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COMMERCIAL RULE OF Law

Introduction

During the Commission’s 2015 reporting year the Chinese gov-
ernment’s discrimination against foreign companies,! targeted en-
forcement of vague and unwritten rules,? censorship and blocking
of international websites, and problems engendered by a lack of
government 4 and corporate transparency® appear to have contin-
ued unabated. In December 2001, China acceded to the World
Trade Organization (WTO) and agreed to comply with its WTO
commitments.® During the 2015 reporting year, negotiations for a
Bilateral Investment Treaty (BIT) between China and the United
States continued,” and both countries agreed to pursue a BIT that
“embodies the principles of non-discrimination, fairness, openness,
and transparency.”® China, however, has failed to comply with
many similar WT'O commitments.® State-owned enterprises contin-
ued to play a major role in China’s economy,!? the Chinese govern-
ment made unprecedented interventions in the stock market in
July and August 2015,11 and the Chinese government significantly
devalued the yuan in August 2015;12 these developments raised
concerns about the Chinese government’s commitment to market-
based reforms.13 U.S. regulators continued to face difficulties in ob-
taining audit documents for Chinese-based companies listed on
U.S. capital markets.1* Intellectual property theft originating in
China remained a significant concern,> and in May 2015, the U.S.
Department of Justice announced the indictment of three Tianjin
University professors on charges that included economic espio-
nage.16

WTO Commitments and Disputes

During this reporting year, China continued to fail to comply
with many of its WTO commitments, including those related to
transparency, subsidies notification, and translation. In a 1992
Memorandum of Understanding with the United States, the Chi-
nese government agreed to “publish on a regular and prompt basis
all laws, regulations, rules, decrees, administrative guidance and
policies” that impacted trade.l” Further, in 2014, China asserted
that it “has fully honored its extensive commitments of the WTO
accession” 18 and that “local governments also fulfilled the responsi-
bility to comply with WTO rules.”1? In a December 2014 report,
the Office of the U.S. Trade Representative (USTR), however, noted
problems related to transparency: The “absence of the rule of law
in China . . . fosters the use of vague and unwritten policies and
does not provide for meaningful administrative or judicial review of
Chinese regulatory actions.”20 In February 2015, USTR and the
U.S. Department of Commerce highlighted in an annual subsidies
report to Congress their efforts “to hold China accountable” for its
“transparency obligations under the WTO Subsidies Agreement,”
and noted that since April 2012, the United States has issued two
“counter notifications” to the WTO detailing 300 subsidies unre-
ported by China.2! The report found that China’s subsidies notifica-
tions remained “significantly incomplete.”22 Analysis by the US-
China Business Council found that in 2014, China’s compliance
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with regulatory transparency commitments remained “far below
China’s commitments for nearly all government entities.”23 In
March 2015, the State Council announced plans to translate trade-
related measures into English.24 China previously committed to do
so in 2001.25 In September 2014, China claimed that “constraints
on administrative resources” had prevented fulfillment of this WTO
commitment.26

Challenging China’s noncompliance with WTO commitments has
been slow and difficult for the United States and Europe, although
during the reporting year USTR initiated a formal WTO dispute
against China for the first time since September 2012.27 As of July
2015, the United States had initiated 16 dispute proceedings
against China in the WTO since 2004.28 According to USTR, as of
December 2014, 8 of 15 disputes initiated before February 2015
were still active, including a dispute initiated in 2007 that chal-
lenged Chinese barriers to film distribution.2® On February 11,
2015, the United States initiated a 16th dispute against a Chinese
export subsidy program called “Demonstration Bases—Common
Service Platform”3° for noncompliance with China’s commitments
under the WTO Subsidies and Countervailing Measures Agree-
ment.31 The Chinese government described the dispute as “ground-
less.”32 In July 2015, a WTO compliance report again found that
China’s import duties on high-tech U.S. steel imports were incon-
sistent with China’s WTO commitments.33 China began imposing
the duties in April 2010 resulting in more than US$250 million in
annual export losses for U.S. producers.3¢ In October 2014, the Eu-
ropean Commission dropped an investigation into export subsidies
for Chinese telecommunication companies Huawei and ZTE.35 Eu-
ropean officials reportedly believed that a WTO dispute would be
1(:5)}(1) slo;sé, and European companies reportedly feared retaliation in

ina.

