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ABSTRACT 

Prior ta 1979, the legal system of the People's Republic of China (PRe) did nnt 

provide any mechanism for foreign direct investment (FOI). China's decision to accept FDI 

came with the arrivaI of a new politicalleadership set upon the pursuit of radically different 

economic palicies following the Cultural Revolution. This new leadership sought to take 

China on the quickest route to modernization while still remaining loyal to the socialist statc. 

Therefore, while !:Je Chinese Constitution insists on public ownership as the hasis nf the 

economy, it "Iso recognizes and encourages other forms of economic activity which bcncfit 

the nat;onal economy. This reform process led to an enlarged private scctor and 

considerable FDI. That process continues today as the Chinese legal system movcs further 

towards the promotion and protection of foreign investment and international norms of 

economic behaviour. 

This thesis examines the development of China's legal regime regarding forcign 

investment. It will highlight distinctive features of that regime sueh as the enactment of laws 

by both national and regional governments. 

The thesis will also examine how the opening to FOI has resulted in increased 

interest in internationallaw by the Chinese gov(~rnment. With considerable speed, China has 

recognized and adhered ta international treaties regarding foreign investment since the end 

of the Cultural Revolution. 

Finally, this thesis wj]J analyze the many difticuJties surroumling FOI in China 

today. Managing foreign investment in a centrally planned economy has led to many JegaJ, 



· political, social, and economic problems. The foeus of this analysis will be on legal diffieulties 

l concerning FDI which are of particular eoncern to foreign investors . 
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RESUMMÉ 

Avant 1979, le système légal de la République Populaire de Chine ne contenait 

aucun mécanisme de régulation de l'investissement direct étranger (IDÉ). La décision de la 

Chine d'accepter J'IDÉ est survenue avec l'arrivée d'un nouveau leadership dont les ohjectifs 

économiques étaient radicalement différents de ceux poursuivis avec la Révolution 

Culturelle. Ce nouveau leadership désirait que la Chine prenne le plus rapide chemin vers 

la modernization tout en demeurant fidèle aux principes d'un Ét.at Socialiste. Ainsi, alors que 

la Consitution de la Chine insiste sur la propriété publique comme base de l'économie, Elle 

reconnaît et encourage également d'autres formes d'activités économiques qui peuvent être 

bénéfiques à l'économie nationale. Ce processus de réforme a élargi considérahlcment le 

secteur privé et les IDÉ en Chine. Ce processus continue aujourd'hui alors que le système 

légal chinois progresse vers la promotion et une protection accrue des IDÉ et des normes 

économiques internationales de conduite. 

Ce mémoire examine le développement du système légal de la Chine sur les 

investissements étrangers. Il met en relief les caractéristiques distinctives de ce régime qui 

sont dans les lois mises en place par les gouvernements régionaux et le gouvernement 

national. 

Ce mémoire étudie également comment l'ouverture aux IDÉ a provoqué 

un intérêt croissant envers le droit international par le gouvernement chinois. La Chine a 
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rapidement reconnue et adhérée aux traités régissant l'investissement étranger depuis la fin 

de la Révolution Culturelle. 

Enfin, ce mémoire analyse les nombreuses embûches qui affectent les IDÉ en Chine 

aujourd'hui. La gestion des investissements étrangers dans une économie centralement 

planifit!c a causé plusieurs problèmes légaux, politiques, sociaux et économiques. Le centre 

de cette analyse sera sur les difficultés juridiques relatives au" IDÉ qui sont d'intérêt pour 

les investis~eurs étrangers. 
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Cbapter 1 Introduction: Overviews 

Since the implementation of the open door policy in 1979, China has been 

absorbing and utilizing foreign direct investmcnt by setting up various forms nf 

enterprises. On July 8, 1979, the Law of the Penples Repuhlic of China on Chinesc 

Foreign Joint Venture 1 was promulgated and went intn effect. Since that date 

China has enacted many laws and regulations which have creatcd a comprehensive 

legal system governing foreign investment. 

Ta understand this system, ta study its content, nature and structure, is an 

important task, not only for practising lawyers and government officers but also for 

businessmen. 

This thesis will foc us on the legal changes arising out of the economic 

reforms and open door policy ta help explain the Chinese legal system concerning 

foreign direct investment. The thesis itself is divided into four main parts. The fifst 

part (Chapters 1 and II) provides a general overview, both tactual and legal, of 

foreign direct investment in China. The regulatory mechanisms that the Chinese 

government employs to promote and control foreign investment are introduccd. The 

second part (chapters III, IV, V. VI and VII) focuses on the law~; which directly 

l The Law of the People' s Republic of China on Joint Venture 
Using Chinese and Foreign Investment [hereinafter JVL] was adopted 
on July l, 1979 at the Second Session of the Fifth National 
People' s Congress, and promulgated on July 8, 1979. Enqlish 
translation can be found in the Collection of Laws and Regulations 
of the People' s Republic of China Concerning Economie Affairs Vol. l 
(Beijing: the Department of Treaties and Law of the Ministry of 
Foreign Economi~ Relations and Trade of the P.R.C.,1985) p.42. 
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concern foreign direct investment: foreign investment laws, the regime of private 

property, the reguJation of technoJogy transfer, China's investment treaties, foreign 

exchange control and China's tax laws. The third part (chapter VIII) analyzes 

China's hilateral investment treaty program from a public internationallaw point of 

view. Finally, the fourth part (Chapter IX) discusses dispute seulement mechanisms 

availahle tn foreign investors in China. 

Throughout the thesis, distinctive aspects of China's legal regime 

concerning fordgn investment are highlighted. Another preoccupation running 

through the paper is to show how the opening to FDI has resulted in an increased 

interest in internationallaw on the part of the Chinese authorities. Finally, the thesis 

points to remaining problems in Chinese la~ regarding FOI. 

The laws reviewed in this the sis are as of December 1991. 

A. Distribution of Legislative Power 

The law applying to foreign investment in China can be divided into 

domestic law and treaties. Both are subordinate to the Constitution of P.R.C. which 

emhodies the fundamental guideIines for aIl legislation applicable to foreign 

investment in China. 

In China, the legislative power of the PRe is vested in the National 

People's Congress and its Standing Committee2• The National People's Congress 

2 According to the Constitution of P.R.C. which was adopted on 
Dec. 4 1982, the National People's Congress and its Standing 
Committee exercises the legislative power of the state.(art. 58) 
English translation can be found in Beij lng Review No. 52 Dec. 27, 
1982. Regarding Chinese leglslative power, see also Ralph H. Folsom 
& John H. Minan eds Law in the People's Republic of China 
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has the power to amend the Constitution, to sup~rvis~ the ~nforc~m~nt of the 

Constitution, and to enact and amend basic statut~s d~aling with criminal off~ns~s. 

civil affairs, state organs and other mattersJ• 

The State Council has authority to adopt administrativ~ measur~s and to 

enact administrative rules and regulations, in accordancc with the constitution and 

the laws.4 

The ministries and commissions issue orders and regulations within the 

jt:risdiction of their respective departments anù in accorùance with the statutes and 

(Dordrecht/Boston/London: Martinus Nijhoff Publishers, 1989) p.30-
39. The National People's Congress consists of about 3,000 
delegates, elected every 5 years from aIl over the country. No 
discussion of law in the P.R.C. would be complete without examining 
the relationship between the communist party and the legal system. 
The Chinese Communist Party Central Committee has significant 
influence over the legislative process. The Constitution of P.R.C. 
ls based on the "four fundamental principles", one of which is the 
leadership of the Chinese Communist Party. Many fundamenLal policy 
decisions that eventually lead to the enactment of laws originate 
with the Chinese Communist Party Central Committee. The Chinese 
leaders in charge of the key legislative organs such as the State 
Council and the Standing Commi ttee of the National People' s 
Congress are usually members of the party's politburo. 

3 Ibid. the Constitution of the P.R.C. art. 62. 

4 The Central Government of the PRC- State Council which is 
the executive body of the highest organ of state power, it is the 
highest organ of state administration. The term of office of the 
State Council is the same as that of the National People's Congress 
(5 years). The State Council is composed of: the Premier; the Vice­
Premiers; the State Councillors; the Ministers in charge of 
ministriesi the Ministers in charge of commissions; the Auditor­
General; the Secretary-General. The Premier, Vice -Premiers and 
State Councillors shall serve no more than two consecutive terms. 
The State Council enacts administrative laws and regulations in 
accordance with the Constitution and laws. The Constitution arts. 
86,87,and 89. 
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the administrative rules and regulations issued by the State Council.5 

Local governments, in accordance with the Constitution, may enact 

regulations ta retlect local conditions.6 Since China has established a system of 

Special Economic Zones [hereinafter SEZs] and applies a separate policy to 

fourteen open coastal cities which attract a substantial portion of foreign investment, 

the local legislation of foreign investment plays an impurtant role in the overall 

scheme. 

The Standing Committee of the National People's Congress also exercises 

the power to decide on the ratification and abrogation of treaties concluded with 

other countries 7. 

Generally speaking, there are three categories of treaties relating to foreign 

economic relations in China. The most important category concerns the bilateral 

promotion and mutual protection of foreign investment. China has signed many such 

agreements with the major investing countries of the world.8 The second sort of 

Supra, note 2, the Constitution art. 90. 

6 Supra, note 2 the Çonstitution art. 100. 

7 The National People' s Congress e1ects, and has the power to 
reca11, the members on its Standing Cornmi~tee. The Standing 
Committee is e1ected for the sarne terrn as the National Peop1e's 
Congress; i t exercises i ts functions and powers unti1 a new 
standing committee is elected by the succeeding National People's 
Congress. It is composed of the Chairman, the Vice-Chairmen, the 
secretary-General, and members. The Constitution arts. 65, 66 and 
67. 

8 The P.R.C. signed its first BIT with Sweden in 1982. Since 
then, sorne 20 more treaties have been conc1uded with other 
countries. To date, China has conc1uded BITs with Romania (1983), 
the Federal Republic of Germany (1983), France (1984), Belgium­
Luxembourg (1984), Finland, Australia (1988), Austria, Denmark, 
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treaties concern taxation. These treaties are usually agreements for the avoidanre 

of double taxation and the prevention of tax evasion. China has signed SUdl trt'aties 

with the United States (1984), Japan (1983) and Canada (1986). The la st sort of 

treaty deals with a wider variety of issues including for example, foreign trade 

arrangements as weil as accords relating to industrial and technological cooperation. 

China has signed such agreements with Japan (1984), the Unite,t States (1979), EEC 

(1978). 

B. Foreign Direct Investment In China 

China's decision to accept FOI was the result of a fundamental shift in 

politicaJ leadership and, consequently, economic policy that began after the Cultural 

Revolution9
. Mao's successor Deng Xiaoping strongly criticized the Cultural 

Revolution (1966-1976) and its impact upon China. Deng emoarkcd on a more 

Italy, Kuwait, Malaysia, the Netherlands, New Zealand, Nnrway, 
Pakistan, Singapore, Sri Lanka, Switzerland, Great Britaln, 
Thailand and Japan (1988). The P.R.C. now has bilateral investment 
protection treaties with every major industrialized country, except 
the United States and Canada. See, Laurence W. Bates, "Protecting 
Foreign Investment In China: the Sino-Japanese Bilateral Investmem:. 
Treaty" (1988) Vol. 10. lss: 12 East Asian Executive Reports at. 9 

9 The Great Proletarian Cultural Revolution was an attack by 
Mao on capitalists. The true purpose, in fact, was to dispose of 
Mao' s rivaIs. The Revolution began in May 1966 and ended in October 
1976, one month after Mao' s death. The Cultural Revolution produced 
a ten year period of turmoil in China. Many schools and 
universities were closed and, in sorne areas, industrial production 
stopped. Rather than working and studying, workers and students 
were required to participate in the class struggle of the Cultural 
Revolution. The Cultural Revolution' s legacy was a ramshackle 
economy, and an entire generation of young people had their 
confidence in any code of belief destroyed. Young people also lost 
their only chance at a meaningful education. In large part, the 
Revolution resul ted in a missing generation of Chinese 
professionals and specialists. 
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Iiheral path that included an increased western diplomatie and commercial presence 

in the P.R.C .. The new leadership elevated the need for socialist construction based 

on four modernizations- those of agriculture, industry, national defense and science 

and technology. These four modernizations wcre eventually enshrined in the 

preamhle tn the 1982 constitution. The new leadership realized that the ambitious 

program of four modernizations needed the support of foreign investment and 

advanced tcchnol0I:,'Y. Attracting foreign investment to help the Chinese economy 

became a long- terrn and decided state policy. 

Since that decision, foreign investment in the PRC expanded rapidly and 

played an important role in the modernization of the Chinese economy. It provided 

and continues to provide the needed capital for economie development. FDI brings 

with it advanced technoloh'Y for industrialization; training for Chinese personnel in 

the area of management and techno)ogy; and an increase in state revenues. In 

return, forcign investors receive valuable benefits from their investment in China. 

These henetïts include: access ta China's potential market, domestic sales 

allowances, low labour costs, and special tax incentives. lO 

There has been a misunderstanding arnong sorne Western writers about the 

Chinese Constitution. Sorne commentators believe that the promotion and protection 

of foreign investment conflicts with the constitution al principles of socialist public 

10 Philip D. Grub and Jian Hai Lin, "Open Door or Squeezing 
Through the Keyhole: u. S. Joint Ventures Experience in China" (Dec. 
1988/Jan.1989) Vol. 25 Iss:2,3 Mid-Atlantic J. of Business at 21. 
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ownership and astate planned economyll, They l'ail tu understand that although 

the Constitution insists on socialist public ownership as the foundation of the 

Chinese economic system, other types of economic activity are not prohibited. In 

fact, the Constitution spec:fically recognizes and protects both the collective and 

private economy.12 

Official Chinese policy appears to want to pursue the quickest route tn 

modernization, while still remaining a socialist country. For this purpose, the 

Constitution insists on public owncrship as the basis of a socialist economy whilc at 

the same time encouraging other economic activity which will bendit the national 

economy.13 

The current Constitution of the P.R.C., adopted in late 1982, grants 

rt"~ognition and protection to FDI for the first time. Art. tH ~tipulates: 

The people's Republic of China permits foreign enterpriscs, othcr 
foreign econornic organizations and individual foreigners to invest 
in China and to enter into various forms of economic co-operation 
with Chinese enterprises and other economic organizations in 
accordance with the law of the People's Repuhlic of China. Ali foreign 

11 Timothy Haoson Wan, "A Comparative Study of Foreign 
Investment Laws in Taiwan and China" Spr. (1981) 11 Cal. Wes. Int'l 
L. J. p. 112. 

12 The Report on Amendments to the Constitution given by Peng 
Zhen, Chairman of the Standing Committee of the Fifth National 
People' s Congress. Nov. 26, 1982. According to art. 12 of the 
constitution, the state protects socialist public property. 
Appropriation or damage of state or collective property by any 
organization or individual is prohibited. Art. 13 says that the 
state protects the right of citizens to own lawful earned incorne, 
savings houses and other lawful property. 

13 See the Report on Amendments to the Constitution gi ven by 
Peng Zhen, Chairman of the Standing Committee of the Fifth National 
Peop1e's Congress Nov. 26, 1982. 
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enterprises and other foreign economic organizations in China, as weil as 
Joint ventures w;~h Chinese and foreign investment Jocated in China, shan 
abide by the law of the People's Republic of China. Their lawful 
rights and interests are protectl!d by the law of the People's Republic of 
China l4• 

Six ditferent kinds of arrangements can be identified that , tp.ken together, 

comprise what is often referred lo as FDI in China. These are as follows l5
: 

(1) Equity joint ventures: This arrangement is a limited JiabjJi~y corporation 

in which the Chinese and foreign partners jointJy invest. Profit and risk are shared 

accGfding to the percentage of equity held by each partner. Investment contributions 

may be in cash or in kind. 

(2) Contractual joint ventures (sometimes known as cooperative joint 

ventures): These are joint undertakings between one or more foreign entities and 

one or more Chillese entities. The form allows the contracting parties more flexibility 

in defining their particular venture. Contracting joint ventures can take two forms: 

(a) a limited Iiability entity with the status of a legal person (this form closely 

resembles an equity joint venture) and, (b) a business partnership in which the 

parties co-operate as separate legal entities and carry out their respective obligations 

without establishing a joint management entity. In either case, contractual joint 

ventures diffcr from equii:y joint ventures in two important respects: The fOfm of 

investment contributed by each party need not be in cash or in kind ( e.g. labour 

14 Supra, note 2 Const! tut ion of the People' s Republic of 
China art. 18 

15 Jerme Alan Cohen & Stuart J. Valentine tfForeign Direct 
Investment in P.R.C.: progress, Problems and ProposaIs" (1987) 1:16 
Journal of Chinese Law p.181. 
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' .. 
and utilities have in sorne cases been éillowed as contrihutions) und profits are 

shared based on a ratio specified in the contract, not necessarily according to 

investrnent contributions. 

