A CONFUSING YEAR FOR

BUSINESS

Antony Dapiran

IME IN THE business world in
TChina used to be marked by
progress: each year seemed to bring
more reforms, more opening up, new
ventures, new possibilities. This was
the case throughout the 1990s and
especially in the years surrounding
China’s accession to the World Trade
Organisation in 2001.

Recent years, however, have
seen a different kind of progression.
The last twelve months have featured
crackdowns, high-profile govern-
ment-instigated cases against foreign
businesses and a sense that doing
business in China is getting harder,
not easier.

Yet the year had begun with

much promise. In November 2013,

the first year of the new Xi Jinping ad-
ministration, the Communist Party of
China held its Third Plenum. The Third
Plenum of each five-year Party Con-
gress traditionally focuses on business
and economics. The Third Plenum of
the Eleventh Party Congress in 1978
is generally regarded as the begin-
ning of Deng Xiaoping’s Reform and
Open Door policies, which changed
the course of modern Chinese history.
Observers who saw Xi as a reformer
expected that he would take the oppor-
tunity of the Third Plenum of the Eight-
eenth Party Congress last November
to provide new impetus to economic
reform in China following the stasis of

the previous decade under Hu Jintao.



2014 ‘ Antony Dapiran

CHINA STORY YEARBOOK | A Confusing Year for Business

Shortly before the Third Plenum in November 2013,
the State Council approved the establishment of
the Shanghai Free-Trade Zone (FT2). It is the first
Hong Kong-like free trade area in mainland China
Photo: 126.xingshuo.net

The Shanghai FTZ and New Hope

for Reform

Shortly before the Third Plenum, the
State Council approved the estab-
lishment of the Shanghai Free Trade
Zone Lt#HAHHH KX (FTZ), raising
the hopes of the business community
for further market-led reform. While
The Economist dismissed the FTZ as a
‘damp squib’ and its policies too timid
to lead to meaningful reform, influ-
ential Chinese business journalist Hu
Shuli #14F %, writing in Caixin %37,
stated that its significance ‘can not be
overstated’. Many of the critics of the
Shanghai FTZ, including commenta-
tors in The Economist, Financial Times
and The Wall Street Journal, underes-
timated both its important symbolic
role, and the potentially ground-break-

ing nature of the reforms it embodied.

The Shanghai FTZ sent a mes-
sage to foreign investors that the Hu
era was over and China was open to
foreign investment again. It was also
a message to Xi’s political rivals, in-
cluding former allies of the ousted Bo
Xilai, that Xi was in charge now and
that the style of economic neo-Maoism
espoused by Bo and his cronies was
dead, as was the ‘state advances and
private enterprise recedes’ HE #t K&
approach of Hu Jintao: reforms were
back on top of the agenda. This helped
set the scene for the Third Plenum.

The reforms proposed for the FTZ
are potentially very significant, in par-
ticular the introduction of the ‘negative
list % @ # ¥ system, which prohibits
foreign investors from engaging in any
businesses or industries on the neg-
ative list, but leaves them otherwise
free to operate any other type of busi-
ness within the FTZ. Some criticise this
as being little different to the current
‘Foreign Investment Industrial Guid-
ance Catalogue’ sFA#ZF = LIEFA
% in place nationwide, which divides
business sectors into ‘encouraged’, ‘re-
stricted’ and ‘prohibited’ categories,
and provides that anything not in one
of those three categories is permitted.

The items on the current nega-
tive list for the FTZ are indeed entire-



ly consistent with the ‘restricted’ and
‘prohibited’ categories under the old
system, forbidding foreign business to
enter sectors such as Internet and tel-
ecommunication services and restrict-
ing investment in the financial and
certain other sectors. To this extent,
it does not allow foreign investors to
do anything new. However, to dismiss
the negative list on this basis alone
profoundly misunderstands its signif-
icance, which is that it sets the limits
of government power in China for the
first time.

In developed nations, and in par-
ticular under Anglo-American legal
systems such as in the US, the UK and
Australia, the law follows the princi-
ple of ‘whatever is not prohibited is
allowed’. However, in China, law and
regulations operate on exactly the op-
posite underlying assumption: ‘what-
ever is not allowed is prohibited’. If
you cannot find a legal or regulatory
source giving explicit permission to do
something, you cannot do it. Under this
model, government power is ‘infinite’,
not circumscribed by the boundaries
of the written laws. There is also sig-
nificant scope for administrative dis-
cretion to grant ‘special’ approvals.

This is why the negative list is such

a ground-breaking development. It tips

the legal paradigm of the People’s Re-
public upside down, limiting the scope
of government power and therefore
limiting the scope of administrative
discretion. To the extent that the FTZ
serves as a laboratory for future re-
forms to be rolled out across China,

this may well be its true significance.

