l1®¢ Reg-
istered capital will no longer be required for registration of most
companies, along with other reforms.117 In the first three months
after the amended PRC Company Law took effect, the number of
new companies increased by over 66 percent compared to the same
three-month period in 2013.118 The amended PRC Company Law
will increase the need for due diligence.119

World Trade Organization Disputes

During this reporting year, the U.S. Government continued to
use the World Trade Organization (WTO) dispute settlement mech-
anism to address China’s noncompliant trade policies, including ex-
port restrictions and subsidies, that could not be resolved through
dialogue.129 A lack of transparency in China and weak rule of law
made WTO disputes challenging, a situation exacerbated by the
fear of retaliation for companies that are involved in trade dis-
putes.12l Four U.S. entities—United States Steel Corp., Allegheny
Technologies Inc., U.S. subsidiaries of SolarWorld AG, and the
United Steelworkers union—were allegedly victims of cyber theft
after they challenged discriminatory Chinese trade policies.122
China also continued to challenge U.S. trade policies in WTO dis-
putes.123 As of July 2014, China had been involved in 12 WTO dis-
putes as a complainant, 31 cases as a respondent, and 110 cases
as a third party.l2¢ China has been a complainant in 9 cases
against the United States and the United States has been a com-
plainant in 15 cases against China.l25 In December 2013, China
filed a WTO dispute challenging duties the United States had im-
posed on a number of Chinese products, including coated paper,
steel products, and shrimp.126

In the first half of 2014, significant WTO panel decisions were
issued in a rare earths dispute involving Chinese export quotas and
an automobile subsidies dispute involving Chinese duties on U.S.
automobile imports.127 In March 2014, a WTO panel found that
“under the circumstances, China’s imposition of the export duties
[on rare earths] in question was found to be inconsistent with Chi-
na’s WTO obligations,” and “that China’s export quotas were de-
signed to achieve industrial policy goals rather than conserva-
tion.” 128 In August 2014, the WTO Appellate Body upheld the pan-
el’s findings that China’s rare earths export quotas were not meas-
ures relating to conservation.129 In May 2014, a WTO panel in an
automobile duties case reportedly found a number of errors in Chi-
na’s determination of automobile duties, including calculating rates
without a factual basis and not providing facts used to determine
the duties.13? The U.S. Trade Representative’s Office (USTR) esti-
mated over US$5 billion of U.S. auto exports were affected by these
illegal duties in 2013.131 USTR reported that the Chinese govern-
ment imposed the duties in retaliation against U.S. President
Barack Obama’s decision in September 2009 to impose tariffs on
Chinese tire imports.132 During the reporting year, the United
States also initiated a WTO compliance proceeding against China’s
failure to implement an October 2012 WTO appellant report that
upheld a finding that Chinese duties on imports of grain-oriented
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flat-rolled electrical steel from the United States violated WTO
rules.133

Outbound Investments and Foreign Exchange Controls

In 2013, Chinese investments in the United States doubled from
2012 levels, reaching US$14 billion, and China has now invested
more in the United States over the past decade than any other
country.13¢ According to the Rhodium Group, the largest of ap-
proximately 80 significant investments in 2013 were in the food in-
dustry, energy, and real estate sectors.135 China’s Shuanghui Inter-
national Holdings’ US$7.1 billion acquisition of the pork processor
Smithfield Foods was the largest deal of 2013.136 In the first quar-
ter of 2014, Chinese companies announced new deals totaling over
US$8 billion.137 During 2014, the Committee on Foreign Invest-
ment in the U.S. (CFIUS) reviewed national security concerns re-
lating to the announced acquisitions by the Chinese company
Lenovo Group of an International Business Machines Corporation
(IBM) server unit and of Motorola Mobility from Google.138 In Jan-
uary 2014, Lenovo agreed to purchase IBM’s x86 server business
for US$2.3 billion and Motorola Mobility for US$2.9 billion.139 The
x86 servers are used by the Department of Defense, Department of
Homeland Security, and Federal Bureau of Investigation.140 As of
July 2014, the deals were reportedly still under review by
CFIUS.141 The purchase of residential properties in the United
States by Chinese buyers also increased significantly, with US$22
billion in purchases in the year ending March 2014, up from US$13
billion in the previous year, raising questions about compliance
with Chinese law.142 Chinese regulations prevent Chinese citizens
from exchanging over US$50,000 in currency per year, but CCTV
reported in July 2014 that the Bank of China provided “illegal” for-
eign exchange services above that amount and expressly targeted
Chinese looking to emigrate and purchase property overseas.143