(3) Wholly foreign-owned ventures: This arrangement is hest descrihcd as 

a limited Iiability entity solely owned and operated bya foreign investor. The foreign 

investor receives ail profits and bears ail risks. 

(4) Joint development (also known as cooperative development): This f(lrIll 

is used for foreign -Chinese cooperation in the exploration and devclopmcnt ot 

mineraI resources such as offshore oil. Joint development enterprises are regulated 

by a separate set of laws and regulations 16. 

(5) Compensation trade: Compensation trade has proved to he anothcr 

valuable instrument of cooperation that the P.R.c. regards as functionally similar tu 

an investment. In this form the purchase of machinery from ahroad hy local 

enterprises is paid in whole or in part by the remittance of goods produced after the 

purchase. In direct compensation trade, the goods are produced hy the cntcrprise. 

In indirect compensation trade, the goods are produced by a diffcrcnt Chincsc 

enterprise and purchased by the one which imported the machinery. 

(6) Processing and assembling: In this arrangement, the foreign parties 

16Requlation of the People' s Republic of China on the 
Exploitation of the Offshore petroleum was adopted by the State 
Couneil on January 12 1982. The English translation can be found in 
Collection of Laws and Regulations of the PRC Concerning Foreign 
Economie Affairs (Beijing: the Department of Treaties and Law of 
the Ministry of Foreign Economie Relations and Trade of the PRC, 
1985) Vol. 2 p.93. 
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provide sorne or ail of the inputs to a product, and sometimes machinery and other 

know how. The Chinese enterprise uses the inputs to make the product, which is 

then returned to the foreign party, who pays a fee for the service. 

Each of these six activities share many of the important characteristics of 

FOI. Each of the six usually involves at least sorne technology transfer, including 

some management skills. 

Oeng's decision to open China's doors to FOI was an initial success but the 

dfect of the Tianenmen massacre combined with a government austerity program 

hrought a reccssion to China in 1989. 17 Foreign investment showed only a modest 

4 percent increase that year. While FOI in the coastal provinces recovered in the 

t'irst hait of 1990, the national tota]s showed a decline. A recovery did begin in the 

second haIt' of 1990, as government statistics showed a 25.6 percent increase in the 

numher of foreign forms signing direct investment contracts. Contract value also 

jumped 17.9 percent to US$ 6.6 billion. This trend appears to be accelerating: during 

the t'irst four months of 1991 contracted investment was up 164 percent over the 

samc period in ]990 to US$ 3.26 billion. 18 

Joint ventures are still the preferred mode of investment in 1990. But a 

growing numher of firms are choosing the form of wholly foreign-owned enterprise 

[hereinafter WFO enterprise J. The number of colitracts signed for WFO enterprises 

17 Anonymous "Two Years Of Troubles" Nov/Dec. (1990) Vol. 17, 
Issue:6 China Business Review p. 32. 

18 Business China, "Investor' s update" May 27, 1991 Business 
China p. 76 

10 



'. 

, 
r 

~ 

----------------

in 1990 was 99.8 percent higher than in 1986. The 1990 Implementing Regulation 

on the Law for Wholly Foreign -Owned Enterprises which reuuccd incmnc tax on 

WFO enterprises to a leveJ equal to that applied to equity Joint ventures should 

encourage this trend. 

By 1991, therefore, FOI in China had recovered from the sethacks of 1 ()Xl). 

By the end of April 1991, the total amount of FOI approvell in China hall reached 

US$ 42.18 billion 19. More than JO,OOO forelgn funded enterprises hall act ually 

begun operation with a total of US$ 17 billion spent211• Most of this torcign 

investment in China was located along the coast. Hong Kong is currently the largest 

investor in China, followed by the United States and Japan.21 

c. China's Special Economie Zones and Open Coast Caties 

Shenzhen, located at the Hong Kong border, was the lIrst SEZ, crcated 

between the years 1970 and 1980. ft is also the largest SEZ (327.5 sqkm). Thrcc 

other zones followed in 1980: Zhuhai, Xiamen, and Shantou. Specaal ecol1omic 

policies and flexible trade measures are applied in these regions. 

The incentives offered to foreign investors in the SEZs include tax 

19 By the end of 1990, over 25,600 joint ventures and 3,385 
wholly foreign owned enterprises had been approved in China. This 
includes aIl kinds of FOI, equity and contractual joint ventures, 
whol1y foreign owned ventures, joint offshore oi1 exploration, 
leasing, compensation deals, and processing and assembly. Ibid. 

20 Ibiq. 

21 From 1979 to 1990, the total amount of foreign investment 
in China was US$ 43,781.31 million. Among which, US$ 26,919.87 
million was from Hong Kong, US$ 4,475.84 million was from the 
United States, US$ 3,662.18 million was invested by Japan. Ibid. 
p.77. 
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c()ncc~~ion~, exemptions trom customs duties, and the provision of necessary 

infrastruct ure. 

The purpo~e of establi~hing SEZs and open coast cities was to develop a 

technoJoglcally advanced export-oriented industrial base which would: 

1. Attmct FDI in export-oriented industries; 

2. Introduce advanced technoJo!:,ry; 

3. Train Chinese workers and managers in the use and better management 

of new technoJo!:,'Y; 

4. Serve as a testing ground for economic and social reforms,22 and show 

how to graph seJected features of capitalism onto a sOCÎalist economy.21 

The SEZs ran into serious trouble in the mid - 1980s. One of the original 

goals of the SEZ wa~ to attract foreign investment, but in 1984, about two- thJrds of 

the investment in Shenzhen had come from within China itself. In other words, the 

success ot the SEZs depended largely upon rhe amount of support they could ob tain 

from the central government24• 

In the beginning, il was also hoped that the SEZs would attract advanced 

tcchnolobry. In fact, the SEZs brought relatively liule advanced technoIc~:, to 

22 Suzame Pepper, "China' 5 Economie Zones The Current Rescous 
Blet for a Fal tering Experiment" (July-Sept.1988) 20 (3) Bull. of 
Concerned Asian Scholars p.4. 

24 Ibid. p.lO. 
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China.2.."i Rather than building mainframe computers, Shenzheng found itsclf 

attracting labour-intensive Iight manufacturing, assembly business and selVÏce 

industries. 

In addition, the SEZs sold must of the gonds they proùuced with imported 

equipment in the Chinese market rather than in the foreign market which was the 

original intention. This resulted in a growing foreign trade deficit for China.26 

Thus, the original goal of transforming the Shenzhcn cconomy into one 

based on foreign investment, industry and exports was simply not heing met hy the 

mid- 1980s.27 

As a result of this experience, the Chinese government decided to shift its 

emphasis from the SEZs to already estahlished industrial centres of the Chincst.~ 

economy. Perhaps it was wiser, the government thought, to usc foreign inves\l11ent 

to upgrade the existing industrial base.28 

In 1984, the National People's Congress of China approved the formation 

of new special economic zones in the more developed coastal areas of the country. 

These new zones, although similar to the SEZs, operated under slightly dilfercnt 

rules and regulations. The new zones included fourteen coastal cities: Dalmn, 

Qinhuangdao, Tianjin, Yantai, Qindao, Nantong, Liayungang, Shanghai, Ningho, 

25 See, Tom Grimmer, "China's Slow Boat to Capitalism " (Aug. 
1990) Vol. 63 155: 8 Canadian Business p.25. 

26 Pepper, SUQra, note 22 at 10. 

27 Ibid. p.10. 

28 Ibid. p. 17. 
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Wenzhou, Fuzhou, Zhanjiang, Guangzhou and Hainan province; and three delta 

areas: Changjiang River delta, Zhujiang River delta and the triangular area of 

Xiamen, Zhangzhou, Quanzhou in southern Fujian province; and the peninsulas of 

Liaodong and Shandong. With a population of only 160 million, these areas turned 

out one-third of the national industrial output. This coastal region has more 

autonomous power and enjoys greater tlexibiJity in granting favourable treatment in 

the areas of foreign investment, transfer of technology and foreign trade. Enterprises 

in the SEZs and open coast cities rnay engage in foreign trade more independently 

than enterprises in other areas of China. 

In SEZs and coast cities foreign investors are granted more favourable 

treatrnent in a variety of ways. For exarnple, equiprnent, instruments and workshop 

building mate rials, imported by foreign investors as part of their investment are 

exempt from customs duties and the consolidated industrial and commercial tax. This 

also applies to imported raw rnaterials, spare parts and packing materials designed 

for export production. 

A ] 5 percent preferential enterprise incorne tax is levied on the incorne of 

joint ventures, cooperative enterprises or enterprises with sole foreign investrnent 

operating in the SEZs and economic and technological development zones of coastal 

cities. Legally acquired profits of foreign investors rernittcd abroad are also exempt 

from income tax.29 

29 Henry R. zheng, China' s Ci yi1 and Commerce Law (Singapore­
USA-Canada: Butterworths,1988) p.279. 
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SEZ enterprises may also apply for a tax waiver; the specifie terms of 

which depend upon the type of business product and industrial sector. Fllr example, 

a joint venture formed for a period of ten years or more is entitled tu full exemption 

from joint venture incorne tax in the first two profitable years, and a 50 percent 

reduction in that tax for the next three protïtable years. 

Joint ventures engaged in relatively low-profit operations such as t~lrming 

and forestry, or those established in remote underdeveloped regions, are allowed a 

15-30 percent tax reduction for the ten years after the pcriod of the firsf t'ive 

profitable years30• 

A 15 percent preferential income tax is applied, upon approval by the 

Ministry of Finance, to foreign funded enterprises operating in coastal cities whose 

investment is involved in technology-intensive projects, or projects having overseas 

investment exceeding us$ 30 million and wit~ a long lead time.::\1 The tax is also 

applied to joint ventures, cooperative enterprises and entirely foreign t'undcd 

enterprises operating in the coastal cities, in the fields of energy, communication and 

port construction.32 

Investors in the SEZ areas also bendit from: inexpensive land and services, 

low labour costs, greater freedom in labour management relations, no eus toms <.Iut Y 

30 "The China Business Guide" (1988) Journal of the Citizen 
Ambassador's program p. 204. 

31 Zheng, Supra, note 29 p.277. 

32 Ibid. p.280. 
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on reexported inputs, and increased access to the Chinese market.33 

The newest SEZ, Hainan province, appHes the same policies as the other 

SEZs with greater Iiberalization in the following respects: 

(1) The scope of foreign investment is expanded, allowing foreign investors 

to engage in real estate transactions within designated areas and to develop minerai 

and other natural resources. 

(2) More tlexibility is given in respect of the mode of foreign investrnent. 

Foreign investors may not only estabHsh enterprises, but may also invest through the 

purchase of stocks or bonds. They may also lease state-owned or collectively-owned 

cnterprises or conclude management contra.;ts with them. 

(3) With the approval of the Hainan Government, certain goods subject to 

impurt restrictions may be imported for use within the province. 

(4) More tlexibility is provided in the tlow of goods, personnel and capital. 

(5) Greater power of economic management is granted to the province.34 

Since April 1988, the Chinese Government has further liberalized certain 

policies for the coastal areas by according them more autonomy as follows: 

(1) Foreign investment projects under US$ 30 million may be approved by 

the provinces and municipalities themselves. 

(2) The technologicai transformation of oid enterprises through the 

33 Martin Lockett, "Chinél' s Special Economie Zones: the 
Cultural and Managerial Challenges" Spring (1987) Vol. 12 Iss: 3 
Journal of General Mgmt (UK) p. 21. 

34 Jamie P. Horsley, "F'oreign Inv€stment Incentives In Hainan" 
January-February (1989) China Business Review p. 31. 
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formation of Chinese-foreign joint ventures or co-operative ventures is cncouragcd . 

(3) The importation of raw mate rials for proccssing for eXpoTt has heen 

facilitated. 

(4) The entry and exit procedures for businessmen have been simplified. 

By establishing SEZs and coast cities, coastal China, with H population of 

160 million, is evolving into a single "development belt"; a belt which the central 

government evenlually wants to extend inland nmth and west~5. 

The special economic zones of China appcar, in the main, to he wmking 

satisfactorily. Investors benefit financially while China gains industrial and 

commercial experience36
• 

Shenzhen, bordering on Hong Kong, has been by far the most succcssfui 

of the zones. The main reasan for Shenzhen's success is that Hong Kong is one of 

China's most important sources of foreign exchange earnings. It is also a foc~" point 

for its international communications and technology transfer. ) n the space of ten 

years Shenzhen has been transformed from a little town into a sprawling city with 

industrial estates, skyscrapers and new hotels.37 

The existence of Shenzhen as a SEZ beside Hong Kong, and the SEZ of 

Zhuhai bordering on the Portuguese calony of Macau, may also he/p the integration 

35 L. Crawford Brickley, "Equity Joint Ventures in the P.R.C.: 
the Promised Land is Not Yet In Sight For Foreign Investors" spring 
(1988) 10 (2) university of Pennsylvania Journal of International 
Business Law p .167. 

36 Katherine Forestier, "Re-Assessing the Shenzhen Experiment" 
Jan.(1988) Vol. 24, Iss:1 Asian Business (Hong Kong) p.44 

37 Ibid. p. 44 
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of these two capitalist colonies into China when they are returned. These two SEZs 

also operate as China's window ta the outside world in terms of foreign policy, new 

technolo!,'Y and management skills38• 

Though many problems still exist, the SEZs remain attractive ta foreign 

investofs. Due to the Tiananmen massacre and a gavernment austerity prograrn, 

forcign invcstment showed only a modest 4 percent increase in 1989. However, FDI 

in the SEZs had begun to recover by the first half of 1990.39 

In nrder to attract even more investment in the SEZs and coastal cities, 

new policies wcre cnacted in these regions in AprH, 1990. Notably, the lease of land 

ln foreigncrs is now allowed in the open cities and SEZs40. In addition to land 

leasing, China is now ta king a more liberal attitude toward property trading. Sorne 

of the SEZs have announced a reduction in land priees by as rnuch as 30 to 40 

percent, in order to attract foreign develapers.41 

38 Ibid. P. 44 • 

39 Business China, "Investor's update" May 27,1991 Business 
China p. 77. 

40 Ping Zheng, "Foreign Land Leases Will Help Develop Coast 
SEZs" 13 April (1990) China Daily p.l. 

41 Elizabeth Cheng, "China' s Changing Tide: Coastal Ci ties Rush 
to Offer Land After Peking Policy Shift" Jan. (1990) Vol. 148, 
Issu: 26, Far Eastern Economie Review (Hong Kong) p. 68. 
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Chapter II Institutional Framework for Foreign Investment 

A. China's Economie Reforms 

In order ta de scribe the institutional framework for foreign investors, one 

must first outline China's economic reforms. 

In the late 1970s China suffered frorn the following four major prnhlcms: 

a chronic shortage of both consumer and producer gonds; massive waste; stagnation 

of research, developrnent, innovation, and diffusion of modern tcchnolob'Y with 

deleterious effects on the quality of growth; and deficient incentives to lahour, 

management, and entrepreneurship.42 

These four problems led to a poor economic performanct!. The four 

problems themselves had basically three main causes. Firstly, we must recognizc the 

difficulties arising from the country's huge size and rapid population growth. 

Secondly, China has suffered from policy errors comrnitted hy leaders pursuing 

either radical or conservative approaches. Thirdly, sorne commentators have blamcd 

the system itself, arguing for a cornpletely different political and economic 

structure.43 

The econornic reforms initiated by the Chinese leadership in 197H to 

overcome these problems were not intended to transform China into a true market 

42 Jans. Prybyla, " Why China's Economie Reforms Fail" (1989) 
Asia Survey p.lOl? 

43 Ibid. p.l018. 
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economy. The sole purpose of the reforms was ta make the socialist system work 

better by adopting certain aspects of a market economy.44 

The economic reforms can be divided into three distinct phases45• The 

period l'rom 1979 to 1984 was marked by agricultural reforms through various 

structural reforms. From 1985 to September 1988, reforms where introduced in the 

industrial field. FinaJly, from September 1988 to the present, the reform process was 

frozen as the government conducted an austerity program. 

China's economic Reform succeeded greatly in the 1980s was partly 

because it was enlightened by the experience of past reforms since 1950s46
, and it 

took the historical and reaIistic experience of the reforms of other socialist countries. 

For example, reform was first implemented in agriculture, then spread gradually to 

entire area, from specifie sectors to the national economy47. The Agriculture 

reform is to dismantle of the collectivist form of agriculture production in favour of 

the smaller and more autonomous individuals. In response to the reforms, per capita 

gross agricultural output grew by two-thirds, during the 1978- 1985 period. The rapid 

44 Wolfgang Klenner, "Administrative Regimentation and Economie 
Reform in China" (1990) 25 Intereconomics p.150. 

45 Prybyla, Supra, note 42 p.I025. 

46 Discussion of economic reform by Chinese economists began, 
like that in east Europe and the former USSR, in the late 1950s. 
The cultural Revolution, beginning in 1966 obscured the reform 
debate. But after the death of Mao Zedong in 1976, reform rapidly 
returned. See, Carol Lee Hamrin China and the Challenge of the 
Future Boulder, San Francisco, London: Westview Press (1990) p. 19. 