The Third Plenum

The Third Plenum did not disappoint.
Its policy statements, while vague and
broadly worded, reiterated the na-
tion’s commitment to the path of re-
form and opening up, and denied any
possibility of a drift back to the new
leftist economic policies espoused by
some of Xi’s deposed rivals.

In particular, the Plenum’s em-
phasis on the state exercising its role
in state-owned enterprises (SOEs) as a
‘shareholder’, a new policy of ‘mixed

Hu Shuli is an influential Chinese business journal-
ist and editor-in-chief of Caixin Media
Photo: Weibo
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ownership’ %4 F A 4] for SOEs en-
couraging private investment in public
sector businesses and a focus on the
‘decisive role’ # Z4E A of the mar-
ket and market pricing mechanisms
Wk M IA suggested an
unprecedented move towards market-
isation and corporatisation of the SOE
sector. This renewed push for reform
rendered subsequent events even

more puzzling.

The Crackdown: ‘Selective and Sub-
jective Enforcement’?

The past year has seen an intensify-
ing crackdown on foreign business
operations in China. The government

has targeted foreign investors in cam-

A
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Peter t phrey, a Sh

i-based British private investigator,

paigns against corruption, monop-
olies, price-fixing and other unfair
trade practices, often when there are
arguably worse offenders among do-
mestic companies who have gone un-
punished.

To identify just a few of the more
prominent examples:

* Food safety checks have focused on

foreign fast-food operators.

» US technology giants Microsoft and
Qualcomm have both been subject to
government raids and anti-monopo-

ly investigations.

* Price-fixing investigations have tar-
geted foreign automotive manufac-
turers, resulting in reduced prices for

vehicles and spare parts.

* The government has banned
SOEs from employing Amer-
ican management consult-
ing firms such as McKinsey
and Boston Consulting on the
grounds of protecting ‘state

secrets’.

* Bloomberg faces continued
difficulties in its business ac-
tivities in China, with state-

owned financial institutions

was employed by GlaxoSmithKline to identify the whistle-blow-
er who had reported its alleged corrupt practices to the author-
ities. Humphrey confessed on state broadcaster CCTV to having
illegally bought and sold private information on Chinese citizens
Photo: CCTV

delaying or cancelling orders

for Bloomberg data terminals



after the company’s news arm pub-
lished a series of investigative reports
in 2012 on the financial interests of

the families of Chinese leaders.

The American Chamber of Com-
merce in China surveyed its members
and issued a report in September 2014
charging that China was less welcom-
ing of foreign business than before,
and that foreign companies were be-
ing singled out for ‘selective and sub-
jective enforcement’. Chinese govern-
ment spokespeople responded that
the accusations were ‘groundless and
baseless’ and that the Chinese govern-
ment actions were ‘transparent, fair
and done in accordance with the law’.

The
campaign, a flagship and extremely

ongoing  anti-corruption
popular policy of Xi’s administration,
has also had a significant impact on
foreign businesses. Some of this was
expected: luxury goods companies
have seen a sharp drop-off in sales, for
example (see Chapter 5 ‘Urban, Mobile
and Global’, p.204). Some came as a
surprise: the government has banned
government officials from accepting
scholarships to attend MBA programs.
And as the campaign has continued,
Chinese and foreign businesses have
had to learn to navigate a new way of
building relationships in an environ-

ment in which

hospitality and
gift-giving is now
effectively  im-

possible.

Sex and Drugs

Former CEO of GSK's

All of these China operations Mark
Reilly was arrested for
themes — the bribery of healthcare

professionals
Photo: news.com.au

targeting of for-
eign businesses,
the anti-corruption crackdown, the
lack of transparency and the unpre-
dictable nature of the Chinese legal
and regulatory system — converge in
the case that has most dramatically
gripped the attention of the foreign
business community in China in the
past year: that of UK pharmaceutical
company GlaxoSmithKline (GSK).

The GSK story has all the hall-
marks of an airport thriller: an inter-
nal whistle-blower raises allegations
to senior management that the compa-
ny is engaging in the systematic brib-
ery of healthcare professionals in Chi-
na. The whistle-blower alleges that the
mastermind is the CEO of GSK’s China
operations, Briton Mark Reilly. The
whistle-blower’s claims are dismissed.
Shortly afterwards, a sex video emerg-

es of Reilly with his Chinese mistress.



48
49

2014 ‘ Antony Dapiran

CHINA STORY YEARBOOK | A Confusing Year for Business

GSK then retains ChinaWhys, a private
investigation company run by Peter
Humphrey and his wife Yu Yingzeng
JE£ 3 %, both foreign citizens, to inves-
tigate this ‘security breach’. GSK also
announces that their internal investi-
gation of the bribery allegations has
found no evidence of wrongdoing.