Censorship and Non-Transparency of Commercial and Economic
Information

During the 2015 reporting year, Chinese authorities continued to
censor the Internet3” in a manner that negatively impacted U.S.
businesses and violated China’s WTO commitments.3® An Amer-
ican Chamber of Commerce survey published in February 2015
found that 83 percent of surveyed companies believed Internet cen-
sorship negatively affected their business.3? According to the Euro-
pean Union Chamber of Commerce in China, “restrictions on access
to legitimate sources of information [impede] normal business func-
tions . . . .”40 At an April 2015 event in Shanghai municipality,
U.S. Secretary of Commerce Penny Pritzker said a free and open
Internet is “an absolute necessity.” 4!l According to a senior official
quoted in China Daily in September 2014, foreign Internet compa-
nies are required to safeguard “the interests of China” and “the in-
terests of Chinese consumers.” 42 According to a computer industry
association representative, “trade law scholars have agreed years
ago that [Internet censorship] is a violation of international trade
law obligations . . . the question is really whether or not the U.S.
can politically afford to make a trade dispute over online censor-
ship.”43 In October 2011, USTR, under WTO rules, requested de-
tailed information from China on Internet restrictions that allow
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Chinese authorities to block websites of U.S. companies, including
the possibility of administrative and judicial appeals for blocked
U.S. service providers.44 In December 2014, USTR reported that
outreach to China to discuss the seemingly “arbitrary” censorship
had continued, although no improvements have been reported.4>

U.S. regulators and investors continued to have difficulty obtain-
ing accurate information on Chinese companies and China’s econ-
omy. In January 2014, the U.S. Securities and Exchange Commis-
sion (SEC) suspended activities of the Chinese affiliates of the ac-
counting companies KPMG, PricewaterhouseCoopers, Ernst &
Young, and Deloitte for refusing to provide audit documents on
SEC-registered Chinese companies due to concerns over state se-
crets.#6 In February 2015, the SEC settled the charges against the
accounting companies without including Chinese authorities in the
settlement or providing for increased access to audit documents.4?
The Wall Street Journal criticized the SEC for this settlement that
leaves investors in U.S. markets without “basic protection against
Chinese fraudsters . . . .”48 The Public Company Accounting Over-
sight Board, established by Congress to oversee public company au-
dits, reported difficulties in its negotiations with Chinese regu-
lators and faced difficulties obtaining legal and financial documents
from China. As of October 2014, 548 China-based companies were
listed in the United States.#® Cayman Islands-registered Chinese
company Alibaba Group5° raised US$25 billion in the largest ini-
tial public offering in history in a September 2014 offering on the
New York Stock Exchange.’! During the reporting year, inter-
national media reports expressed concerns with the accuracy of
Chinese economic reporting,52 and in July 2015, the Chinese gov-
ernment reportedly censored critical stock market coverage.?3 A
June 2015 World Bank report found that the Chinese government
had “formal ownership of 65 percent of commercial bank assets and
de facto control of 95 percent of these assets” and quoted earlier
World Bank analysis that China’s financial system is “unbalanced,
repressed, costly to maintain, and potentially unstable;”54 several
days after publication, the World Bank deleted the critical chapter
of the report.55

Criminal Cases Involving Commercial Information

During this reporting year, there were developments in three cor-
porate criminal cases involving former Chinese nationals that
raised rule of law concerns. In April 2015, American geologist Xue
Feng was released from a Beijing prison and deported to the
United States.5¢ In November 2007, Chinese authorities detained
Xue and later sentenced him to eight years’ imprisonment based on
charges that included illegally providing state secrets57? related to
the purchase of a commercial database containing information on
30,000 oil wells.58 In 2011, U.S. President Barack Obama raised
Xue’s case with former Chinese President Hu Jintao,5° and U.S.
embassy officials reportedly visited Xue 87 times during his deten-
tion.®9 In March 2015, a report indicated that the mining company
Rio Tinto decided not to support their employee and Australian cit-
izen Stern Hu, whom authorities detained in 2009 and later sen-
tenced to 10 years’ imprisonment for stealing commercial secrets
and bribery, due to his confession.6! Hu’s confession, however, was
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reportedly based on a promise that Chinese authorities would im-
mediately deport him to Australia if he confessed.62 In June 2015,
British citizen Peter Humphrey and his wife, naturalized U.S. cit-
izen Yu Yingzeng, were released from prison.63 They had run a
business in China helping corporate clients prevent fraud.6* The
Shanghai No. 1 Intermediate People’s Court sentenced them in Au-
gust 2014 for purchasing private information.65 Chinese officials re-
portedly withheld medical treatment during Humphrey’s detention
and incarceration because he refused to admit guilt.56 Humphrey
described his and Yu’s televised confessions as “heavily cut and
pasted” and “heavily distorted.” 67

