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Economic institution is not only the transaction rules obeyed
by people, it consists of three layers: economic basis, economic
running system (or resources allocation mode), and micro eco-
nomic system. The change of economic institution cannot be ex-
plained by the Neoclassical economics which thinks the change of
economic institution is the result of reducing transaction cost and
people’s seeking for interests unattainable under the existing

institution, and economic institution is also the result of the op-

erating of market ‘the inv.isible hand’. In fact, under the in-
ter-actions among the development of social productive forces,
the adjustment of political and legal institution and the change of
social ideology, the necessity for economic institutional changes
comes into being. But an economic institutional change without
the conscious push from government is beyond imagination.‘ This
has been demonstrated by the role that Foreign Direct Invest-
ment (FDI) has played in the change of China’s economic institu-

tion and economic operating mode in the past years.

The function of FDI is not only to develop social productive
forces, but also to induce the economic institutional change. Its
influence over the institutional change is a double edged sword.

On the one hand, it promote the institutional change, on the
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other hand, it clashes with socialism ownership structure and
distribution system. Many of the impacts are beyond our original

consideration.
First, FDI is an official formal institutional arrangement.

The role of FDI in the economic institutional change lies in
its existent environment and background. China’s overall back-
ground for using FDI is that: undertaking reform and opening at
the same time, and undertaking transfer of economic institution
and attracting FDI through preferential treatment at the same
time. Under this background, FDI can be regarded in the first
place as partial institutional change. As a new type of investment
player, FDI enterprises participate in the market competition,
distribute income by product element and allocate key resources
through market. For China, it’s a completely institutional inno-
vation or a new institutional arrangement. For capitalist coun-
tries, using on FDI and establishing FDI enterprises are anything
but an institutional innovation, given the fact that market sys-
tem has been long in existence. In capitalist countries, invest-
ment players are diversified, labor employment system is adopt-

ed and the income distribution is based on product elements.

Second, China’s opening to the outside world is intertwined
with the reform of economic institution, and attracting FDI to lo-
cate in China takes place spontaneously with the transformation
to market economy. Thus, a new situation occurred: The goal of
reform is identical to that of FDI enterprises in China. Institu-

tional adjustment on demand of foreign companies in China is in
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conformity with the desire of establishing market economy with
socialist characteristics. FDI can improve the process of reform

and the economic institutional change.

Of course, capitalizing on FDI during institutional transfer
means that market is changing from scarcity economy to excess
economy. Under the scarcity economy, the greater the degree of
scarcity, the more obvious the domination of the producers over
the consumers. Hence, the competition among producers, that is
enterprises, cannot be carried out very easily. The impact among
businesses will be weakened. Thus undeveloped companies have
no incentive to learn from advanced companies. Under this situa-
tion, FDI enterprises will have little influence on domestic com-
panies, the two can expand themselves separately quite well.
The influence of FDI on institutional change mainly rests on
ownership structure and FDI enterprises themselves (these com-

panies are resulted from a new institutional arrangement).

The problem intertwined with the scarcity economy is that
the existence of domestic enterprises, especially that of state
owned enterprises more depends on government protection or ad-
ministrative subsidies, but FDI is mainly induced by preferential
policies. One principle in using FDI is limiting the proportion of
FDI venture’s products sold on the domestic market, which pro-
longs the length for the economy to go out of scarcity, and hin-
ders the companies from competing each other, weakening the
impact of FDI ventures on the economic institutional transforma-

tion.
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Economic scarcity and the sales limit on domestic market are
bound to change. As the improvement of reform, scarcity situa-
tion will be eventually alleviated; buyer’s market will come into
being nevertheless. Limit on sales of FDI ventures is not in line
with the principle of WTO. Easing or even removing this limit
will expand FDI venture’s domestic market share and their abili-
ty to compete with domestic companies. Competition on the
buyer’s market will spur companies learn from each other, in
which FDI ventures get to know the practicable and
feasible institution for domestic companies, whereas domestic
companies will imitate the road that has been taken by FDI ven-
tures and learn the advanced management and institutional ar-
rangement. So, the function of FDI companies to economic insti-

tutional change will be used completely.

While FDI enterprise, as a new system arrangement, is
changing social ideology, promoting social productive forces, it
is also changing property institution, distribution institution, to-
gether with the allocation mode of resources. The role of FDI en-
terprise is realized through extension effect of economic system.
Extension effect is a process in which certain economic system in-
novation gives birth to higher economic efficiency, thus leading
to some imitations that spread the use of this new system. This
kind of extension effect can also take place, when segmental
structural changes in certain area make other parts of the econo-
my feel unfit, hence forcing some follow up changes out of the
original economic system, leading to a kind of chain reaction on
social economic system, until it makes for the new type of eco-

nomic institution. A gradual institutional change usually takes



