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On China’s Legal System Governing
Foreign Direct Investment

Abstract

Since the promulgation of Law of the People’s Republic of China
on Chinese — Foreign Equity Joint Ventures in 1979, China has made
great progresses in enacting laws governing foreign direct investment,
having developed the corresponding legal system from nothing to an
entire system. In the mean time, the ad hoc research institutes and
law scholars have conducted intense study on the theoretic framework
of law on Chinese — foreign equity joint ventures. However, the
research work on the basic theory of the law governing foreign direct
investment has been so far inadequate. In short, the achievements thus
far made in the research on foreign direct investment are mainly
reflected in the following aspects: types of foreign — invested
enterprises, specific governmental regulations on foreign — invested
enterprises, restriction and extension of the fields for foreign
investment, increase and decrease in taxes, diverse forms of foreign —
invested enterprises, and comparative study of laws on foreign direct
investment. In terms of the content, the above mentioned
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achievements were generally made on the basis of study of China’s
current legislations governing foreign — invested enterprises; In terms
of the methodologies applied, particular stress has been laid on the
economics ~ related theories, or the theories of investment, or the
comparative study methods.

The aim of this paper is to observe China’s institutions concerning
the introduction of foreign capital from a objective, jurisprudential and
international perspective, to clearly define the concept of China’s law
on foreign direct investment under the conditions of a socialist market
economy, to address some issues in connection to China’s current legal
system governing foreign — invested, to probe into the basic theory of
foreign direct investment, and to lay down a theoretical foundation for
a new legal system and framework to regulate the foreign direct
investment in China.

From the perspective of law and by virtue of the established
theories concerning legal principles, economic law, civil law, legal
economics, and investment, this paper mainly profoundly and
elaborately probes into the key issues existing in China’s current legal
system governing FDI. In the analysis, the author makes reference to
the legislations of other countries on FDI, and also studies the theories
on and the practice of attracting foreign direct investment in China.

Considering the need to fit the existing legal system to the actual
trend of FDI in China, this paper, from the perspective of the long —
term goal, is intended to design the framework of China’s future law
on foreign direct investment; on the other hand, it addresses a few
issues concerning how to ameliorate the existing law on FDI to fit in
with the short — term need for more effective laws.

Chapter 1  consists of the introductory remarks about the basic
concepts, characteristics and forms of foreign direct investment, that
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is, the foreign — invested enterprises. The paper points out that China
should relax the limit on the foreign direct investment o as to facilitate
the influx of FDI. This is definitely a breakthrough in that in the past
China has given emphasis solely on the foreign nationality of the
investors while it has neglected the significance of nature of foreign
investment. The chapter focuses on the controversial “reinvestment”,
and particularly the reinvestment of the foreign — invested enterprises
which foreign investors own controlling shares. The author holds that
“reinvestment” should be regarded as foreign direct investment because
it involves foreign elements of subject; however, the enterprises
reinvested in by the foreign — invested enterprises controlled by foreign
investors should be also classified as foreign — invested enterprises
because they involve foreign capital. In consistence with the diverse
foreign elements involved, the foreign direct investment can be divided
into several different categories, to which different policies should be
applied. In addition, the chapter analyses the formation and evolution
of the three main types of foreign — invested enterprises in China as
well as the existing problems to be addressed. Particularly, the author
proposes his own ideas on the formation of the cooperative enterprises
that has been viewed as a special form with Chinese characteristics.
This analysis provides a foundation for the elaboration on this point in
the following chapters.

Chapter 2 is a general survey of China’s law on foreign direct
investment By summarizing the characteristics of China’ s current
laws governing foreign — related enterprises, this chapter discusses the
problems in the legislation process and the corresponding causes. Both
in the academic community and in the judicial practice, China’ s
regulation on foreign direct investment is revolved around the company
law, or enterprise law, which has given rise to a so — called “dual
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system” which consists of the existing law governing the domestically
— invested enterprises and that governing the foreign — invested
enterprises. This situation has engendered conflicts with the general
principles of law on FDI and with the status quo of FDI in China. For
this reason, the author points out that the law on foreign direct
investment should revert to its nature — a law system centered on the
investment law. Furthermore, The author notes that China’s existing
law on foreign direct investment hasn’ t been systematized nor
standardized. There exist some general problems ? some administrative
regulations and government departmental rules contravene the national
laws, and the local statutes and regulations run counter the national
law, the administrative regulations and government departmental
rules. Moreover, more efforts are called for to systemize the copious
laws, regulations and rules governing FDI. These defects in the
existing legal system has resulted in that the law governing FDI can
not be effectively enforced and thus the achievements in legislation of
law on FDI has been counteracted to a large extent.