47 China 1 s Economie Reform: How Far, How Fast? edited by Bruce 
L. Reynolds. Schenectady 1 New Yock: Academie Press, (1989) p. 121. 
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ri se of agricultural out put was achieved. 48 

In the industrial field, the principles of enterprise managrment have also 

substantially changed. The princip le of separation of ownership and managerial 

authority of enterprises has been adopted. Most production enterprises are now 

operating under a system under which the manager has full responsibility and 

considerable decision-rnaking power in such matters as planning, purchasing and 

marketing, as weil as labour relation. Enterprises are moving towards full 

responsibility for their own profits and Josses. The growth in industrial production 

was high throughout the ] 980s49• 

The ongoing economic reforms have contributed to economic growth and 

to a improvement in living standards, but the transition to a more decentralizcd 

economy has not been easy. In 1988, the reformers faced a variety of economic 

difficulties including an inflation rate of 30 percent.'iO As a response, the 

government adopted an austerity program to deal with these problems. 

The main features of the austerity program are in brief: detïcit rcduction 

through higher taxes and lower subsidies; cuts in state investment; highei intercst 

rates; and once again, recentralization of tradesi . 

48 JBID. p. 122 

49 This was 12.4 percent annually from 1980 to 1988. World 
Bank, World Development Report 1990 Oxford: Oxford University Press 
(1990) p. 180. 

50 Ibid. 

51 Patricia Alexander, "The Chinese Economy, One Year 
Later"(1990) Vol. 2, NO.2 Global Business Issues p.l. 
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Today, China's economy remains stalled in the midst of refonns. The 

Chinese leadership, while apparently determined not to return to the tight state 

control of the 1950s, appears uncertain as to how far to push reforms in the 

future.')2 

Nevertheless, the reform process remains alive. ln December 1990, the 

proposed out/ine for the People's Republic of China's Eighth Five-Year Plan was 

approved by the National People's Congress. The outline provided detaHs on 

dcveIoprnent targets for only a few key sectors. This means that large areas of the 

economy are gradually coming under the intluence of the market and no longer 

under the direct control of planners. The Plan, therefore, shows that the move away 

from strict hard-line policies toward reform is continuing. While providing no 

concrete reform strategies, the Plan reaffirms that China 's reform experience has 

been positives3• 

B. Institutional Framework For Foreign Investment- Government Institutions 

The reforms have brought about fundamental changes to the Chinese 

economic system. The foreign trade regime itself has also undergone drastic changes. 

The reform of the trade regime began with a decentralization of authority which 

resulted in the break up of the monopoly he Id by thirteen national foreign trade 

corporations. There are now about 700 enterprises engaged in import and export 

transactions. When service corporations are included, the total number of enterprises 

52 Barry Naughton, "Economie Directions For the 90s" 
May/Jun.(1991) Vol.18 China Business review p.28. 

53 Ibid. 
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engaged in external eeonomic aetivities exceeds 1100. The Ministry of Foreign 

Economie Relations and Trade [hereinafter MOFERT] has heen moving away from 

direct control through the Plan towards indirect control through microeconomic 

me as ures such as the exchange rate and customs tariffs. The general ohjective of this 

reform is to separaœ the function of government planning from enterprisc 

management. The aim is to allow foreign trade enterprises to operate on commercial 

considerations relatively free from administrative interference.54 The process of 

decentralization has also meant that state departments, enterprises and local 

governments of various levels have been granted considerable power uver decisions 

on foreign trade activities. 

1. Ministry of Foreign Economie Relations and Trade 

MOFERT was set up in 1982 through the merger of severa 1 former 

national institutions engaged in foreign trade. Since that time MOFERT has lost 

sorne of its direct responsibilities to the industrial ministries. Howcver, it is still the 

principal institution in charge of foreign trade. Drawing up the national trade plan 

is one of MOFERT's main responsibilitics55• It has direct responsihility for imports 

and exports of specifie goods and equipment within its power. It is also rcsponsiblc 

for the coordination of the trade plans of the industrial ministries and the regional 

administrations. Finally, it has the power to set the priees of gonds exported on its 

54 Working Party on China' s Status as a contracting Party. 
China' s Foreign Trade Regime General Agreement on Tariffs and 
Trade, Spec. (88) 13/Add. p.12. 

55 Ibid. p. 10 
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own account and to give price formation guidelines or priee ranges for the industrial 

ministries, regional administrations or enterprises. It is MOFERT that approves 

contractual joint ventures which are above a certain figure, as weil as ail equity joint 

ventures. ')6 

2. Industry Ministries. 

Befme 1979, the industrial ministries intervened general1y only on the 

technical side of negotiations between foreign enterprises and the national foreign 

tnlde corporations. The ministries are now able to establish their own foreign trade 

corporations. They can enter contracts with foreign firms and negotiate imports and 

exports. They also have the power to sign contracts, provided they remain within the 

import and export quotas laid out in the plan. They can also engage in compensation 

trade and become partners of foreign firms in joint ventures. 

3. Regional Foreign Trade Bodies. 

Decentralization also involved granting wider powers to the provinces, 

municipalities and sorne districts and cities conceruing the import of goods, serviees 

and capital. Thesc areas have their own foreign trade bodies generally named 

import-export commissions. Greater power has also been granted to the coastal 

regions. They are also empowered to set up their own foreign trade bodies with 

structures fixed by themselves. 'i1 

The regional bodies possess considerable powers over their foreign trade 

56 Ibid. 

57 Ibid. p.13. 
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activities. They can, ta a great extent, decide the quantities of gonds they expŒt and 

can freely use their own foreign exchanges. The regional investment corpomtioHs can 

raise foreign loans and risk capital for Joint ventures or set up compensation tradc. 

In addition, they have the power to approve contracts up to a certain amount. 

However, only the central authorities can approve equity Joint ventures. 

Although the regional bodies appear to have considerahle powers over 

trade activities, they are still subject to supervision and control hy the central 

authorities.58 

4. The State Administration of Ex<.'hange Control (SAEC) 

Under the leadership of the People's Bank of China, SAEC manages the 

administrative part of foreign exchange control, hy setting exchange rates" drafting 

exchange control regulations and taking other foreign exchange measures. Il controls 

foreign exchange in accordance with the Interim Regulation of Foreign Exchange 

Control of the P.R.C. 59. 

5. The Bank of China. 

Due to decentralization of the foreign trade apparatus, the Bank of China 

is playing an increasingly important role in foreign currency transactions. As 

authorized by the state and the People's Bank of China, it signs agreements with 

foreign governments and central banks. It also participates in international tïnancial 

activities, conducts foreign exchange business for the state and guarantees Joan 

58 Ibid. p.10 

59 Ibid. p. 12 
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agrccmcnt~ hy toreign banks to Chinese enterprises. The Bank of China also 

provides guarantces and certifications to foreign banks on the business and financial 

standing of Chinese enterprises requesting foreign loans60• 

6. The China International Trust and Investment Corporation (CITIC). 

CITIC was founded in 1979 to promote foreign investment and to attract 

advanced technolohry for China 's modernization. The CITIC helped establish joint 

ventures hy assisting Chinese and foreign enterprises find appropriate business 

partners. jf necessary, the CITIC can take an equity holding; negotiate with wholly 

forcign owned enterprises; help Chinese and t'oreign enterprises negotiate 

compensation trade agreements; and serve as China's principal channel for 

invcstment funds t'rom Chinese living overseas and foreigners. 

60 Ibid. 
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Chapter III l'oreign Investment Laws 

A. Legislation Concerning Equity Joint Ventures 

The Chinese foreign equity joint venture has been the major form for 

absorbing foreign investment in China because of its legal security and similarity to 

the limited liability company popular in most investing countries.6
\ 

By the end of 1990, over 25,600 joint ventures and 3,385 wh ly foreign 

owned enterprises had been approved for operation in China. These include "Il 

kinds of FDI: equity and contractual joint ventures, wholly foreign owned ventures, 

joint offshore oil exploration, leasing arrangements, compensation deals, and 

processing and assembly.62 

The Law of the People's Republic of China on Joint Venture Using 

Chinese and Foreign lnvestment [hereinafter JVL] was adopted on July l, 1979 at 

the Second Session of the Fifth National People's Congress, and promulgated on 

July 8, 1979. It contains 15 articles which provide a set of principles governing the 

establishment and operation of equity joint ventures in China. 

In September 1983, the Regulations for the Implementation of the Law 

of the People's Republic of China on Joint Ventuïes Using Chinese and Foreign 

Investment [hereinafter JVL Implementing Regulations] was promulgated by the 

61 Yuanxiang Hu, "Too Little, Too Late?" August (1990) 
International Financial Law Review p.31. 

62 Business China, "Investor's Update" May 27, 1991 Business 
China p. 77. 
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State CounciJ. This Regulation provides detailed rules regarding the registration, 

capitalization, management, taxation, labour relations and liquidation of equity joint 

ventures in China. 

Due to a sharp decline in new FDI in 1986, the Regulation Concerning 

Encouragement of Foreign Investment was issued. It was hoped that it wouJd 

remedy sorne of the problems encountered by joint ventures. 

On April 4, 1990, the Amended Joint Venture Law [hereinafter Amended 

JVL] was adopted by the Chinese government. This amendment dealt with the 

appointment of the Chairman of the Board of Directors. This new, more liberal law, 

was widely seen as a step taken by the Chinese government ta restore credibility 

atter the Tiananmen square massacre. 

1. Legal Status 

According to the JVL and the JVL Implementing Regulation, a joint 

venture shall take the form of a limited liability company63. Joint ventures 

established in China are considered legal persons and subject to the jurisdiction and 

protection of Chinese law.64 

63 The JVL art. 4. English translation can be found in the 
Collection of Laws and Regulations of the People's Republic of 
China Concerning Economie Affairs Vol. l (Beijing: the Department of 
Treaties and Law of the Ministry of Foreign Economie Relations and 
Trade of the P.R.C. , I98S) p.42. 

64 Regulation For the Implementation of the Law of the Peoele's 
Republic Of China On Joint Venture Using Chinese and Foreign 
Investment art. 2 , the English translation can be found in 
Collection of Laws and Regulations of the P. R.C. Concerning Foreign 
Economie Affairs Vol. II p.62. 
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The responsibility which the limited liability company assumes for the dehts 

of the joint enterprise is Iimited to ils registered capital. The other capital of the 

Chinese and foreign joint ventures is not exposed to the risks of the joint venture 

enterprise.65 Problems can arise, however, if joint ventures borrow money in excess 

of the capital subscribed by each party. Therefore, the Bank of China requires lhat 

aU loans to joint ventures be guaranteed by the parent companies or secured hy 

sorne co11ateral interest. The Iirnited liability of the joint venture parent company 

may, therefore, be iHusory.66 

2. Establishment and Registration 

A joint venture must apply to the Ministry of Foreign Economie Relations 

and Trade of the People's Republic of China [hereinafter MOFERT] for 

authorization of the agreements and contracts concluded between the parties to the 

venture. The articles of association of the venture must also he suhmitted for 

approval. The MOFERT must either reject or authorize the joint venture plan 

within three months of the application date.67 Once approved, the joint venture 

must register with the General Administration For Industry and Commerce for an 

operation license68
• 

Two problems frequentJy arise during the negotiation period of equity joint 

65 The JVL Implementing Regulations art. 19. 

66 Brickley, Supra, note 35 p.lO!. 

67 JVL Implementing Regulation arts. 8 and 10. 

68 Ibid. 
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ventures. Firstly, the whole process itself is quite time consuming due to bureaucratie 

delays69. The _1986 Encourage Foreign Investment Regulations tried to reduce 

such delays through greater interdepartmental cooperation.70 

Another problem encounter' d during the negotiation peri ad is the vague 

criteria for approval of joint ventures. The Chinese government has never explained 

its hasis for approval of joint venture) except for the minimum conditions expressed 

in articles 8( 1) and 8(2) of the JVL ImpJementing Regulations. Because of this 

uncertainty, foreign investors may spend a lot of time and money negotiating a joint 

venture contract which is eventually rejected by the MOFERT for sorne previously 

undisclosed reason.71 

Another concern for fareign investors is the rapid pace of change in 

Chinese law and the resulting impact of arrange on current contractual rights and 

duties 72. MOFERT has sought to calm nerves by promising that sorne provisions 

in contracts may continue even though they run counter to newly promulgated laws 

or regulations.73 It is still uncertain, however, as ta which provisions would be 

deemed valid or invalid. Brickley has recommended the inclusion of a "renegotiation 

clause" in any joint venture contract, in arder to reduce the risk of subsequent 

69 Brickley, Supra, note 35 

70 Ibid. 

7l!.bid. p.10S. 

p. 105. 

72 Timothy Gelatt, "Legal and Extra-Legal Issues in Joint 
Venture Negotiations" (1987) 1 Journal of Chinese Law p. 227 

73 "Questions and Answers Concerning Foreign Investment in 
China" May 12, 1983 China Econ. News p. 5. 
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adverse legislation74
• 

3. Investment Contributions 

The proportion of the investment contributed by the foreign participants 

cannat be less than 25 percent of the total capitaI'5. The profits, risks, and losses 

are apportioned according to each party's contributions to the registered capitaI7". 

Registered capital cannot be reduced during the term of the joint venture 77. 

The Chinese JVL and JVL Implementing Regulations impose a nllmher 

of restrictions applying to contributions 78. The indllstrial property right or know-

how contributed by the foreign participant as investment must be capable of 

manufacturing products that China lIrgently needs. The contribution can also he a 

product suitable for export or capable of improving either the quality of existing 

products or manufacturing productivity. The contribution may also he judged 

satisfactory if it allows for a notable saving in raw mate rials. 79 

Under JVL Implementing Regulations articles 25 and 48, the Chinese 

participant is permitted to contribllte land-use rights. The valuation of land- use 

74 Brickley, Supra, note 35 p.10l. 

75 Supra, note 63, the JVL art. 4. 

76 Ibid. 

77 Supra, note 64 JVL Irnplernenting Regulation art. 22. 

78 Stanley J. Marcuss & R. Watson Arthur, "Technology Transfer 
in the People's Republic of China: An Assessrnent" (1989) Vol. 
15:141 Syr J. Int'l. L. & corn. p.149. 

79 Supra, note 64 at 71 JVL Irnplernenting Régulation art. 28 
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rights is reserved for the Chinese governmentso. There is no free market 

mechanism by which the fair market value of real property can be measured. The 

unilateral determination of land use values by the Chinese government is 

arbitrary.Rl 

Foreign investors must be cautious about the timing of any transfer of 

technolob'Y' If the foreign party transfers its technoJogy to the Chinese party before 

the contract is approved, they may suffer a 10ss if the contract fa ils. To avoid this 

probJem, the foreign investors should transfer any technology to the Chinese party 

only al' ter the approval of the contract.82 

Another problem in the area of technology transfer is that the JVL 

Implementing Regulation Iimits the term of any technology licensing to ten years. 

Following this period, the Chinese party is free to continue using the technology. 

Because of this, sorne potential investors with very advanced technology may be 

reluctant to transfer their technology to China.83 

4. Control and Management 

A joint venture is required to have a Board of Directors. The composition 

of the Board must be stipulated in the contracts and the articles of association.84 

Article 6 of the 1979 JVL reql1ired that the Chairman of the Board be appointed 

80 Ibid. JVr. Implementing Regulation art. 49. 

81 Brickley, Supra, note 35 p.106. 

82 Ibid. 

83 Marcuss, Supra, note 78 p.149. 

84 JVL art. 6. 
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by the Chinese party and the Vice Chairman by the foreign party. The Board of 

Directors reaches its decisions through consultation on the principle of equality and 

mutuai benefit. Art. 6 of the 1979 JVL came in for considerable criticism t'rom huth 

the Chinese and foreign parties. In certain cases the foreign party's share in the 

registered capital exceeded 50 percent, sometimes going over 80 percent. ln such 

situations, it was reasonable for the foreign shareholder to want the position of 

Chairman 85. This problem was addressed in the Amended JVL Art. 6, where it 

was stated that either party can appoint the Chairman of the Board.1'l6 The Board 

of Directors is empowered to discuss and take action on ail fundamental issues uf 

management. 87 

A major problem for foreign investors concerns the very slow pace of 

Chinese decision making at the Board level. Chine se law requires unanimity of the 

board in only four situations88
, However, most decisions, in practice, tend tn he 

made through unanimity. Government interference is another obstacle to effective 

decision making at the Board level.89 

5. Termination 

On October 22, 1990, MOFERT issued the Amended JVL which providcd 

85 Yuan Xiang, Hu, "Too Little? Too Late?" August 1990 lnt' 1. 
Financial L. Rev. p.3l. 

86 Amended Joint Venture Law art. 6.English translation can 
be found in Business China (April 4, 1990) p.62 

87 JVL art. 6. 

88 Art. 36 of JVL Implementing Regulation 

89 Brickley, Supra, note 35 p. 108. 
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rules on the joint venture period for Chinese -foreign equity joint ventures. The 

provisions permitted unlimited terms for joint ventures90• The provisions extended 

the unlimited option to existing joint ventures. Such pre-existing joint ventures could 

change over to un1imited operation, providing they did not belong ta one of the 

restricted industrie:>. Any change, however, had to be approved by the authority that 

gave the original approval. 