In the second act, Chinese author-
ities arrest several senior GSK China
executives and accuse the company
of extensive bribery and corruption.
They prohibit Reilly from leaving
China while he ‘assists authorities in
their investigations’. They also arrest
Humphrey and Yu, charging them
with ‘illegally obtaining private infor-
mation’ relating to the whistle-blower,
who may or may not be a former gov-
ernment relations officer at GSK with
strong local party connections.

The investigation into GSK Chi-
na is ongoing, and it is expected the
Chinese authorities will file formal
charges. The allegation is that GSK ex-
ecutives worked with local intermedi-
aries such as travel agencies to organ-
ise sham conferences and to over-bill
for travel, training or other expenses,
which enabled the GSK executives to
obtain official invoices, called fapiao
& %. The GSK executives used the

fapiao to obtain cash reimbursements

from GSK, which they allegedly then
paid as bribes to hospital officials and
doctors to use or prescribe GSK drugs.
The Chinese authorities have said
that as much as US$490 million went
into such bribery over a period of five
years.

In the meantime, China Central
Television showed Humphrey, in pris-
on garb, confessing to having illegally
bought and sold the private informa-
tion of Chinese citizens (see Forum
‘Orange as the New Black’, p.316).
Humphrey and Yu were convicted and
sentenced to prison in August 2014 —
two years for her, two and a half for
him. The court was not impressed
with their argument that they were
unaware that what they were doing
was illegal, and that both foreign and
domestic private investigation firms

commonly engage in such practices.

Why GSK?

There are many ways to interpret the
GSK case.

The foreign and Chinese media
generally regard the case as part of the
government’s attempt to clean up the
country’s systemically corrupt health-
care sector, using GSK to send a mes-

sage to the industry as a whole to fall



into line. According to this ‘killing the
rooster to frighten the monkeys’ %
% #% narrative, the audience is pri-
marily domestic, and GSK is the soft
foreign target that can be pursued to
make a point without unduly disturb-
ing domestic patronage networks. It
is also politically expedient: it permits
the government to demonstrate to the
Chinese public that it is not handing
any free passes to foreign companies
that are misbehaving.

However, there is another narra-
tive, for which the primary audience is
global. One of the Party’s fundamental
strategic objectives is to achieve status
for China as a ‘great power’. Success
would cement the Party’s legitimacy as
China’s rightful rulers.

National power is commonly
measured in terms of economic, mili-
tary and cultural (or ‘soft’) power, and
in all these areas China has been clos-
ing the gap with the US and other ma-
jor powers. However, another aspect
of power, frequently overlooked by
commentators but not lost on China, is
that of regulatory power.

Regulatory power is the power to
regulate actors outside a state’s own
borders. It is US regulatory power that
has companies around the world con-
cerned not to breach the US Foreign

Corrupt Practices Act and ensuring
that their securities offerings do not
breach the US Securities Act. The reg-
ulatory power of the US and the EU re-
quire companies everywhere who are
contemplating mergers or acquisitions
to obtain anti-trust clearances from
the US Federal Trade Commission and
the EU Competition Commission.
China sees the global respect paid
to these regulators — and the regulato-
ry power they exercise — and wishes
to enjoy similar respect, power and
influence. Seen in this context, inves-
tigations and enforcement actions
against foreign businesses is not about
‘discrimination’ for the benefit of Chi-
nese companies. Nor are such actions
intended solely to score political points
with the Chinese public. Rather, their
purpose is to demonstrate China’s ex-
ercise of regulatory power to an in-
ternational audience. There is every
reason to expect continued and more
muscular exercise of such power in

future.

The New China Risk

There is one final lesson for foreign
in the GSK/ChinaWhys

case. Foreign business people have,

businesses

rightly or wrongly, tended to regard
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themselves as enjoying a kind of im-
munity in China. The ‘China rules’ by
which they operated their businesses,
with a nod and a wink from local au-
thorities over a banquet or karaoke,
led some to believe that they were
enjoying a continuation of the extra-
territorial system of the nineteenth-
and early twentieth-century ‘foreign
concessions’, whereby China’s nation-
al laws did not apply to foreigners.
This has meant that human rights
in China, particularly with regard to

the operation of its justice system, was
rarely personal for foreigners in Chi-
na. The business community found it
easy to gloss over abuses in its pursuit
of profit.

Now, foreign executives are be-
ing detained, charged with breach-
es of laws of which they were not
aware, tried in an unpredictable and
non-transparent judicial system and
imprisoned. Suddenly, human rights
is frighteningly relevant to those doing
business in the People’s Republic.



This text is taken from Shared Destiny, edited by Geremie R Barmé,
Linda Jaivin and Jeremy Goldkorn, published 2015 by ANU Press,
The Australian National University, Canberra, Australia.