Chapter 3 probes into the law on foreign direct investment and
legal system of enterprise. This chapter expounds the relationship
between the legal system of FDI and the legal system of enterprise,
and approaches theoretically a number of problems that have been
encountered in the application of company law and partnership law. It
also points out some contradictions existing in the present theories and
legislations. Particularly, in this chapter the author gives a profound
analysis of the discrepancies between the Company Law and the Law of
Foreign — capital Enterprises in the following respects: capital system
of company, reduction of capital, assignment of shares, organizational
structure of company, forms of liability, foreign investor’s capital
recovery of Chinese — foreign cooperative ventures, foreign — invested
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one — person company, and joint — stock limited companies invested by
foreigners. The author also noted that there is no existing law
governing the non — legal person cooperative enterprises. The author
proposes that despite the fact that the foreign — invested enterprises
involve foreign elements, they should not be excluded from the
governance of the law that regulates the general enterprises. The
inequality of different legal subjects under the condition of market
economy is unfair and man — made. The separate legislative state of
different laws respectively governing the domestically funded
enterprises and the foreign — invested enterprises should come to an end
as soon as possible. Provided that China’s legal system of enterprise is
perfected, the forms of enterprises with foreign direct investment can
be freely decided on by the investors within the current legal forms of
enterprises allowed by Chinese law. In this sense, there shouldn’t be
different legal forms for domestically — funded and foreign — invested
enterprises.

Chapter 4  explores the law governing foreign — invested
enterprises and the legal system of contract. By analyzing the related
problems regarding the legal system of contract reflected in the law
governing foreign — invested enterprises, the author points out that
there exists a gap between the current legal system and the needs of a
market economy as well as the general contractual principle. This
chapter emphatically involves the following specific problems: the
provisions on handling of obviously unfair contract in Regulations for
the Implementation of the Law of the People’s Republic of China on
Chinese — Foreign Equity Joint Venture violate the principle of freedom
of contract; the provisions on the relationship between contract and
articles in Rules on the Implementation of the Law of the People’ s
Republic of China on China — Foreign Contractual Joint Ventures are
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unfavorable to the protection of the interest of enterprises’ creditors;
the provisions relating to the interpellation duty for payment of
subscribed capital performed by the observant party and on the right of
automatic abandonment performed by the defaulting party in Several
Provisions Concerning the Investments Made by the Various Parties to
Chinese — Foreign Equity Joint Ventures fundamentally viclate the
general principle of contract, unfavorable to the protection of the
observant party’s interests and apparently too severe on the defaulting
party as well as inconsistent with the need of effectiveness. Although
all the above — mentioned problems are not typical to the law on foreign
direct investment, they need to be tackled since they do exist in the
current law goveming FDI; on the other hand, posing and solving all
the problems will be conducive to working out some basic principles
and notions that should be addressed in the construction of China’ s
future law on FDI.

Chapter 5 touches upon the law on FDI and the BOT investment
forms. This chapter discusses a few important legal problems relating
to the forms of BOT investment, including the legal nature of franchise
agreement, the ownership of BOT projects, the distribution of risk in
BOT investment, and the legal nature of governmental guarantee.
Since BOT investment will play an important role in attracting foreign
investment in infrastructure construction, the study of the related
issues will lay a sound foundation for the legislation and judicial
practice in the future.

Chapter 6  discusses the law on FDI and the integration of
international and regional economy. This chapter explores the
relationship between foreign direct investment and international as well
as regional economy, especially elaborating on the gap between China’
s current law on foreign direct investment and the requirements of
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national treatment and transparency posed by the World Trade
Organization, Asian — Pacific Economic Cooperation Organization, and
the various agreements on protection of mutual investment. This
chapter summarizes the efforts made by China to fit its legal system
governing FDI to the international practice, and thus points out some
existing problems and proposes a few countermeasures.

Chapter 7 analyzes the function of the law on foreign direct
investment. The author, applying the principle of legal economics,
analyzes the function of foreign direct investment — to maximize the
effectiveness in utilizing foreign investment, which is the soul of law
on foreign direct investment. This is the center that should be revolved
around in studying the legal system governing FDI. For this reason,
by analyzing such issues as determination of preferential policies on
foreign direct investment, influence of law on FDI over the orientation
of foreign investments, countermeasures against the monopoly of
foreign investment, the author intends to provide a basic criterion for
the enactment of related laws.

Chapter 8 presents a proposal on China’s future legal system of
foreign direct investment, including the author’ s opinions on this
point. In the author’ s opinion, in establishing China’ s future legal
system of foreign direct investment, particular attention should be
given to handle well the relationship between stableness and
modification of law, and between the particular conditions of China
and the general legal principles on foreign direct investment.
Moreover, the new legal system should fit to the current trend of
international trade and investment so that the interrelationship between
the international trade and the international investment should be
studied. [f the above mentioned issues are not addressed properly, and
if the legislature simply enacts new laws to solve the immediate
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problems without a far — sighted plan, the conflicts existing among the
current laws will not be outright eliminated, and there will be no
scientific and reasonable understanding of the above — stated problems
that concern the contractual issues in the law on FDI, and the
relationship between the law on FDI and the enterprise law. This
paper stresses that, with the increasing deepening of China’ s
opening — up drive and the practice of attracting FDI, China’s future
legal system of FDI should be centered on the investment law instead
of the enterprise law, which means that the Law on Foreign — invested
Enterprises should be concerted to the Law on Foreign Direct
Investment. This Law on FDI should be applied to provide for the
general principles of the definition of FDI, entry of FDI, guarantee for
FDI, reinvestment of return on investment, and the incentive
measures to stimulate FDI. Furthermore, the competent governmental
organs will enact administrative regulations and departmental rules to
implement the principles stipulated in the law.
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