Joint ventures involved in the foJlowing areas may not benefit from 

unlirnited terms: the service trade; real esta te development; exploration and 

development of natural resources; and those projects restricted by the state or where 

the state requires a time Iimit. 

The amendment provided confidence for foreign investors as firms no 

longer faced an expiration date. It also brought China into tine with international 

norms, which do not usually impose a limit on the duration of an enterprise91
• 

The JVL provides the procedure for termination of a joint venture. The 

duration of a joint venture is determined by contractual agreemenë2• On 

termination of a joint venture a liquidation committee is established.93 The main 

t,lsk of the liquidation committee is ta conduct a thorough check of the property of 

the joint venture concerned. That task incIudes: the calculation of the ventures debts 

90 1990 Amended JVL Supra, note 86 p. 62. 

91 "Joint Venture Open-Ended Lifetimes: Who is Eligible" 
January 28, 1991 Business China p. 14. 

92 JVL art. 12 • 

93 JVL Implementing Regulation arts. 103, 104. 
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and credits; the drawing-up of a balance sheet; the itemizing of property; the 

determination of an evaluation method; and the formulation of él liquidation plan. 

A new paragraph has been added in Art. 2 of the 1979 JVL which says the 

state shaH not nationalise or expropriate joint ventures. Under special circumstances, 

or when it is in the public interest to do so, the state may still expropria te a joint 

venture. However, any expropriation must he done in aœordancc with legal 

procedures and must include compensation. 

It remains unclear in Chinese law, however, as to just what kind of iegal 

procedure is to be foHowed and what is appropriate compensation ()4. Howcvcr, 

China has concluded investment protection Bilaterallnvestment Treaties [hereinafter 

BITs] with many countries which contain provisions governing compensation. Foreign 

investors may rely on the protection of BITs' if they are faced with expropriation. 

B. Contractual Joint Venture Law 

In April 1988, the Law on Chinese-Foreign Contractual Joint Ventures 

[hereinafter CJL] was enacted.95 The law, retlecting nine years of operating 

expt'Tience, provides a basic framework for contractual joint ventures. 

1. INgal Status 

Under the law, cont.ractual joint ventures may take two ditfcrent forms. A 

contractual joint venture may, if it meets the conditions, operate with the status of 

94 "Too Little? Too Late?" Supra, note 85 p.31. 

95 Law on Chinese-Foreign Contractual Joint Ventures was 
adopted by the National People' s Congress in April 1988. An Engl ish 
translation can be found in Law In The People's Republic of China 
(Dordrecht/Boston/London: Martinus Nijhoff Publishers, 1989) p.771. 
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a Chinese legal person. On the other hand, a contractual joint venture may operate 

as a non-Iegal entity such as a partnership.96 The state protects the lawful rights 

and interests of contractual joint ventures. A contractual joint venture is subject to 

Chinese law and to the supervision of the state authority97. 

2. Establishment and Registration 

A contractual joint venture must apply for approval of the agreement, 

contract and articles of association signed by the parties.98 The relevant authority 

shalJ decide whether or not to grant approval within 45 days. Once the application 

is approved, the venture must register with the administrative authorities for industry 

and commerce tn obtain a business license and register with tax authorities 99. 

3. Capital 

CJL prnvides the investors a greater degree of tlexibility regarding the 

forms in which the parties may contribute to the capital of the enterprise than that 

under the JVL 100 

Under the CJL, investment provided by the parties may be in cash or in 

kind. It may also incIude rights to the use of land, industrial property rights, non-

96 Ibid. art. 2. 

97 Ibid. art. 3. 

98 Ibid. art. 5. 

99 Ibid. art. 6. 

100 A. J . Easson, "Contactual, Cooperative and Equi ty Joint 
Ventures In the P.R.C." Review of the International Business Law p. 
162 
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patent technology or other property rights lOi. A contractual joint venture is not 

required to have a registered capital. As a result, the Chinese and foreign parties 

can distribute earnings or products and undertake risks and losses in accorùance 

with the signed contract.102 

4. Management 

A contractual joint venture possessing the status of a legal person must 

establish a Board of Directors. If the contractual joint venture does not possess Icgal 

person status it must establish a joint management body to decide on the major 

issues concerning the venture. 

5. Operations 

The CJL contains provisions governing employment J(n , foreign 

exchange, 104 borrowing, 105 insurance,l06 and the import and ex port of 

materials.107 

6. Termination 

The period of operation of a contractual joint venture must be stated 

101 Supra, note 95 p. 771- CJL art. 8. 

102 Ibid. p.775. art. 22. 

103 Ibid. CJL art. 13. 

104 Ibid. articles. 16 and 20. 

105 Ibid. art. 17. 

106 Ibid. art. 18. 

107 Ibid. art. 19. 
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c1early in the contract. \08 Generally, contra~tual joint ventures have shorter terms 

than those of equity joint ventures. 

The CJL indicates that ventures are expected to have a fixed terrn of 

operation, but it does not itself set a precise limit. Upon termination, the as sets are 

Iiquidated and distributed in accordance with the contract, which must specify the 

ownership of the venture's property.109 Like the equity joint venture legislation, 

the CJL neither specifically mentions, nor expressly precludes, the possibility that 

rather than choosing to "Iiquidate" the enterprise, the Chinese party may buy out the 

foreign party's interest. 

C. The Law on Wholly Foreign Owned Enterprises 

The legal framework in the P.R.C. for wholly foreign-owned enterprises has 

traditionally heen even more vague than that for joint ventures. Wholly foreign 

owned enterprises did not appear in China until 1986. 

On April 12, 1986, the Law on Wholly Foreign -Owned Enterprises 

[hereinafter WFOL] was adopted by the National People's Congress. China became 

the first socialist country to pass a law governing the establishment of domestic 

enterprises wholly owned by foreigners 110. The law provides that the P.R.C. will 

proteet the lawful rights and interests' of foreign ventures in China, including their 

right to remit profit abroad. The new law says that the state cannot nationalize 

108 Ibid. art. 25. 

109 Ibid. The CJV Law articles 2 and 24. 

110 Preston M. Torbert "Wholly Foreign O\'ined Enterprises Come 
of Age" July, August 1986 the China Business Review p. 50. 
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wholly foreign owned enterprises. In special circumstances, for the purpose of social 

or public interests, the state may expropriate wholly foreign owned enterprises, hut 

with commensurate compensation. 1 1 1 

The Wholly Foreign Owned Ventures Law Implementing ReGulations 

[hereinafter WFOL Implementing Regulation] issued on December 12, l')')() 

provides the basic guidelines for new investment. 

1. Legal Status 

According ta the law, a wholly foreign owned enterprise which mects 

certain requirements shaH have the status of a Chinese legal person. lll The Civil 

Code of P.R.C. provides China's statutory definition of a Jegal pcrson: 

(1) It must be lawfully established. 

(2) It must possess the necessary property or funds. 

(3) It must possess it's own name, organizational structure and residencc. 

(4) It must be able ta assume civil liability independently.1 n 

Nter registration with the industry and commerce administrative 

authorities, the whoHy foreign owned enterprise is recognized as a Chincse Icgal 

person. 

2. Establishment and Registration 

111 The Law on Wholly Foreign Owned Enterprises art. 5. was 
adopted by the National People' s Congress on April 12, 1986. 
English translation can be found in Law In the People' s Republic Of 
China (Dordrecht/ Boston/ London: Martinu Nijhoff publishers, 
1988) p 761. 

112 Ibid. art. 8. 

113 Civil Code of P.R.C. art.37. 
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Art. 3 of the WFOL sets forth the criteria for the establishment of a wholly 

foreign owned venture. The foreign owned enterprise must use advanced technology 

or ex port ail or most of their products. This requirement is stricter than the 

provisions of the JVL 114. The WFOL Implementing Regulations add to these 

hasic requirements by listing specifie industries in which wholly foreign owned 

investments are either prohibited or restricted. 

Prohibited areas are: newspapers, film, or broadcasting; domestic 

commerce, foreign trade, or insurance; post and teleeommunications; and other 

industries that China has prohibited from wholly foreign ownership. 

Restricted areas requiring MOFERT approval are: public utilities, 

transportation, real estate, trust and investment, and leasing. 

In addition, the WFOL Implementing Regulations impose requirements on 

the balancing of foreign exchange when establishing a venture. Applicants must show 

how they can me et their foreign exchange nt.eds. If the investor promises to balance 

the exehange and subsequently fails to do so, the government will not assume 

rcsponsibility. Il'' 

The foreign investors must apply to the examination and approval 

authorities for approval of applications for the establishment of the wholly foreign 

owned enterprise. The relevant authorities decide whether or not to grant approval 

within 90 days. Once the application is approved, the foreign investors shaH apply 

114 Marcuss, Supra, note 78 p.162. 

115 Business China, "PRe State Council Lays Ground Rules For New 
Sole Investments" Jan. 1991 Business China p.14. 
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for registration with the administrative authorities for industry and commerce and 

obtain a business license 116. 

3. Investment Contributions 

The regulations regarding the type of capital that foreign investors may 

contribute to wholly foreign owned ventures are similar to those of joint ventures. 

Capital can include foreign currency, equipment, industrial property, and proprietary 

technology. Renminbi (non-convertible Chinese currency) profit tWill an invcstor's 

other ventures may also be reinvested in wholly foreign owned projects. 

A wholly foreign owned enterprise must make the investment within the 

period approved by the examination and approval authorities. If no investment has 

been made by the end of the period, the relevant authority has the right to revoke 

the business license of the enterprise1l7• 

These rules differ from the JVL where partners may determine the capital 

contribution schedule by contract. 

4. Management 

Enterprise autonomy is a critical issue for wholly foreign owned ventures 

in China. The administrative authorities still play an important mie in the operatIOn 

and management of China's enterprises. The actlvities of WFO enterprises are 

116 Supra, note 111 p.761. WFOL art. 7. 

117 Under the WFOL Implementing Regulations the first 
instalrnent of capital constituting at least 15 percent of the total 
must be paid within 90 days of when a wholly foreign owned company 
is granted its business license. The final instalrnent of the 
investrnent must be made within three years of that sarne date. 
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reviewcd by three Chinese government authorities: the approval authorities who pass 

judgment on the project; 118 the industrial and commercial administrative 

authorities who examine and supervise the investments of wholly foreign-owned 

enterprises; Ill) and a government department in charge of WFO enterprises. The 

law stipulates that the production and operating plan of a wholJy foreign owned 

enterprise must be submitted to its department in charge for record keeping. l20 

The law does, however, limit the government role by prohibiting interference in the 

operation and management activities of a wholly foreign owned enterprise conducted 

according to its approved articles of association. 121 

5. Operations 

The WFOL states that a wholly foreign -owned enterprise employing 

Chinese staff must enter into a contract with its workers. The contra ct shaH contain 

provisions relating to matters of employment, dismissal, remuneration, benefits, 

labour protection and labour insurance 122. In order to prote ct the lawful rights 

and interests of the staff and workers, a trade union must be established. The 

enterprise itself must provide the necessary facilities for the activities of its trade 

118 WFOL art. 6. Supra, note 111 p.76l. 

119 Ibid. articles 7 and 9. 

120 Ibid. art. 11. 

121 Ibid. art. Il. 

122 Ibid. art. 12. 
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union. 123 The law also contains provisions governing accounting,124 supply of 

raw materials 125 and insurance 126. 

The WFOL Implementing Regulation does not provide detailed rules on 

labour management, financial matters or dissolution. These arcas arc governed hy 

"relevant laws". But what exactly the se relevant laws are remains unclcar. Perhaps 

joint venture legislation in the se areas will be applied to wholly forcign owncd 

ventures. The government should clarity exactly which regutations are to apply in the 

future. 127 

6. Termination 

The WFOL Implementing Regulation remains silent as to whcther or not 

the wholly foreign owned ventures, like joint ventures, can run without time Iimits. 

Currently, ail wholly foreign owned ventures have fixed terms of operation. The tcrm 

of operation of a wholly foreign owned enterprise must be submitted hy the forcign 

investors for approval by the relevant authorities. l28 When a wholly foreign owned 

enterprise terminates its operation it must cancel its rcgistration with the 

123 Ibid. art. 13. 

124 Ibid. art. 14. 

125 Ibid. art. 15. 

126 Ibid. art. 16. 

127 "PRe State Council Lays Ground Rules For New Sole 
Investments" Jan. 1991 Business China p.14. 

128 The WFOL art. 20. Supra 1 note 111 p. 761 • 
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administrative authorities for industry and commerce and return its business license 

129. MeanwhiIe, a prompt public announcement must be made and liquidation 

conducted l3o. The assets of the enterprise shan not be disposed before the 

complet ion of the liquidation. 

129 Ibid. art. 22. 

130 Ibid. art. 21. 

44 



r 
i 

1 

i 

'. Chapter IV China's Civil Law 

The basic principles of Chinese civil law are retlected in the General 

Principle of Civil Law Of P.R.C. [hereinafter Civil Code] which was adopted hy the 

Fourth Session of the Sixth National People's Congress on 12 April 19861'\1. The 

law makers never stated whether they had drawn trorn the experience of the 1929 

Nationalist Civil Code or from the German and Japanese codes. Neverthcless, a 

brief examination of the document shows that the law makers ùid take sorne 

inspiration from other codes, particularly the German Civil Code l'l2. 

China's Civil Code has gone through several drafts over a pcriod of more 

than thirty years. In 1949, the new Communist government repealed ail of the laws 

of the previous regime, incJuding the Nationalist Civil Code. Ever sinee then, the 

government has been trying to draft a replacement. The progress towards this 

objective has been slow. Political instability has often interrupted the proccss. 

By 1982, the fourth draft of the Civil Code had been complcted. Ilowcvcr, 

white the Civil Code was being drafted, econornic reform was also undcr way in the 

whole country. These economic reforms brought about substantial changes in the 

basic economic relations which the Civil Law had attempted tn regulate. The 

Dl General Principle of Civil Law of the P.R.C. adopted by 
the Fourth Session of the Sixth National People's Congress on 12, 
April 1986. Reprinted in People's Daily, 18 April 1986 at 2-3. It 
came into effect on 1 January 1987. 

132 Edward J. Epstein, "The Theoretical System of Property 
Rights in China's General Principles of Civil Law: Theoretical 
Controversy in the Drafting Process and Beyond" Spring (1989) Vol. 
52: No.2 Law and Contemporary Problems p.193. 
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enactment of the law was therefore delayed. 

While the codification of the Civil Law proceeded, many single civil statutes 

were enacted. Since 1980, the Marriage Law was revjsed and the Economie Contract 

Law, Inheritance Law, Patent Law and Tradernark Lawwere enacted. Because many 

single civil statutes had already been enacted, the Civil Code was designed to 

provide basic principles and, to a Jesser extent, rules that were not aJready covered. 

Hence, the code is constructed in the form of general principJes rather than the 

"catch-aH-provisions" format found in the German or Japanese civil codes.133 

The Civil Code contains eight chapters and 156 articles. The rules 

embodied in the Civil Code are classified into six broad categories. These include 

the laws concerning subjects of civil Jaw, contract, the Jaw of agency, property, civi1 

liability and remedies, and ru les governing foreign economic relations. 

A. Legal Person 

The term "Iegal person" has been freqU'.~ntly used in Chine se judicial 

practice and leglslation without a definition. The Civil Code clarifies the concept of 

"legal person"134 and therefore provides sorne assistance to foreign businessmen 

in identifying which P.R.c. organizations are authorized to sign contracts and 

whether or not they are acting within the scope of their authority.135 Under the 

III Henry R. Zheng, "China's New Civil Law" (1986) Vol. 34 the 
American Journal Of comparative Law p.671. 

134 Civil Code art. 41.Supra, note 131 p.2 

115 See Jerome Alan Cohen, "China Adopts Civil Law Principles" 
Sept. 1986 China Business Review p.48. 
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Code, legal persons are defined as "organizations that have civil capacity, and are 

competent to perform civil acts, and according to law independently enjoy civil 

rights and bear civil liabilities 136". Accordingly, a legal person must: he lawfully 

established; possesses the necessary property, na me, organizational structure und 

residence; and be able to assume civilliability independentlyl'\7. The person who 

exercises authority on behalf of a legal person according to the charter of association 

or according to the law is the legal representative of the legal person. HM 

The Civil Code distinguishes enterprise legal persons l'rom other lc.~gal 

persons such as government agencies, social groups and non-business entitics. 