Draft PRC Overseas NGO Management Law and Business
Community Response

In May 2015, the National People’s Congress published a second draft
of the PRC Overseas Non-Governmental Organizations (NGO) Manage-
ment Law for public comment.68 The draft law broadly defines NGOs,
places registration under the oversight of public security agencies, and
requires permits for temporary activities in China.®® In June 2015, 45
U.S. business groups submitted comments to the National People’s Con-
gress that stated foreign non-profits play “an integral part” in their
daily operations and urged revisions to the law.7?

Foreign Investment and Free Trade Zones

During the 2015 reporting year, negotiations for a Bilateral In-
vestment Treaty (BIT) between the United States and China con-
tinued, the Chinese government published draft revisions to the
PRC Foreign Investment Law, and the State Council announced
new free trade zones.”! Negotiations for a BIT have been ongoing
since 2008,72 and U.S. businesses expressed disappointment with
the slow progress.”3 In June 2015, China reportedly provided a
draft BIT “negative list” to the United States.”* As of August 2015,
China has signed a total of 130 BITs with other countries, of which
108 were in force.”®

In January 2015, the Chinese government proposed significant
revisions to the PRC Foreign Investment Law 7¢ that may make
some variable-interest entities (VIEs) illegal,”” and made revisions
to China’s foreign investment catalogue. VIEs utilize contractual
agreements between offshore holding companies and Chinese com-
panies to allow foreign investment in areas in which foreigners are
restricted from directly investing.”® As of 2013, 95 of 200 Chinese
companies listed on the New York Stock Exchange reportedly used
a VIE.7”® In March 2015, the Chinese government issued revisions
to the Catalogue of Industries for Guiding Foreign Investment
(2015 Catalogue).8® The 2015 Catalogue classifies industries into
three sectors—“encouraged,” “restricted,” and “prohibited”—and is
used to promote China’s industrial policies and economic develop-
ment plans.81 Although authorities reduced the number of re-
stricted industries in the 2015 Catalogue, higher education and
preschool education investments must now be Chinese-controlled.82
Foreign investment in media-related entities continues to be “pro-
hibited” in the 2015 Catalogue.83 According to the US-China Busi-
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ness Council, the revisions “lack substantive impact.” 8¢ During the
reporting year, the Chinese government also proposed a new
cybersecurity review process that met with substantial foreign op-
position.85 In July 2015, the National People’s Congress (NPC)
passed a new PRC National Security Law,%6 which according to a
senior U.S. Department of the Treasury official, may block invest-
ments in China on grounds “beyond genuine national security con-
siderations.” 87 In July 2015, the NPC also released a draft of the
PRC Cybersecurity Law for public comment;88 according to the
proposed law, companies would be required to store certain types
of “important information” exclusively in China.89

In April 2015, the State Council announced more detailed plans
for free trade zones (FTZ) in Guangdong and Fujian provinces and
Tianjin municipality.?© The Chinese government reportedly will
give foreign investors equal treatment in FTZs outside the list of
prohibited sectors, commonly referred to as a “negative list.” 91 The
Shanghai FTZ opened in 2013; a March 2015 survey, however,
found three-quarters of U.S. respondents operating in China be-
lieved the FTZ provided “no tangible benefits.” 92

Administrative Enforcement Commitments and Discriminatory
Practices

During this reporting year, the Chinese government reiterated
its commitments to improving rule of law, transparency, and non-
discrimination; 93 according to the Office of the U.S. Trade Rep-
resentative (USTR), however, “the overall investment environment
is not yet improving for [U.S.] companies.” 94 U.S. companies ini-
tially were buoyed by Chinese official statements that needed eco-
nomic reforms would finally occur,?5 but by April 2015, U.S. compa-
nies re%%rted the impact of the reforms were between “limited” and
“none.”