This past year, intervention by the Chinese government contin-
ued to contribute to significant undervaluation of the Chinese
yuan.'#4 The yuan reportedly reversed a trend of appreciation in
2014, depreciating by 1.5 percent in February 2014, for the largest
two-week depreciation since 2005,145 and depreciating 2.68 percent
for the year ending in April 2014.146 China’s currency policy report-
edly results in increases in the cost of U.S. imports for Chinese
consumers and lowers the price of Chinese exports, increasing the
U.S. trade deficit with China.147 In 2013, China’s inbound foreign
direct investment (FDI) and current account surplus amounted to
more than US$446 billion,48 and China’s foreign currency reserves
reached approximately US$4 trillion in June 2014.14® According to
February 2014 analysis by the Economic Policy Institute, elimi-
nating currency manipulation globally, with China as the
“linchpin,” could reduce the U.S. trade deficit in three years by as
much as US$500 billion and create up to 5.8 million U.S. jobs.150

Food Safety and Labeling

During the Commission’s 2014 reporting year, food safety con-
cerns and labeling issues affected consumers in China and over-
seas. Chinese media highlighted official plans5! to address food
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safety concerns, including the use of banned pesticides,'52 unsafe
veterinary drugs,153 illegal food additives,54 use of expired food,155
sale of waste 0il,156 and mislabeled food.157 A Pew Research survey
published in September 2013 found 38 percent of Chinese consider
food safety to be a “very big problem,” an increase from the 12 per-
cent reported in 2008.158 In June 2014, an investigation by a re-
porter for Chinese state media 159 found widespread use of bribes
by Chinese companies to obtain certifications for farm produce and
other products, including pesticide.160 During the reporting year,
food safety concerns affected a number of foreign companies; for ex-
ample, Wal-Mart announced that it would strengthen its food safe-
ty inspection system in China 161 after donkey meat sold in its
stores there was found to contain fox meat.162 In July 2014, the
Chinese subsidiary of the U.S. meat supplier OSI Group was also
reportedly discovered selling expired meat in China and Japan,
negatively impacting its customers McDonald’s, KFC, Pizza Hut,
Burger King, and Papa John’s.163 In June 2014, draft amendments
to the PRC Food Safety Law, including improvements to the super-
vision and management system and higher penalties for violations,
were published for public comment.164

China’s food safety concerns also affect U.S. consumers who may
not be aware that a product is sourced from or processed in
China.165 In May 2014, the U.S. Food and Drug Administration
(FDA) announced that since 2007 more than 1,000 canine deaths
may be associated with eating jerky pet treats that primarily come
from China.166 Following the FDA announcement, U.S. pet food re-
tailers Petco and PetSmart announced they would stop selling pet
treats from China.167 As of July 15, 2014, the FDA had 79 active
import alerts for China, which is more than for any other coun-
try.168 In August 2013, China became eligible to export processed
poultry to the United States, provided it is slaughtered in the
United States or other approved countries.169 According to the U.S.
Department of Agriculture, imported processed chicken will not be
labeled as a product of China if it is repackaged in the United
States.170 Although the U.S. Government plans to increase the
number of food safety inspectors in China, there reportedly were
difficulties in obtaining visas for them, despite U.S. Vice President
Joe Biden addressing the issue during a December 2013 visit to
China.171
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