Enterprises may acquire the status of a legal person upon approval and rcgistration 

139. The legal status of joint ventures and wholly foreign owned enterprisc:, as 

legal persons is reaffirmed in the Civil Code. However, contractual joint ventures 

remain in somewhat of a legallimbo. The Civil Code states that to be considered 

a legal person in China, contractual joint ventures must meet the conditions of a 

legal person as set forth in the Civil Code itself. But, the code does not makc clcar 

in what circumstances a contractual joint venture will satisty the condition that it 

"must be capable of assuming civi1liability independently." 

Government agencies, public institutions and social organizations that meet 

136 Supra, note 131 art. 36. 

137 Ibid. 

138 Ibid. art. 38. 

139 Ibid. The Civil Code articles 37 and 41. 

47 

• 



( 

( 
... 

the requirements of a legal person may also register as a legal person upon 

approval. l40 

The civil liability of an enterprise legal pers on is limited to the extent of 

the property it owns and operates.141 When the enterprise dissolves or goes 

bankrupt l42, a liquidation organization will be established by the court or 

competent authority to deal with the liquidation proceedings 143. 

B. Contract 

The P.R.C. has never issued a uniformly codified contract law. China has, 

in fact, issued two contract laws: the Economic Contract Law [hereinafter ECL] and 

the Foreign Economic Contract Law [hereinafter FECL] 144. The ECL is designed 

mainly to implement the state Plan. In contrast, the FECL is largely based on the 

freedom of contract principle. As described by one scholar, the FECL is "like a 

codification of the Anglo-American common Law of contracts,,145. The law is 

intended to apply to ail economic contracts with foreign bodies. The ECL, on the 

140 Ibid. the Civil Code art. 50. 

141 Ibid. art. 48. 

142 The Enterprise Bankruptey Law of the P.R.C. was adopted on 
Deeember 2, 1986. For an English translation of the law, see 19 
Vand. J. Int'l. Ld1986) p.733. 

143 The Civil Code art. 47. 

144 The Eonomie Contract Law was adopted in December 1981. An 
English translation can be found in C. B. T. L. (1982). The Foreign 
Economie Contraet Law was adopted in May 1985. For an Eng1ish 
translation, see Vol.1 C.B.T.l (1985) 

145 Philip J. Wilson, "The legal Structure Governing Technology 
Transfer and Joint Ventures With the P.R.C." (1985) 3 Int'l. Tax & 
Bus. Law p.15. 
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other hand, is designed ta govern ail contracts between Chinese dUl11cstic 

enterprises. 

These two laws do not cover ail the legal issues arising in contract. Sorne 

rules, such as capacity of the contracting parties and rules governing mistakes, are 

not dealt with in the ECL or FECL. The contract law of the Civil Code furnishes 

rules in those areas not covered by the ECL and FECL and provides guiding 

principles for coordinating the application of these statutes 14(,. 

1. Concept of Civil Legal Act 

The Civil Code Chapter 4, section 1, provides the rules governing civil 

legal acts. Art. 54 of the code defines the concept as: "civil legal acts arc lawful acts 

by which citizens or legal persons establish, modify or terminate civil rights and 

duties." The law provides that a valid civil legal aet must satisty the following 

conditions: the person performing the act must have the appropria te competence; 

the real intent must be expressed; and there must he no violation of the law or 

public interest. 141 Civil legal acts can be in oral, written, or any other form. When 

the law requires a specifie form, the provisions of the law must he followed. 

Under the Civil Code, legal aets come into legal force from the lime they 

oceur, unless stated otherwise in law, or fol1owing agreement betwecn the parties. 

The person who must perform the aet may not himself modify or revoke it. 14H 

146 Zheng, Supra, note 29 p.51. 

147 The Civil Code art.55. 

148 The Ci v il Code art. 57. 
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Art. 58 Iists seven civil acts that are void: 

( 1) Acts performed by a person who is incompetent. 

(2) Acts performed by a person with Iimited competence, who according to 

law may not independently perform such an act. 

(3) Acts performed under circumstances where one party, by using deceit or 

duress, or hy taking advantage of the other party's distress, causes the other party 

to act contrary to his real intent. 

(4) Acts which involve maliciously conspiring to injure the interests of the 

state, of a collective, or a third party. 

(5) Acts which violate the law or the public interest. 

(6) Economic contracts which violate the state mandatory plan. 

(7) Acts which use a lawful form to conceal an iIlegal purpose. 

From the time it occurs, a void civil act has no effect l49
• 

Other civil acts that are voidable include those that are cbviously unfair, 

and those where there has been a significant misconception as to the contents of the 

contract ISO. A party has the right to request from the People's Court or an 

arhitral organ the modification or rescinding of a voidable civil act. 

The Civil Code provides that invalidity of part of a civil act does not affect 

the validity of the other parts. 

Art. 62 says, a civil legal act may be made subject to a condition. A civil 

U9 The Civil Code art. 58. 
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legal act subject ta a condition takes effect when the condition is satisfied. 

2. Definition of Contra ct 

Under the Civil Code, a contract is defined as "an agreement wherehy 

parties establish, modify, or terminate a civil relationship." Contracts formed in 

accordance with the law are protected by law. Parties to a contract must t'ully 

perform their duties in accordance with the contract. If the terms of a contract 

relating to quaJity, duration, place, or priee are not clear and ddïnite, and these 

cannot be determined from the content of related provi~ions of the contract, or 

through mutual agreement, the Civil Code provides the applicahle rules. 

When one party to a contract makes a partial or complete transfer tn a 

third party of his contractual rights or obligations, he must ohtain agreement t'rom 

the other party. Sorne contracts also require approval from the government 151. 

3. Secured Transactions 

The Civil Code provides several methods to assure the performance of 

obligations. First, a guarantor may guarantee to the ohligee that tht.~ ohligor will 

perform the obligation. If the obligor does not perform according to the agreement, 

the guarantor may choose ta perform or be held jointly liable. After a guarantor 

performs the obligation, he is entitled to seek compensation t'rom the obligor. 

Second, an obligor or third party may offer certain property as a pledge. Where the 

obligor does not perform the obligation the obligee is entitled, in accordance with 

the provisions of the law, to value the pledged pro pert y in cash or sell the pledged 

151 The Civil Code art. 91. 
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propcrty and obtain compensation by pnority right. Third, a party May within the 

Iimits provided by law, give the other party a deposit. Mter the obligor performs the 

obligation, the deposit must be deducted from the priee or returned. If the party 

which gives the deposit does not perform the obligation, he does not have a right ta 

ask for the return of the deposit. If the party who receives the deposit does not 

perform the obligation, he must return the deposit plus an equal amount. Fourth, 

when one party is in possession of the property of the other pursuant to a provision 

of a contract, the possessor may, if the other party fails to pay within the agreed 

time, retain the property. The property holder can then value the retained property 

in cash or se)) it and obtain compensation by priority right. 152 

4. Civil Liability for Breaeh of a Contraet 

Chapter 6 section 2 of the Civil Code provides the rules on Iiability for 

breaeh of contraet. When one party fa ils ta perform his contractual duty, or his 

perform<lncc of his contmctual duty is not in accordance with the agreed terms, the 

other party has a right to demand performance. The aggrieved party may instead 

dcmand the taking of corrective measures and has the right to demand 

compensation for any loss.153 The Iiability for compensation of a party who 

breaches a contmct must be equaI to the loss the other party incurred as a result of 

the breach. 154 When both parties have breached a contract, it is necessary ta 

152 The Civil Code art. 89. 

153 The Civil Code art. 111. 

154 The Civil Cade art. 112. 
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determine separately the amount of civil liability each should hear. 

A party that sustains a loss due to a breach of contmct by another party 

must take appropriate measures to prevent an increase in the extent of the loss. Tht! 

injured party does not have a right to demand compensation for losses due to a 

failure to mitigate on his part. 155 

If a party is unable to perform his contractual dut Y due to a supervisory 

organization, the party must, in accordance with the contract, pay compensation to 

the other party or take measures to correct the problem. The supervisory 

organization is then responsible for dealing with the loss that the party sustained as 

a result. 

C. The Law of Agency 

An entire section 156 of the Civil Code regulates the creation and 

termination of the principal-agent relationship and rights, duties and liabilities arising 

from it. 

Under the Civil Code, both citizens and legal persons may perform civil 

legal acts through agents. Agents perform civillegal acts in the name of the principal 

within the Iimits of their authority. Principals bear civil Iiahility for acts performcd 

by agents on their behalf. Civil legal acts cannot he performed h} an agent where, 

155 The Civil Code art. 14. 

156 The Civil Code Chapter 4, section 2. 
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by law or agreement, specifie performance by one of the parties is demanded.157 

Thcre are three kinds of agencies: agency by agreement, agency by 

operation of law, and designated agency. An agency by agreement involves the 

exercise of authority by an agent in accordance with his appointment bya principal. 

An agency by operation of Iaw grants authority to an agent in accordance with a 

provision of the Jaw. A designated agent exercises his a uthority as an agent in 

accordance with a designation by the peopJe's court or designating unit. 

Any act performed by an agent outside his authority results in civilliability 

for the principal only if the act has been ratified by him after the fact. As for an 

unratitïed act, the person who performed the act bears civil liabiIity. If a person 

knows that another person is performing a civil act in his name and does not object, 

he is deemed to have consented. 

When an agent's failure to perform his dut y causes 10ss to his principal, he 

must bear civil liabiJity. When an agent conspires with a third party ta the detriment 

of the principal's interests, the agent and the third party are Jointly liable. 

When a third person, kr.owing that an agent is acting either without authority, 

beyond the scope of his authority, or after its termination, continues to perform the 

civil act with that person, thereby causing loss to another, the third person and the 

agent are jointly liable. 

An appointed agency can be terminated in the foUowing ways: (1) The 

term of the agency ends, or the task of the agency is accomplished. (2) The principal 

157 The Civil Code art. 63. 
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revokes the appointment or the agent withdraws from the agency reIationship. (3) 

The agent dies. (4) The agent becomes incompetent. or (5) The status of a Icgal 

person acting as principal or agent is terminated. 

Legal representative and designated agency relationships are terminated 

when: (1) The principal acquires or regains competence. (2) The principal or agent 

dies. (3) The agent becomes incompetent. (4) The people's court or unit which 

designated the agent revokes the designation. or (5) The guardianship relationship 

between agent and principal terminates for another reason. 

D. Property Right 

Chinese property law is one of the must underdeveloped areas in Chinese 

law.158 

In accordance with the 1982 Constitution, the Civil Code divides the system 

of ownership into three categories: state owned property, collective property, and 

citizen's personal property. State property belongs to ail of the people. Unlikc the 

fOlmer Soviet Codes, China's Civil Code expressly permits private ownership.l'if) 

The two socialist codes differ in other regards as weil. Under the Soviet Codes, the 

state enjoys property rights and is subject ta civillaw. But in China's Civil Code state 

property is owned not by the state but by the whole people. Because state propcrty 

belongs to the whole people, the state itself is removed from the sphere of civil 

~8 Zheng, Supra, note 29 p. 33. 

~9 Epstein, Supra, note 132 p.186. 
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activities and thus can no longer be viewed as subject to the civillaw.l60 

State ownership refers to the holding of property by state enterprises, 

government agencies and certain non-profit institutions. Under the centrally planned 

Chinese economy of the ] 950s, enterprises acted as little more than branches of the 

state. The state made ail the important economic decisions for the enterprises. 

Assets he/d by state enterprises have always been sa id to be "owned" by the state 

and not by the enterprise itseJf. The enterprise merely had the right to use and 

manage the statc's property. The Chinese have now recognized that enterprises in 

a pure centrally planned economy lack initiative and are often wasteful and 

unprotïtable. U nder the economic reforms, the separation of ownership from 

management has been proposed as the means to stimulate productivity. The 

increasing independence of enterprises under the reforms has been reflected in their 

new status as legal persons bearing Iimited Iiability. Now, state enterprises are 

allowed to dispose of, rent or transfer their surplus fixed assets and to use after-tax 

profit. 161 

Despite increased control over their assets, state enterprises still do not 

own them. The property still belongs ta the state. Ideally, enterprise autonomy 

means that an enterprise is able to engage in production and commercial activities 

free from state interference and is also allowed ta use state property as its own. 

160 Ibid. 

161 Before economic reforms 1 state owned enterprises had to pay 
aIl of their profit to the state. See, Howard Chao & Xiaoping Yang, 
"The Reform of the Chinese System of Enterprise Ownership" (1987) 
23 (1) Stanford Journal of International Law p.373. 
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China has chosen the Civil Code to define this rclationship hetwcen the state and 

state enterprises. Under Chapter 5 of the Civil Code, the conœpt nf ownership is 

described as "an owner's right in accordance with law to possess, use, hcnclït from 

and dispose of his own property." 

These four constituent powers and functions of ownership can he sepamted 

from ownership individually or in combinatinn, hut they cannot hecollle indcpendent 

property rights162• 

Chinese theorists break ownership into four parts so thcy can create new 

rights for the state enterprises to operate state owned property. Chapter 5 section 

1 includes five property rights related to ownership: (1) The right of li state owned 

or collective llnit ta use and benefit from land owned hy the state. 161 (2) The right 

acquired by contract, of citizens or collectives to operate puhlicly owned land. lM 

(3) The right of state or collective units or citizens tn exploit mltural ft!sources. (4) 

The rights of an enterprise owned by the who le people to operate propcrty glvcn 

ta it by the state. (5) Rights in the property of others necessary for the conduct of 

a neighbourhood relationship. These rights authorize the productive entitics to utilize 

the means of production owned by the state or collectives. 

162 For example, in Chinese Civil Law, the right of possession 
Is not sufficlent ta support an action asserting a better right to 
a third party's. Such an action must be brought by its owner. See 
Wang, Liming, "Problems concerning possession, the right of 
possession and ownership " (1986) 1 Faxue Pinlun (Law Review) p. 
15. (Bimonthly Journal of Wuhan University Law Department) 

163 

164 

The Civil Code art. 81(1). 

The Civil Code art. 81(3). 
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Accof(ling to the law, even though the enterprises do not own the property, 

they have él right tn operate it. But the nature of the property right enjoyed by the 

state enterprises is still the subject of theoretieal controversy165. Is the "right ta 

opemte" a property right, or is it merely an authority ta use public property as 

directed hy the state'! The lack of a c1ear theoretical basis for state enterprise 

property rights is an obstacle to reforming China 's state owned industriaJ sector. l66 

For enterpri~e autonomy to mean anything, the state enterprises must be able ta 

cxclutlc the state from inlerfering in their activities. 

ln April },)88, the National People's Congress took two important steps ta 

give legal expression to urban economie reforms. The first step was to amend the 

l')H2 Constitution 10 expressly permit and prote et the private eeonomy167 and the 

lawful transfer of the right to use land. Sccondly, the state enterprise law was issued 

provitling the structure necessary to give the state enterprises their economie 

autonomy. Although not in great detail, the property rights in the state enterprises 

wcrc at Icast defined. Enterprise property rights are set out in the same terms as art. 

82 of the Civil Code. But the iaw atlds a limitation to their autonomy in that 

disposition of property must be according to the law. That limitation c1early 

preserves powers of administrative intervention in the hands of the state. The law 

rcmains unclear with regards to enterprise autonomy. 

16~ Ibid. p. 212. 

166 Ibid. 

167 The Constitution art. Il 

( 
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E. Foreign Civil Relationship 

Chapter 8 of the Civil Code explains the rules that apply in foreign civil 

relationships. The concept of "foreign civil relationship" is ddined as: Where one or 

both parties to a civil relationship are foreigners, stateless persons, or foreign legal 

persons; or the subject matter of the civil relationship is located ahroad; or the legal 

facts that crea te, change, or destroy a relationship of civil rights or ohligations occur 

abroad. l68 

When an international treaty signed hy China contains a provision which 

differs from the Civil Code, the provision in the international treaty applies, except 

for those articles to which the P.R.c. has declared a rcservation. Whcre ncithcr the 

law of the P.R.C. nor the treaty itself contains a relevant provi!.ion, intcrnational 

custom appHes. 169 

The Civil Code sets forth a series of rules to deal with disputes involving 

a conflict of laws. In determining ownership of immovahle property, the law of the 

place where the property is located applies. The parties to éI foreign contract may 

choose the law applicable to settlement of dispute arising from the contract, unlc~~ 

the law provides otherwise. Where the parties to a foreign contract have not madc 

a choice, the law of the country which has the c10sest connection to the contract 

168 Opinion (for trial use) of Supreme People' s Court on 
Question Concerning the Implementation of the General Principles of 
Civil Law of the P.R.C .. The English translation is in Spr. (1989) 
52 Law and Contemporary Problems p. 59. 