In September 2014, Premier Li Keqiang claimed Chinese au-
thorities conducted investigations “legally, transparently and fair-
ly”;97 domestic and foreign companies, however, believe they have
been treated unfairly.®8 When China joined the World Trade Orga-
nization, the Chinese government committed to “apply and admin-
ister in a uniform, impartial and reasonable manner all its laws,
regulations and other measures.” 99 In December 2014, the Chinese
government further agreed that Chinese agencies would “strictly
follow statutory limits on their authority, procedures, and require-
ments.” 100 TU.S. officials documented, however, that Chinese au-
thorities still provide limited transparency regarding administra-
tive actions and warnings to “cooperate” or face “steep fines.” 101

Amid concerns about transparency and equal treatment of over-
seas companies, Chinese authorities issued record fines to foreign
companies in antimonopoly and corruption investigations.192 Ac-
cording to many companies, there is an “absence of recourse” if ad-
ministrative regulators exceed their authority or do not follow the
law.103 In February 2015, Chinese authorities fined U.S.-based
company Qualcomm nearly US$1 billion, and significant restric-
tions were placed on Qualcomm’s China operations for alleged anti-
competitive activities.194 According to a U.S. expert, “the clear per-
ception is that Qualcomm’s travails are part of an inquisition
against foreign companies, particularly American ones.” 105 In Sep-
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tember 2014, Chinese authorities fined GlaxoSmithKline nearly
US$500 million after five senior employees received sentences of up
to four years’ imprisonment for bribery following a one-day closed
trial.106 According to New York Times reporters, the
GlaxoSmithKline fine may be a sign of China’s “rising economic na-
tionalism.” 107

State-Owned Enterprises and Corruption Cases

During this past reporting year, the Chinese government com-
mitted to deepening the reform of state-owned enterprises (SOEs),
although results were limited, and SOEs continued to play a major
role in China’s economy and stock markets. In March 2015, at the
annual meetings of the National People’s Congress and Chinese
People’s Political Consultative Congress, Premier Li Keqiang reiter-
ated plans first announced in 2013 to take “systematic steps to
implement the reform of introducing mixed ownership to
SOEs . . . .”108 According to the Financial Times, recent develop-
ments indicate “privatization will play at most a subsidiary role in
broader efforts to boost the efficiency of SOEs,” and state groups
will maintain majority stakes. Unfair competition by SOEs under-
mines a rules-based system and creates an uneven playing field for
business.192 News articles noted that the merger of two of China’s
largest train companies and the potential merger of two of China’s
largest oil companies likely indicate increasing consolidation among
SOEs to make them more competitive globally.110 In the 2015 For-
tune Global 500 list, 76 of 98 Chinese companies included were
SOEs.111 As of December 2014, SOEs comprised over three-quar-
ters of the market capitalization in two of the major Chinese stock
indices.112 In July and August 2015, after significant losses in the
Chinese stock markets, the Chinese government made “unprece-
dented” interventions to support stock prices.113

Chinese anticorruption efforts focused in part on SOEs. In June
2015, Zhou Yongkang, former member of the Standing Committee
of the Political Bureau of the Chinese Communist Party Central
Committee, former Minister of Public Security, and also previously
the general manager of China National Petroleum Company
(CNPC), received a life sentence following a closed trial for crimes
that included taking bribes of approximately US$118,000 and as-
sisting his family in accumulating assets of over US$300 million.114
Zhou’s position and connections with CNPC reportedly contributed
to his political rise, and Zhou’s family members reportedly took
bribes from CNPC officials.115> In April 2015, the Hanjiang Inter-
mediate People’s Court in Hubei province tried Jiang Jiemin, who
once oversaw state-owned companies and was previously the top of-
ficial at CNPC, on corruption and abuse of power charges.116