169 The Civil Code art. 142. 
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applies. In regards to support, the law of the country which has the closest 

connection with the supported person appHes. In regard to succession determined 

by inheritance law, the law of the deceased's domicile at the time of death applies 

tn movablc property. For immovable property, the law of the place where the 

immovablc property is located applies. Wherc foreign law or international custom 

is applied in accordance with this law, there must not be a violation of the public 

intcre~ts of the p.R.c. 170 

( 
170 The Ci vil Code articles 142 to 150. 
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Chapter V Techoology Transfer 

FDI often involves technolob'Y transfer. This chapter nutlines the legal 

framework for technology transfer to the P.R.c., including a discussion of areas uf 

particular concern to foreign investors. 

A. Ascertaining Authority of the Chinese Party 

Investors have to confirm the legal status of tht!ir Chinese partncrs\7\ 

before signing a technology transfer contract. The scope, authority and legal status 

of Chinese enterprises are murky areas facing fort!Ïgn investors in China. China 's 

evolving economic policies and alternating tilts tn and trom centralizcd ccollomic 

decision-making have made it difficult for foreign investofs tn idcl1tify which 

enterprises are authorized to negotiate and sign the contraet or to dt'termine 

whether the project itself has becn authorized. l72 

China operates a socialist, centrally-planned cconomy. Thus, ail 

171 In the past seve:ra1 years, an increasing number of 
euthusiastic Chinese businessmen and officiaIs have misrepresented 
their authori ty to enter into binding sales or investment contracts 
with foreigners. Misrepresentations by briefcase companies, 50-
called because the full extent of their authority and activlties ls 
in a briefcase, are fraudulent. Other misrepresentations stem from 
employees of legitimate Chinese organizations misunde~standing the 
scope of their personal or enterprise's authority. See, Denny F. 
Wong & Christopher G. Oechshi "Getting A Binding Contract: Legal 
Status and Authority of Chinese Enterprises and Thelr 
Representatives." January (1989) East Asian Executive Reports 
p.1l. 

172 A. Wolff. " Technology Transfer to People's Republic of 
China" (1989) Vol. 4 International Journal of Technology Management 
p.451. 
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economic activity must fit within the state economic Plan.173 The foreign party 

must, therefore, ensure that the P.R.C. planning authorities have authorized the 

proposed pn)Ject he fore transferring technolo!''Y. 174 

As in any centrally planned economy, the state defines long-term economic 

goals and identifies intermediate development targets. It lists sectoral priorities in 

fïve- year and annual plans, which speIJ out what types of products or technology are 

to be imported and which major projects élre to be initiated. These plans offer solid 

clues as tn what projects will take top priority. The Eighth Five Year Plan (1991-

1995), for cxample, emphasizes the areas of agriculture and services J75• The 

Chinese government has also in the past looked with favour on foreign investment 

in the fields of oïl exploration, electricity production, and assembly type 

industries. \7(, 

ln order tn confirm the identity and legal status of the Chinese party, 

foreign investors can review the Chinese party's husiness licence and its articles of 

association. However, this may not be enough, as attempts to decentralize foreign 

trade early in the reform process have been reversed in recent years. The 

government discovered that smaller operations were importing useless technoJogy. 

As a result, few end users of technoJogy have the right ta sign technology import 

173 The Çonstitution art. 15 

174 Wolff, Supra, note 172 p.452 and 453. 

175 Barry Naughton "Economie Directions for the 90'" May-June 
(1991) the China Business Review p.10. 

176 The World Bank, China: Between Plan and Market (1990) P. 54. 
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contracts today. Under the 1988 Technology Dctailed Rules, enterprises lacking the 

authority to sign technology import con tracts may use an agent, such as astate import-

export corporation. In this situation, the forcign investor has to deal with two 

entities on the other side of the contract; namely, the state import-export 

corporation and the end user. l77 

B. Legal Framework for Technolob'Y Transfer 

China recognized the importance of protecting intangihle property rights 

in its modernization program. Since 1979, the Chinese government has promulgatcd 

a number of laws and regulations intended to encourage forcign investment and tn 

provide a stable legal cIimate. The Joint Venture Law (1979), and the Law on 

Wholly Foreign- Owned Enterprises (1986) contain sorne provisions cOllcerning 

technology transfer. U nder these two laws, the technolo!,'Y trallsferred hy the toreign 

parties as investment must be truly advanced and appropriate to Chma 's needs I7H. 

Other laws and regulations concerning technolob'Y transfer arc: the Foreign 

Economie Contraet Law(1985), the Contraetual Joint Venture Law( 1(88), the 

Trademark Law(1982),179 and 1988 Revised Implementing Regulation on the 

177 Mitchell, A. Silk, " Recent Efforts in China's Drive to 
Promote Investment through the Protection of Inte11ectual Property 
Rights: the 1988 Trademark Rules and the 1988 Technology Import 
Contract Rules" (1989) Vol. 15:203 Syr.J. Int'l. L. Corn. p.227 

178 JVL art. 5, WFOL art. 3. 

U9 The Trademark Law was adopted on August 23, 1982, at the 
24th Session of the standing Committee of the Fifth National 
People' S Congress. The English Translation can be found in CCH 
Australia, China Laws for Foreign Business, n. 11-500. The Detailed 
Implementing Rules for the Trademark Law were promulgated and 
effective on March 10, 1983. An English translation can be found in 
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Trademark Law, the Patent Law (1984) and its set of Detailed Implementing Rules 

of 19X5,IHO and the Regulations on the Administration of Technology Import 

Contmet (1985) and related regulations. IHI 

1. The Regulation of the P.R.C. on the Administration of Technology Import 

Contraets 

Technolob'Y lransfer lo the P.R.C. is mainJy governed by the Regulation of 

the P.R.C. on the Administration of Technology Import Contraets lhereinafter 

TICR) promulgated by the State Council on May 24, 1985. MOFERT promulgated 

a set of rules, the De~atled Rules on Regulation of the P .R.C. on The 

AdminiMration of Technology Import Contracts of the P.R.C. lhereinafter the 1988 

Technolog,Y Detailed Rules]182 on January 20, J988. The Chinese government, for 

II China's Foreign Economie Legislation( foreign languages Press 
1986) p. 184. 

180 The Patent Law was adopted on Mareh 12, 1984 at the Fourth 
Session of the Standing Cornrnittee of the Sixth National People's 
Congress. The English translation ean be found in CCH Australia, 
China Law for Business at n .11-600. The Detai1ed Irnplementing Rules 
of the Patent Law were approved by the State Couneil and 
promulgated by the Patent offiee of the P. R. C. on January 19, 1985. 
The English translation can be found in CCH Australia, China Law 
For Business, at n. 11-603. 

181 The Regulations on the Administration of Technology Import 
Contraets was promulgated by the state Council on May 24, 1985. The 
English translation can be found in CCH Australia, China Law for 
Business, at n 5-570, The Law on Technology Contracts was adopted 
on June 23, 1987 by the 21th Session of the Standing Committee of 
the Sixth National People' s Congress. The English translation can be 
found in CCH Australia, China Law for Business, at n. 5-577. 

182 The Detailed Rules and Regulations For the Implementation 
of the Regulation on Administration of Teehnology Import Contraet 
of the P.R.C. was approved by the State Couneil Deeember 30, 1987 
and promulgated by MOFERT on January 20, 1988, Translation in China 
Economie News Supplement No.1, Feb. B, 1988. 
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the first time, issued new legislation to replace current legislHtion less than thrce 

years old,183 in an effort to c1arity the treatment given to foreign corporations 

doing business in China. 

(a) Scope of Technology Impm-t Legislation 

The TICR defines technology imports as technologieal items ohtained, 

through trade or economic and technical cooperation, hy companies, enterpriscs, 

organizations or individuals within the P.R.e. from companics, enterpriscs, 

organizations or individuals outside the p.R.c. 184 Thus, the TICR dues nut covcr , 

the transfer of technology in general, but only technology importcd i Ito China. 

The TICR governs technology transfer contracts of ail enterprises that 

operate with foreign investment, ie. equity joint ventures, contractual joint venturcs 

and wholly foreign-owned ventures l85. The regulations do not apply when the 

technology forms part of the foreign party's capital contrihution to a joint venture.ln 

that situation, the JVL and JVL Implementing Regulation applies. 

"Technolo!:,'Y Importl! refcrs to the transfer or licensing of industrial 

property rights derived from a patent or trademark. The licensing of technical know-

how and contracts for technical service are also included within the dcfinition. 'Hll 

In the past decade, the transfer of technolob'Y to China has grown rapidly. li has 

183 The 1988 Technology Detai1ed Rules replaced the Procedures 
For Examination and Approval of Technology Import Con tracts which 
was promulgated by MOFERT on 18 Sept. 1985. 

184 

185 

186 

The TICR art. 2. 

The 1988 Technologv Detailed Rules art. 4. 

The 1988 Technology Detailed Rules art.2. 
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been argued that much of this technology has been outdated and unsuited ta the 

economic conditions of China. Chinese legislation, therefore, has attempted to 

address this problem. Under the TICR, imported technology must be "advanced" and 

"appropria te". The rcgulation provides no definition of these words, but rather sets 

forth the ncccssary criteria for imported technolob'Y to be accepted: (1) It must be 

capable of developing and producing ncw products. (2) ft must be capable of 

improving the quality and performance of products, reduce production costs and 

lowcr c()n~umption of enerl:,'Y or raw mate rials. (3) It must be favourable to 

maximum utilization of local resources. (4) It must be capable of expanding export 

products. (5) It must be favourable to environmental protection. (6) ft must be 

favourable to production safety. (7) It must improve management skills. (8) It must 

contribute to the advanccment of sdentific and technological levels. 

(b) Approval 

Ali contracts for the transfer of technology must be approved by MOFERT 

or its dclegates lin. This procedure allows the government agency to examine the 

level of the technolob'Y transferred and to control technology transfer according to 

the state plan. Sorne commenta tors consider the approval procedure an additional 

layer on the negotiation proccss which can be costly and frustrating, leading ta 

unncccssary ddays in the implementation of the contract. l88 

(c) Eight Requircmcnts as to the Content of the Contract 

181 The 1988 Technology Detailed Rules art. 2. 

lM Silk, Supra, note 177 p. 227. 
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In an effort to guard against vague and incomplete contracts intended tu 

evade the requirements of technology transter regulatinns, the 198N Technolo~ 

Detailed Rules specify the required contents of technolob'Y transfer contracts. The 

essential terms that must be included in the contract are as follows: name of the 

contract; contents, scope and requirements of the technolob'Y; criteria, time limits 

and measures for verifying the technolob'Y once transferred; contidentiality 

obJigations and requirements relating to improvements and modifications in the 

technology; the itemized contract priee and terms of paymcnt; compensation 

guidelines in the event of breach; dispute resolution provision; and measllres tor 

interpreting kc!y terms and phrases 189. 

Over the years, the P.R.c. has negotiated many technolob'Y transfer 

contracts and is, therefore, very familiar with the usual contents of such cnntracts. 

The 1988 Teehnology Detailed Rules does not deviate in this respect t'rom 

international praetiee. l90 

Aecording to Art. 12 of the Foreign Economie Contract Law, the contract 

must also set forth: (1) The content, scope and description of the technology to he 

acquired and a list, if any, of patents and trademarks. (2) The objective tn he 

achieved using the technology and the time reqUlred for its achieverncnt. (3) Tcrms 

on priee, amollnt and way of payment, and various incidental expenscs. 

(d) Prohibition of Certain Restrictions 

189 'fhe 1988 Technology Detailed Rules art. 7. 

190 Wolff, Supra, note 172 p.458. 
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Like other developing countries, the P.R.c. has set up rules on restrictive 

clauses in it~ technology transfer legislation. The Joint Venture Law Implementing 

Regulations provides that, unles~ otherwise agreed, there should be no restrictions 

on the quality, priee or region of sale of exported products. 

Art. <) of the 1988 Technology Detailed Rules provides that the supplier 

may not require thc recipicnt to accept unfair restrictive conditions. It then Jists 

restrictive provisions which may not be included in the contra ct without special 

permission from the approval authority. Those provisions requiring special approval 

arc as follows: 

(1) Requiring the recipient to accept additional conditions unrelated to the 

tcchnolob'Y acquired, such as forcing the recipient to purchase unnecessary 

tcchn%b'Y, tcchnica/ services, raw materials, equipments or products. 191 

(2) Restrictions on the recipient's freedom to purchase raw materials, parts 

and components or equipment from sources other than the supplier. 192 

(3) Restrkting the recipient from developing and improving the technology 

acquired!'n. Provisions restricting the acquiring party's research in ta irnported 

technologies hindcrs the recipicnt's chance ta corn pete effectively with the supplier 

and, as indicated hy A. Wol~f, has been the abject of prohibitions under transfer of 

techn%b'Y /aws in many developing countries and under most anti-trust 

191 TICR art. 9. 

192 Ibid. 

193 Ibid. art.9(3). 
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systems. 194 

(4) Restricting the recipient from acquiring similar or competing tcchnology 

from other sources. 195 Limitations on the use of competing technolob'Y prevents 

the recipient from making a selection of the technolob'Y appropriate to its particular 

needs. Normally the foreign supplier prefers an exclusive relationship with their 

Chinese partner. If the Chinese partner imports technolob'Y from different sources, 

it would be djffjcult for the supplier to maintain trade secrets. In this situation the 

contract shouJd offer the supplier sorne protection. l96 

(5) Non-reciprocal terrns of exchange of irnprovements of the acquired 

technology.197 The 1988 Technology Detaited Rules further provide that: (a) the 

improved technology, including the right to apply for a patent right, shall helong to 

the improving party; and (b) the conditions and terrns for the recipient providing 

improvements to the supplier should be the sarne as when the supplier provides 

improvements to the recipient. This provision opera tes as a restriction on the ahility 

of the transferor of the technology to negotiate a tigrant hacktl clause. 

(6) Restricting the quantity, type and sales price of products manutaclured 

with the acquired technology.198 The Joint Venture Law Implementing Regulation 

aIso contains a similar provision: " unless otherwise agreed upon hy hoth parties, the 

194 A. Wolff. Supra, note 172 p.461. 

195 The TICR art.9(4). 

196 A. Wolff, Supra, note 172 p.463. 

197 The TICR art. 9 ( 5) • 

198 The TICR art. 9 ( 6 ) . 
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tcchnolohry cxporting party shaH not put any restrictions on the quality, price or 

rcgion of sale of products for export." 

(7) Unrcasonably restricting the recipients distribution channels and export 

markets JC)'). Art. 14 of the 1988 Technology Detailcd Rules provides exceptions 

whcre the supplier has already concluded licensing contracts and where the supplier 

has concludcd sale agency contraets. These exceptions are in line with similar 

prohihitions on export restrictions in other developing countries.200 

(8) Restricting the use of the acquired technology by the recipient after the 

explféltion of the contraet.2()) Chinese law allows the recipient ta use the 

technolobry after the contract expires202• Thus, in many practical respects, the 

forcign supplier is engaged in a sales transaction rather than a Iicensing 

arrangement. The Government may find it necessary to grant exemptions from this 

provision in order to attract advanced technology l'rom developed countries.203 

The 1988 Technolocy Detailed Rules attempted to address this problem. Art. 5 

states that, if at the time a contraet expires, a patent involved in the imported 

h!chnolobry has not expired, the matter shall be handled in aceordance with the 

relevant provisions of the Patent Law of the P.R.c. 

(c) Guarantecs 

199 The TICR art. 9(7). 

200 Wolff, Supra, note 172 p.463. 

201 The TIC~ art. 9(8). 

202 The JVL Implementing Regulation art. 46 (3) (4) . 

203 A. Wolff, Supra, note 172 p.463. 
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The issue of guarantees appears in many Chinese technology transfcr 

regulations. China's opening to FDl was intended to supplemcnt dOl11cstic sources 

of capital for modernization and to obtain advanced technolob'Y. For this purposc, 

, ilnese laws repeatedly indicate that the technolob'Y transferred hy the forcign 

parties as investrnent should be truly aùvanced and appropriatt: tn China's 

needs.204 A similar provision ean also be found in Art. () of the l'1eR. The 

supplier must guarantee that it is the lawful owncr of tht~ technology transfcrrcd and 

that it is correct, complete, effective and capahle of achicvillg the ohjectives as 

specified In the contraet. In the past, China had sorne unsatlstactory expcriencc~ 111 

technoloh'Y transfer dealings with some western c()mpanie~. ZO'i As a rcsult, Chincse 

negotiators often demand that the toreign supplier guarantcc the success of the 

technolugy transfer. Art. 7 of the 1988 Technology Detailed Rules proviues thatthe 

contraet shaH eontain standards, terms and a method "or the asscssment and 

exarnination of whether the import technolob'Y has reached ItS ohjectives. The article 

also puts responsibility for tailure on the shoulder of the supplier. 

204 JVL art. 5 • 

2œ Wolff, Supra, note 172 p.465. In 1979, due to the foreign 
trade reforms, the decision making process became more 
decentralized. But local enterprises and provincial import export 
corporations proved inexperienced and ill-equipped to mdke 
technology import decisions. Many enterprises entered negotiations 
with little idea of what they wanted. In sorne cases, Chinese 
authorities complain that foreign firms took advantage of their 
inexperience to unload obsolete goods. By early 1985, imported 
equipment lay idle throughout China, large amounts of foreign 
exchange were being wasted on unnecessary equipment and technology. 
See also, Alice Davenport " Local Technology Import Decisions" 
(May/ June 1987) China Business Review p. 40 
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(f) Confidentiality 

Technology transfer is a risky business as the confidentiality of intangible 

righb once exported, is difficult to protect. Under Art. 7 of the TICR, the parties 

are expressly permitted tn negotiate agreements as to the scope and length of time 

the rccipicnt will he bounù hy the confidentiality period over the ten year term of 

the contract. The I<JHH Technology DetaiJed Rules restricts the confidentiality period 

to the dl/ration of the contmct unless special approval is secured. 

For sorne investors with very advanced technolob'Y, a ten year 

confïdentiality perim.! is insufficient. Thus, foreign investors generally sell their 

technolob'Y to the recipient rather than simply perrnitting the use of it.206 

I-Iowever, for fOleigners who transfer their latest, previously unpatented techniques 

to China, the ChlOese Patent Law may provide sorne reassurance. A foreign 

company enjoys 15 years protection against unauthorized use of its technolob'Y in 

China if it has a patent legistered in the country. 

2. The Patent Law of the PRe 

The Patent Law came into force on April l, 1985. On Jan. 19, 1985, the 

Patent Office of the P.R.c. promulgated the Regulations for Implernenting the 

Patent Law207 [hereinaftel Patent Law Regulations]. Both the law and regulations 

;>06 Marcuss, Supra note, 78 p. 145 • 

207 The Patent Law of the P. R. C. was adopted on March 12 , 
1984, at the Sixth National People' s Congress, and came into effect 
on April l, 1985. The Regulation for Implementing the Patent Law, 
was promulgated by the Patent Office of the P.R.C. (The Patent 
Office was establi3hed in 1980) on Jan. 19, 1985. 
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are rooted in the open door poliey and economÎC reforrn period of the J 970s. As 

private enterprise developed in China it soon hecame ohvious lhat the eXlsting 

intellectual praperty protection system WélS inadeguate. This prohlem led to higher 

costs, especially with regards to the Importation of forelgn tcd1l1olob'Y' The 

government therefore, began to move China closer to internatIonal nurllls in this 

area throughout the 19805208
• 

ln addition to the new Patent Law and Patent UIW Rt'gulations, China also 

proclaimed its intention to adhere the Paris Convention for the Protection ot 

Industrial Property [hereinafter Paris Convention] on March 1 <J. 1 <JXS, and formally 

acceded to it in November of 1986.20
<) 

The Patent i aw does not replace other intellcctual propcrty protection 

laws already existing in the P.R.C. The Regulation on Awards for Invcntions rcmains 

in effeet. It applies to new scientific or technological achicvernents alreatly proven 

through actual application. The Patent Law on the other hamJ, focuses on 

conceptual methods for resolving technical prohlems which have not yet hecn put 

inta practice. 210 

The Chinese Patent Law has several interesting fealurcs. Flrstly, the 

definition of novelty under the Patent Law is very difterent t'rom that ot the 

American law. The relevant American statute provides that any invention docs not 

20e Zheng, Supra, note 29 p.410 and 411. 

209 21 UST 1630-1677. 

210 Zheng, Supra, note 29 p. 413. 
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Jose its novclty becausc it has bccn patented abroa(.f.211 But, under the Patent 

Law, an application must not have entered the public domain in any form which 

include~ having recdved a forcign patcnt.212 

An exception to this requirement was created when China acceded to the 

Paris Convention. Signatories tn the convention agree to grunt a one-year priority 

right to inventions patented in other signatory countries. The grace period allows 

inventi()n~ for which patents are sought in China to be considered nove) 

notwithstanding the tïling of patent applications not more than one year earlier( six 

months for design patents) in other signatory nations. 

Secondly, the Patent Law imposes a general obligation upon the patentee 

to make the potential product or to use the patented process in China. If the 

patentee fails to do so within a three year period following granting of the patent, 

anotht!r person or entlty muy be licensed to do so.213 Compulsory Iicensing is a 

common fcature among patent regimes of western countries but is non-existent in 

U.S. patent law which grants the patentee absolute authority to withhold the benefits 

of his invention? 14 

Thirdly, Chinese Patent Law does not offer protection for computer 

programs and software. Under certain circumstances, computer software may be 

211 Ibid. p.425. 

212 The Patent Law art. 22. 

213 Ibid. art. 52. 

214 Marcass, Supra, note 78 p.18!. 
( 
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patentable providing it has a direct impact on computer hardware tel·hnolob'Y.~15 

China's Patent Law also fails to prote et pharmaceutical prnduets and products 

resulting from chemical processe~. This exclusion has created considerahle discontent 

among U.S pharmaceutical and fertilizer eompanies.21b 

The treatment of toreign applications under China's Pate"t Law is 

consistent with the Paris Convention. 217 ln accordance ,,,uh the Paris 

Convention, Chinese law forbids foreigners from applying for patents lInles~ thl'y 

have a habituaI residence or business establishment in China 21H. Thercfore, jOlllt 

ventures, wholly foreign owned ventures and other business entuies that have ott kcs 

in China are able to make patent applications directly with the Chinese Patent 

Office. Other foreign applicants have tu submit tht:ir applications throllgh li Chinese 

patent agency. 

Under Art. 19 and 20 of the Patent Law, only agencies specitically 

designated by the State Council have the authority to process foreign patent 

applications. The following four institutions have been appointed hy the State 

Council to assist foreign applicants in processing Chinese patent applicatiolls and 

other related matters: the China Council for the Promotion of International Trade 

(CCPIT), the Shanghai Patent Agency, the China Patent Agency Ltd. of 1 Jong Kong 

215 Zheng Supra, not:e 29 p. 416. 

216 Marcass, Supra, note 78 p.181. 

217 Ibid. p. 179. 

218 The Patellt Law arts. 18, and 19. 
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and Yongxin Patent Agency Itd.219 

3. The Tradcmark Law of the PRe 

On August 23, 1982, the Standing Committee of the Fifth National People's 

Congre~s adopted the Trademark Law of the P.R.C [hereinafter the Trademark 

Law]. Thb law replaced the 1963 Trademark Regulation~.220 The Tr~de'l1ark Law 

came into eftect on March 1, ] 983, and on March JO, 1983, the State Council 

promulgated the Trademark Law Implementing Regulations 221 [hereinafter 1983 

Implernenting Regulation]. 

i'1 an attempt to further enhance the investment environment in general, 

and the protection of mtellectual property rights specifïcally, in January 1988 China 

promulgated the Revised Trademark Law Implementing Regulation222. 

In the past, due to an overburdened bureaucracy, trademark applicants in 

China had to wait between 12 and 18 rnonths for an application to be 

~19 Zheng Supra, note 29 p. 439. 

220 The Trademark law of the P. R. C. was adopted at the 24 th 
Session of the standing Committee of the Fifth National People's 
Congress on Aug. 23, 1982. English translation can be found in CCH 
Australia, China law for Foreign Business n. 11-500 [hereinafter 
China Law for Business]. 

221 The Trademark Law Implementing Regulation was promulgated, 
and effective as of March 10, 1983. The Chinese text and English 
translation is in II China' s Foreign Economie Legislation (Beijing: 
Foreign Language Press, 1986) p.184. 

222 Revised Trademark Law Implementing Regulation which was 
promulgated in . 1988, English translation is in China L. for 
Business at n. 11-520. 
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approved.223 

The 1988 Revised Trademark Implementinc Reculation tricd to spced up 

the application process hy expanding the numhcr of official tradcmark agcncies. 

Under the 1983 Tradcmark Implementing Regulation. forcign compames had tu 

handle ail trademark mattcrs through a Chinese trademark agcllcy such as the 

CCPIT. The 1988 Trademark Implementing Regulations pernllts the Stalc 

Administration of Industry and Commerce (SAIC) to appoint nthcr orgalllzations 

to act as foreign trademark agcnts224• 

The 1988 Tradcmark Implcmenting Regulations provides c1carer guidance 

in a numher of areas that were previously vague under the l'JXJ legislation.22
'i 

Under the Trademark Law, a trademark application must dearly specily 

the product for which the trademark is to he uscd. The IlJXX TrmJcmark 

Implementing Reculation further stipulates, that the gooùlI may not excccd the 

applicant's registered scope of business. However, this rule is lilfticuit tn enloree, as 

applicants are not required to suhmit a husiness license or certificate to show the 

scope of their business.226 

China also uses the Trademark Law as a means of ensuring consumer 

223 David B," Trademark Update" July-August 1988 the China 
Business Review p. 49. 

224 Ibid. 

225 Ibid, p.49. 

226 Ibid. 
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protection in the ab~ence of more devel«Jed consumer protection legislation.227 

i>reviously, only pharmaceutical and fobacco products were required to bear 

registcreu trademarks. U nder the 1988 Trademark Implementing Re2ulations, CIPIT 

has the right ln add other products to the list in order to more easily regulate items 

that pose a potential hazard to consumers228• 

The ] 988 Trademark lmplementing Regulations lifted various obstacles to 

effective tradcmark protection. Those obstacles included denying rightful owners of 

tradcmarks ljving outside China the right to challenge trademark registrations. 

China 's trademark system also had, under t ho 1983 Regulations, a relatively strict 

first-to-filc rule which did not require an applicant to file in gond faith. The 

government accepted the applicant as the trademark's true owner or authorized 

licenser. Some registrants took advantage of the first -to -file system by registering 

the tradernark in China before the rightful owner. This resulted in the rightful owner 

having 10 buy hack the exclusive rights to use the trademark in China.229 

The 1988 Trademark Implementing Regulations has relaxed the standing 

requirement giving rise to this problem. The regulations allow anyone, not just the 

prim registrant, to apply to cancel an improperly registered trademark.23V The 

ohjector may make a cancellation request after more than one year. 

227 Silk, Supra, note 177 p.220. 

228 Ibid. 

229 Ibid. p.221. 

230 1988 Trademark Law Implementing Regulation art. 25. 
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" .. The 1988 Trademark Implementing Regulations alsn contains provisions 

against infringement. Art. 38 expands the definition of infringement to indudc the 

unauthorized use of an identical or similar trademark on likc gond, and the 

unauthorized manufacturillg or marketing of a registered trademark or nthl"rwisc 

injuring the exclusive trademark rights of another pcrson. The rules also !opeclfy aets 

that are to be considered an infringement. These acts mdude the distnhution of 

goods bearing an infringing trademark; the us of any name or design on the 

packaging of gonds if the word or the design are the samc as or similar to anothcr 

person's registered trademark; or such use is sufficient to cause confusion.2'\1 

Under the Trademark Law, CCPIT and Its aftlliatcs have a monopoly on 

the representation offoreigners. Problems arise when CCPIT must represent forcign 

applieants seeking to show an infringement by another foreigner also reprcscnted 

by the organization. In sueh a situation, it is difficult for CCPIT to conduct its 

obligations tn both parties.232 

Under the 1988 Tradernark Implernenting Regulation, fines imposed on 

violators have been ehangcd from a maximum of 5,nOO yuan tn up tn twice the profit 

earned through the infringement 233. Sorne commentators believe this penalty will 

fail to aet as a deterrent. Compared to other countries, the fine is very Jow. For the 

counterfeiter, the fine may be nothing more than an addcd cost of doing business, 

231 Ibid. art. 41-

232 Silk, Supra, note 177 p.225 

233 The 1988 Trademark Implementing Regulation art. 42. 
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ratht!r than an dt!terft!nt.214 

234 Silk, Supra, note 177 

( 
p.225. 
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Chapter VI Cbinese Tax Law and Cbinese Bilateral Tax Treaties 

At present there are six different types of tax regimes applicahle 10 fordgn 

investors in China: individual incorne tax, consolidated tax, foreign fundcd enterprise 

incorne tax, custorn duties, real estate tax, and the vehiclc and ship liœnse tax. 

A. Individual Income Tax 

In 1980, China adopted the Individual Income Tax Law2J5. Chim)'s 

individual income tax is levied on individt.,;, regardless of citizenship, according tu 

their residence and source of income. Art. 1 of the law provides for the taxation of 

incofil':!s gained inside and outside China hy an individual rcsiding in China for one 

year or more. However in practice, because of a series of concessions made by the 

Chinese tax authorities, no foreigner pays income lax on incorne other lhan Chincsc 

source income236. 

An individual residing in China is taxed nnly on illcome earncd in China. 

According to Art. 2 of the law, the following income is to be taxed: wages and 

salaries; compensation for personal services; royalties; interest; dividends; hOl1uses; 

income from the leasing of property; and other kinds of income specified as taxable 

by the Ministry of Finance. 

Art. 3 provides that incorne from wages and salaries should be taxcd at 

235 The Indi vidual Incorne Tax Law was adopted by the National 
People's Congress in 1980. An English Translation can be found in 
Vell. 1, C.B.T.L. (1985) 

236 Zheng, Supra, note 29 p. 277. 
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rates ot 5 to 45 percent, and ail other types of income listed in Art. 2 are ta be 

taxed at a flat rate of 20 percent. According ta the interpretation of the Ministry of 

Finance, Chinc~e cltizens are not ~ubJect to the 1980 Income Tax Law after they pay 

the individual income regulatory tax237• Therefore, the 1980 Individua] Income 

Tax Law applies only to toreigners. 

B. Consohùated IndustriaJ and Commercial Tax 

Undcr the 1958 Consolidated Industrial and Commercial Tax Act 

(hcreinafter cler A] 2l~\ a tax is levied on aIl commodities and services in China. 

The tax applies to aIl enterprises and individuals engaged in the proùuction of 

industrial products, or the purchase of agriculture products. It also applies to anyone 

importmg foreign goods or engaged in the commercial retailing, communications, 

transport, or lIcrvlce sectors.2W 

Since ]984, the ClerA is no longer applicable ta domestic 

enterprises.24() However, foreign enterprises with establishments in the P.R.c. 

continue to be subJect to the tax. 

Taxable items under the CICT A are c1assified according ta the type of 

237 "Interview with the tax official of Ministry of Finance" 
Decernber 12, 1986 The People's Daily P.2. In september 1986, the 
State Council adopted the Provisional Regulations of Individual 
Incorne Regulatory Tax which only applies to Chinese citizens. 

218 The 1958 Consolidated Industrial and Commercial Tax Act 
and its Detailed Regulations were both published in 1958 and 
continue to apply to foreign enterprises operating in China. 

239 Ibid. art. 12. 

240 Zheng Supra, note 29 p. 274. 
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business or product. There are 104 industrial products listed, with 42 different rates 

of taxation, ranging from 1.5 percent for grey cotton to 69 percent for cigarettes. 

Most tax rates under the CICT A do not exceed 20 percent. There are four distinct 

tax rates applied under CICTA: commerce (3 percent), communications and 

transport (2.5 percent), services (between 5 and 7 percent) and thosc industnal 

commodities not specificaJly Iisted in the CleT A tables (5 percent). Agncultural 

goods not specifically Iisted are not subject to the tax. 

Over the past seve rai ye:-lfs, the Chinese Government has offercd li numhcr 

of exemptions to foreigners, in arder to encourage investment. Machinery, parts, 

components, and oiher materials that are necessary for huilding factories and 

installing or renovating equipment imported into China by an cquity joint ventufC 

as part of its investment , or for the development of China's offshore 011 rescrvcs, 

are exempt from the CICTA.241 This also applies to Imported raw materials, 

spare parts and packing materials designed for ex port prod uction. Art. 1 1 of the 

Encourage Foreign Investment Regulation provides that ail export commmlities 

produced by enterprises with foreign IIive~tment are also exempt l'rom ÇIC-'TA. 

C. Incorne Tax of Foreign Funded Enterprises 

On April 9, 199], the National People's Congress passed the Law 

Concerning the Income Tax of Foreign-Funded Enterprises [hereinaftcr 

TFFE]242 The law came into force on July 1, 199] and replaced two earlier pieccs 

241 JVL Implementing Regulations art. 71. 

242 "China, North Korea Country Report" (1991) No.2, The 
Economist Intelligence Unit 1991, p.27. 
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of legislation: the Law Concerning the Incorne Tax of Sino·Forei~n Equity Joint 

Venture and the Law Concerning the Incarne T'lX of Foœign Enterprise. The 

purpose of the legislatian was to simplify the cornplcx and overlapping tax 

structures243. 

1. Removal of the Differentiai In Favour of Joint Ventures 

In the previous law, equity joint ventures and foreign funded cntcrprises 

(inc1uding sorne contractual joint ventures) were subject tn differcnt tax rates. For 

Sino-foreign joint ventures, incorne tax was Iirnited to 33 percent. Whereas. wholly 

foreign owned ventures and sorne contractual joint ventures pa id tax a! a progressive 

rate of 30 to 50 percent. The TFFE rernoved the diffcrential ln l'avour of joint 

ventures. Under the new law, joint ventures, contractual joint ventures and wholly 

foreign owned ventures, paya 33 percent tax on incorne. Of that total, 30 percent 

gces to the central authorities, and 3 percent goes to local éluthorities. The law 

imposes a 20 percent withholding tax on passive incolTIe. In addition, the law states 

that when enterprises find themselves worse off undcr the new system, provisions 

can be made for the former tax rates to apply244. 