Intellectual Property Rights and Cyber Theft

During the reporting year, U.S. companies faced significant dif-
ficulties related to intellectual property rights in China. In 2014,
88 percent of counterfeit goods seized by U.S. Customs and Border
Protection were from China (63 percent) and Hong Kong (25 per-
cent),117 compared to 93 percent in 2013 (China, 68 percent and
Hong Kong, 25 percent),118 and 84 percent in 2012 (China, 72 per-
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cent and Hong Kong, 12 percent).11® In 2015, China remained on
the Office of the U.S. Trade Representative’s (USTR) Priority
Watch List for concerns including reported deficiencies in trade se-
cret protection, “indigenous innovation” policies, and market access
barriers.120 According to USTR, “[plhysical markets in China con-
tinue to facilitate the distribution of significant quantities of coun-
terfeit merchandise for consumption in China and abroad.”121
USTR also noted concerns voiced by Chinese regulators about coun-
terfeit and pirated products available through Alibaba’s e-com-
merce website Taobao.122

The Chinese government continued to take steps to improve the
protection of intellectual property in China. In fall 2014, Chinese
authorities opened specialized intellectual property courts in Bei-
jing and Shanghai municipalities and Guangzhou municipality,
Guangdong province.123 These specialized courts will have jurisdic-
tion over certain types of patent and technology secrets cases, some
civil and administrative cases, and some well-known trademark
cases.124 In 2014, Chinese courts accepted 133,863 new intellectual
property cases, representing an increase of 19.5 percent from
2013.125 In 2014, the number of trademark applications in China
increased by over 21 percent compared to 2013, reaching nearly 2.3
million.126 In April 2015, the State Intellectual Property Office
began to solicit public comments on draft revisions to the PRC Pat-
ent Law.127 According to USTR, however, the draft revisions “ap-
pear not to address concerns identified by the United States and
industry.” 128 In May 2015, the Beijing No. 1 Intermediate People’s
Court was scheduled to hold a hearing in a US$450 million trade
secrets civil lawsuit by the U.S.-based AMSC against the Chinese
company Sinovel.129

In April 2015, President Obama issued an executive order allow-
ing for the “blocking” of transactions involving the property of indi-
viduals or entities involved in cyber theft.130 In May 2015, the U.S.
Department of Justice (DOJ) announced the indictment of six Chi-
nese nationals, including three Tianjin University professors, for
“economic espionage and theft of trade secrets” and related crimes
that may benefit Chinese government-controlled companies and
universities.131 The Chinese government reportedly refused to re-
start a bilateral cyber working group unless DOJ dropped a May
2014 indictment of five People’s Liberation Army officials for cyber
espionage.132 The Chinese state-owned enterprises State Nuclear
Power Technology, Baosteel Group, and the Aluminum Corporation
of China reportedly benefited from the hacking, although they were
not named in the indictment.133 In July 2015, the U.S. Federal Bu-
reau of Investigation (FBI) reported that there had been a 53-per-
cent increase in economic espionage cases under investigation over
the past year 134 and that an FBI survey had found 95 percent of
victim companies surveyed suspected that individuals associated
with the Chinese government were responsible.135 In January
2015, Ren Zhengfei, the chairman of the telecommunications com-
pany Huawei, stated at an online event during the World Economic
Forum in Davos, that Huawei “has never been asked by
[the Chinese] government to spy,” but as a Chinese company, “we
definitely advocate the Chinese Communist [Plarty, we Ilove
ourcountry . . . .”136 In an interview with the Australian Finan-
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cial Review in July 2013, General Michael Hayden, the former di-
rector of both the National Security Agency and the Central Intel-
ligence Agency, had agreed that Huawei represented an “unambig-
uous national security threat” to the United States and Aus-
tralia.137 Hayden further asserted in that interview that the Chi-
nese government defines the targets of its “legitimate espionage” to
include “intellectual property, commercial trade secrets, and the
negotiating positions of private entities.” 138

Record Trade Deficit and Chinese Outbound Investment

During the 2015 reporting year, the trade deficit between the
United States and China reached record highs as Chinese authori-
ties maintained currency controls. In December 2001, China ac-
ceded to the World Trade Organization (WTO) and made commit-
ments to improve transparency, strengthen the rule of law, and
open its markets.139 In 2014, the U.S. goods trade deficit with
China reached a record US$342.6 billion, up US$23.9 billion from
2013.140 In the 12-month period from July 2014 through June
2015, U.S. goods exports to China decreased by US$4.2 billion com-
pared to the previous 12-month period.14! Between 2001 and the
end of 2014, U.S. imports from China increased from US$102 bil-
lion to US$467 billion, while U.S. exports to China only increased
from US$19 billion to US$124 billion.142 A December 2014 analysis
by the Economic Policy Institute asserted that the growth in the
U.S. goods trade deficit with China between 2001 and 2013 elimi-
nated or displaced 3.2 million U.S. jobs.143 According to the U.S.
Department of the Treasury, the Chinese yuan remained “signifi-
cantly undervalued” and in 2014, the yuan depreciated 2.4 percent
against the U.S. dollar.144¢ In May 2015, International Monetary
Fund officials, based on their own analysis and following discus-
sions with senior Chinese officials, stated that the yuan is no
longer undervalued.145 On August 11, 2015, the Chinese govern-
ment devalued the yuan by 1.9 percent, the largest one-day decline
in value in over 20 years.146 According to a Chinese government of-
ficial and some Chinese exporters, a depreciated yuan will increase
Chinese exports.147

During the reporting year, the Chinese government actively pro-
moted foreign investment and Chinese exports. In March 2015,
Premier Li Keqgiang announced plans to speed up implementation
of China’s “go global” strategy to support and promote foreign in-
vestment by Chinese companies.148 According to a Chinese official,
there will soon be a “historical turning point” when China’s out-
bound investment exceeds inbound investment.149



9

Asian Infrastructure and Investment Bank (AIIB) and
Other Funds

In October 2014, 21 Asian countries signed a memorandum of under-
standing on establishing the China-led Asian Infrastructure Investment
Bank (AIIB).150 In April 2015, 57 countries, including the United King-
dom, Germany, and France, were approved as AIIB founding mem-
bers.151 The U.S. Government expressed concerns with transparency
and the AIIB governance structure to Germany152 and other coun-
tries.153 China reportedly has plans for a New Development Bank with
Brazil, Russia, India, and South Africa, and a Silk Road development
fund.15¢ In March 2015, at the Boao Forum for Asia, President Xi
Jinping described the potential of China’s “Belt and Road” initiatives,
including a Silk Road Economic Belt and a maritime Silk Road.155

Food and Drug Safety

During the reporting year, food and drugs from China continued
to be an issue of concern in the United States. The U.S. Food and
Drug Administration (FDA) continued to have difficulty obtaining
visas for inspections in China, although new implementing ar-
rangements were signed with Chinese partners in November and
December 2014, and foreign companies expressed concerns over ad-
ministrative enforcement and also libel by Chinese companies.156
According to a January 2015 report, in 2014 the FDA conducted 66
inspections of food facilities in China that export to the United
States, up from 59 inspections in 2013.157 According to the FDA,
however, U.S. inspectors at times were required to rely on trans-
lators supplied by the firms being inspected.1® In December 2014,
the FDA sent a warning letter to an active pharmaceutical ingredi-
ents (APIs) supplier based in Wuxi municipality, Jiangsu province,
that noted concerns with the “authenticity and reliability” of data
collected and APIs produced by the subject company.15® Reports
also indicated a growing problem with the online sale of illegal
drugs from China to the United States.169 In summer 2014, Chi-
nese media reported food safety violations at a Shanghai facility
owned by Illinois-based OSI Group; OSI Group reportedly lost
“hundreds of millions of dollars” in revenue as a result.161 In Janu-
ary 2015, OSI Group criticized the Shanghai Food and Drug Ad-
ministration for a “very misleading” statement that certain OSI
Group products were “questionable products.”162 In June 2015,
KFC filed litigation in Shanghai against three companies for post-
ing over 4,000 messages spreading online rumors, including that
KFC used genetically modified chickens.163

In April 2015, the National People’s Congress (NPC) passed
amendments to the PRC Food Safety Law to include stronger pen-
alties for violations and additional requirements.164 According to
Chinese media, the revised law will be “the strictest food safety law
in history.” 165 The same month, the NPC passed revisions to the
PRC Advertising Law,166 including higher penalties for false adver-
tising and a specific prohibition on advertisements that claim in-
fant formula can replace breast milk.167
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