2. Tax Holidays for More Entcrprises 

TFFE also extended the tax exemptions which previously applied (Inly tn 

equity joint ventures and enterprises using advanced technologies with t()reign 

investrnent to ail productive industries with foreign investment. The law offcrs two 

243 Ibid. 

244 "P.R.C. Unified Tax Law: What It Means For Foreign Firms·· 
June 10 1991 The Business China p.86. 
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year tax exemptions and 3 year 50 percent tax cuts to firms that meet qualifying 

criteria. Howcver, thuse foreign funded enterprises engaged in tourism, commerce 

or service industries are exc1uded frorn this preferential system245• 

3. Transfer Pricing 

The old tax law contained no specifie provisions to deal with the problem 

of transferring pricing. Art. 13 of TFFE provides for the prevention of tax evasion 

through transfer pricing. Transfer pricing is one of the easiest ways for investors to 

reduce their tax exposure: a joint venture buys raw materials at a high priee from 

the foreign partners or an affiliate or se Us its products at a low price back to the 

foreign partner. The joint venture then shows decreased profits or even a loss when 

China's tax authorities calculate its taxable incorne; the money it /llost" stays with the 

affiliate. The new regulations attack transfer pricing by requiring enterprises with 

foreign investrnent to deal with their affiliated companies at third- party priees. If 

prices are artificially low or high, the tax authorities may use market priees or cost-

plus method tn adjust the priee for tax purposes.246 

The TFFE includes a number of changes that affect how foreign investors 

are treated for tax purposes. According to art. 3 of the TFFE, the locatton of a 

cornpany's he ad office determines whether an enterprise is a resident of China. 

Under the law, the worJd-wide incorne of a resident company is subject to 

tax, whiJe non-resident companies only pay tax for income made. in ChiTJa. 

245 Ibid. 

r 246 Ibid. p.. 87 • 
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Therefore, equity joint ventures, wholly foreign owned enterprises and Iimited 

liability contractual joint ventures as Chinese legal persons, are subject to treatmcnt 

as Chinese resident companies. Unlimited liability contractual joint ventures are not 

considered residents of China, only their Chinese sourced income is taxable. 

4. No Withholding Tax on Profit Remittance 

The old JVL required that the foreign partner of equity joint ventures pay 

a remittance tax of 10 percent on profits taken outside China. Art. 19 of the TFFE 

has removed this requirement. 

Ali enterprises with foreign investment can now get tax refunds for 

reinvestment. Under the old tax law oniy sorne enterprises, mainly equity joint 

ventures and technologically -advallced or export enterprises, cou Id apply for 

reinvestment tax refunds. The TFFE enables ail enterprises with fordgn investment 

to receive a 40 percent tax refund for profits reinvested in China. 

Another development in the new law is the permittance of a dual pricing 

system. The priee of products for sale domestically and abroad can now be different. 

Lower priees are allowed for export produet~; tn enable the enterprise to he more 

competitive in the international market.247 

D. Custom Duties 

In 1983, China joined the International Customs Cooperation Cound!. In 

March 1985, the Regulation on Import and Export Duties was enacted, in 19X7, the 

247 Joyce peck " China's New Unified Tax Law Code Will Benefit 
Most Foreign Companies" Sept. -Oct. (1991) China Business Review 
p. 14. 

86 



:{ 

Law of the People's Republie of China on Customs ta ok effeet. These regulations 

replaced the 1951 Regulations248• ln general, the new rates are signifieantly lower 

than under the previous tariff. These developments have brought China's customs 

regime c10ser to the norms of international practice.249 

Customs duties are levied on imports whieh are in short supply in China 

and certain exports. The rates levied vary according to whether the government is 

trying to encourage or discourage the import or export of the particular goods. The 

eus toms tariff is mainly aimed at regulating imports and exports, rather th an raising 

revenue. Lower rates and exemptions are uSéd to encourage the import of 

technologically advanced equipment that China needs badly but cannot manufacture 

domestically. Relatively high dut Y rates are applied to certain imported industrial 

and agricultural producers in order to prote ct dames tic products. Because of Iimited 

reserves of foreign curreneies, high dut Y rates are applied to non-necessities and 

high-grade consumer goods in arder ta restrict their importation.250 The majority 

nt' export commodities are free of duty. Only a few items, such as raw materials and 

249 The 1951 Interim Customs Law and the 1951 Tariff Schedule. 
See, Yvonne Chan" The New Customs Law", "Understanding the Tariff 
System" (November/ December 1987) The China Business Review p. 44 
and 46. 

249 Ralph H. Folsom & John H. Minan eds, Law in the People' s 
Repub1ic of China (Dordrecht/Boston/London: Martinus Nijhoff 
Publishers,1988) p.827 

250 GATT Documents L Series, L/6270, p.86. 
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semi-manufactured products, are subject to export duties.251 

There are two kinds of import dut Y rates: a minimum rate and li general 

rate. The former is for goods originating in countries with which China has 

concluded trade treaties or agreements containing 1110st favoured nation clauses. The 

later rate, applies to goods originating in countries with which Chma has not 

conc1uded such tracle treaties or agreements. There is only one uniform t.·xport tariff 

which is applied to aH countries.252 

Since June 16, 1985, an import regulatory tax- a surtax in addition to the 

import tariff- has been levied on certain goods.253 At present, seventeen 

commodities are subject to the import regulatory tax, including passengcr vehiclcs, 

motor-cycles, col our television sets, mini-eIectronic computers, eIectronic calcula tors, 

and woven fabrics of chemical fihres.254 The import reguiatory tax was aimcd at 

protecting domestic production of a number of commodities from foreign 

competition.255 

The import regulatory tax is applied to products from countries ail over the 

world. The tax is also applied to products imported into the special economic zones. 

The levels of the import regulatory tax rates are dependent upon the particular 

251 Working party on China 1 s Status As a Contracting Party.L 
China's Foreign Trade Regime. General Agreement on Tariffs and 
Trade Restricted Spec (a8) 13/Add.4 p.32. 

252 Ibid. p. 33. 

253 Ibid. p.34. 

254 Ibid. p. 34. 

255 GATT Document L Series, L/6215, p. 15. 
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necds of the protected industry. It is viewed as a temporary measure and is not 

intended to he incorporated into the tariff. The product coverage, tax rates and 

duration of implementation are decided by the tariff commission under the State 

Council. 2'i(, 

The import regulatory tax will be no longer in effect after April 1992.257 

China intends to reduce eus tom tariffs when it fully resumes membership 

in the General Agreement on Tarifts and Trade.258 

E. Urban Real Estate Tax (URET) 

The Provisional Urban Real Estate Tax Regulations [hereinafter URET] 

was proclaimed in August of 1951. This tax is paid by the owners of property259. 

If the right to the use of the property is transferred to an individual or ent~ty in a 

non rentai transaction, the transferee is the taxpayer. 260 

ln 1973, the URET was incorporated inta the industrial and commercial 

256 GATT Document L Series, LI 6270, p. 102-103. 

257 March 5, 1992, People's Daily. p.3. 

258 Supra, note 2/19 p. 827. China was one of the 23 original 
signatories to tt,e GATT. When the GATT was signed on October 30, 
1947, China was zuled by the nationalist government. The PRe was 
founded two year~ later, on October 1949. The nationalist 
government (Taiwan) purported to withdraw aIl of People's Republic 
of China from the General Agreement. China began to express 
interest in resuming its GATT membership in 1970s and it received 
observer status to the GATrl' in 1984. In July 1986, i t formally 
notified the contracting parties of its desire to rejoin the GATT. 

259 Provisional Urban Real Estate Tax Regulations art. 3. An 
Eng1ish translation can be found in Vol. 1 C.B.T.L. (1985) 

260 Ibid. art. 3 
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tax when applied ta Chinese enterprises. As a result, the tax was imposcd as il 

separate levy only on individual Chinese property owners, joint ventures and wholly 

foreign owned enterprises. 

On September 15, 1986 the State Council issued the Provisional 

Regulation of the P.R.c. on Real Estate Tm:_2bl [hereinafter the t9~6 Real Estate 

Regulations]. The new law no longer divides the tax into a building and land lax. 

There is now only one levy at 1.2 percent per annum for a property's "residual 

value" or 12 percent of its rentaI income.262 

When a Chin~se party contributes its right to the use of a huilding as part 

of its equity contribution to a joint venture, the joint venture becomes responsihlc 

for the urban real estate tax. If however, the building is leased to the joint venture, 

then the lessor pays the required tax. 

F. Vehic1e and Ship License Tax 

The Vehicle and Ship License Tax [hereinafter PVSLT] is a local tax which 

appHes to ail vehide owners in China. The tax, however, is not uscd in rural arcas. 

Revenue raised by the VSLT, which is paid on an annual basis in the form of a 

license fee, is used by the government for mad construction. This tax is Icvied 

261 The Provisional Regulation on Real Estate Tax was issued by 
the State Couneil on September 15, 1986, An English translation ean 
be found in China Laws For Foreign Business (Sydney: CCH, 
Australia) (loose leaf), Paragraph 39-505. 

262 Ibid. art. 4 . 
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é1ccording tn the 1951 Provisional Vehicle and Ship License Tax Regulations .263 

G. Chinese Bilateral Tax Treaty Program 

1. Douhle Taxation and General Rules of International Law 

International law permits the taxation of foreign economic transactions 

when a suftïcient connection exists between the taxpayer and the taxing state. The 

"sufficient connection" is deterrnined through an exarnination of the taxpayer's 

residence, habituaI abode, citizenship, or situs of assets. No territoriality principle of 

internatJ(mal law prohibits the application of domestic law to situations arising in 

foreign countries, incIuding the taxation of foreign incorne for domestic purposes. 

Double taxation results from the interaction of the domestic laws of two (or more) 

states. International law does not contain rules ta settle the problem of a 

corporation or individual being taxed by 1\"0 states for the same income, only 

hilateral double tax treaties can fulfil this role.264 

2. Chinese Bilateral Tax Treaty Progràm 

ln the past decade, China's economy grew rapidly and many countries 

developed commercial iilterests in the country. In order to overcome the problem 

(lI' douhle taxation, the government negotiated incarne tax treaties with both 

dcveloped and deve/oping countries. 

263 Provisional Vehicle and Ship License Tax Regulation was 
adopted in 1951, English translation is in Vol. 1, C.B.LL. (1958) 

264 Samuel B. Sebree, "The Economie Real i ty of the United 
States' Tax Treaty Wi th China: Sacrificing Gains Today Wi th An Eye 
Toward The Future" Spring (1990) Vol. 43.No. 3. Tax Lawyer p.795 
and 797. 
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The treaties which borrow elements from model treaties drafted hy the 

Organization for Economie Cooperation and Devclopment (DECD), and the United 

Nations, 265 seek to reduce double taxation of income and tax evasion. The 

treaties incorporate and coordinate tax measllres such as tax credits, 

nondiscrimination provisions, mutual agreement arrangements and exchange nt 

information provisions2M. As provisions covercd hy the variolls bilatcral tax 

treaties are mostly identical, the following discussion will focus on the .United States-

China Income Tax Treaty267 and the Canada-China Incnme Tax Agrecmcnt2(~. 

(a)The Treaty's Jurisdiction 

(1) Tax Covered 

The Canada -China Income Tax Asreement cnvers Chinesc im.lividual 

income tax, income tax concerning joint ventures with fOfClgn investmcnt, income 

tax concerning foreign enterprises, and income tax imposcd hy the G(iVernmcnt of 

265 Organization for Economie Cooperation and Development 
(OECD), Model Double Taxation Convention on Income and Capital 
(1977) reprint in 1 Tax Treaties (CCH) n 151 (1980) [hereinafter 
OECD Model Double Taxation Convention], United Nations Model Double 
Taxation Convention Between Developed and Developlng Countries U. N. 
Doc. ST/ESA/102, 3(1982) [hereinafter U.N. Double 'raxation 
Convention] . 

266 William A. Turner & Elizabeth M. Orazem, "United States­
China Incorne Tax Treaties: Opening the Door to Increased Economie 
Cooperation" (1988) Vol. 13 N.C.J.Int'l. & Corn. Reg. p.529. 

267 The United State-China Incorne Tax Treaty text can be found 
in (1984) Vol. 23 Int'l. Leg. Mats. p.667. 

2~ Canada-China Income Tax Agreement (1986) Text can be found 
in Canada 1 s Tax Treaties Toronto/Vancouver: Butterworths (1991) 
Vol. 3, p. 20,365. 
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Canada. '211') 

(2) Rellidence and Permanent Establishment 

The two key jurisdictional concepts in the U.S.-China Incarne Tax Treaty 

are "residence" and "permanent estahlishment ".270 

The concept of "permanent estahlishment" defines the contracting states 

jurisdiction to impose taxes under the treaty. Permanent establishIdent is defined as 

"a fïxed place of husine~s through which the business of an enterprise is who1Jy or 

partly carried on.,,271 This definition provides the degree of business activity 

neccssary to suhject the enterprise to taxation on profits earned inside the taxing 

country. The presence or ahsence of a permanent establishment determines whether 

the husiness profits of a corporation entity residing in one contracting country are 

taxa hIe in the other country under the treaty. For husiness profits to be taxable in 

the country in which the taxpayer is not a resident, they must be attributable to a 

permanent estahlishment in that country. 

Taxpayers who quality as residents of the United States, P.R.c. or the both 

are eligihle for the treaty's henefits272. A resident is defined in article 4 of the 

treaty, as any person or enhty that is liable for tax in a contracting state t;..-!cause of 

domicile, residence, place of head office, place of incorporation or any other 

2" The Canada-China Income Tax Agreement art. 2. 

7.70 Turner 1 Supra, note 266 p. 550. 

271 The United States- People 1 s Republic of China Incorne Tax 
Treaty art. 5, the Canada- China Income Tax Agreement art. 5. 

272 United States-China Incorne Tax Treaty, art. 1. 
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criterion of a similar nature273• 

If an individual is found to be a resident of both contracting states, his 

residence for tax purposes is determined by such factors as nauonnlity, location of 

permanent home, and area of economic activities. If mme of these tactors are 

determinative, the competent authorities m'.lst resolve the question of residencc hy 

mutual agreement. 274 

If a company is found to be a resident of hoth contracting states, its 

residence is determined by mutual agreement hctween the competent authorities in 

the two states. 

(b) Substantive Rules of Taxation 

(1) Business profit 

The business profits of an enterprise residing in one contracting state arc 

taxable in the other state only to the extent that the profits arc attrihutable tn a 

permanent establishment in the other state through which the entcrprise COJ1(jucts 

its business.275 

(2) Personal services 

In determining which contracting state has the right to tax incomc l'rom 

independent personal service, the treaties provide that, in gencral, the statc in which 

the person rendering the independent personal service is a residcnt has the taxation 

273 United States-China Incorne Tax Treaty, art. 4. 

275 The Canada-China Incorne Tax agreement art. 7, the United 
States-china Incorne tax Treaty art.7. 
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flght. 276 The other contracting state may impose a tax only when that persan is 

present for a period exceedmg UB days or has a fixed base regularly available to 

him in the n()nre~ident country for the purpo!les of performing his services.277 

(3) Passive Income 

Chinesc hilateral tax treaties cover!l the treatment of passive in come from 

investment assets Iike dividends, interest, and royalties. Under China's tax law, 

passive Hlcome trom investment assets is subject to a 20 percent tax.278 The ""'-:-.1 

ZU percent withholdmg tax for dividends is reduced to 10 percent in the Canada-

China Income Tax Agreement and the United States-China Incorne Tax Treaty. 

LJnder the treaties, the withholding rates allowed in the source state on dividends, 

inter~sts and royalties are set at ten percent of the g. ,~ss amount. The resident 

country ot the illcome reciptent also imposes a tax on income received, if the receipt 

is a residcnt of the other contracting state and is the benetïcial owner of the 

payments. The treaty limits the amount that may be withheld by the other 

contracting !ltate to ten percent of gross dividends.279 

Under the United States-China Income Tax Treatv art. 9, interest and 

216 United States -China Incorne Tax treaty arts. 13 and 14, 
Canada-China Incarne Tax Agreement art. 14. 

277 Ibid. 

278 The Law Concerning the Incorne Tax of Foreign Funded 
Enterprises and the Individual Incorne Tax Law provide for a 20 
percent rate. 

279 The Canada-China Incarne Tax Agreement art. 10. Under art. 
22 of the treaty, the withholding tax is credited against the tax 
irnposed by the recipient. 
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royalties are subject to a withholding tax regardless of the taxpayer's residence whcn 

the individual oper3.tes a permanent estahlishment in the other country. 

The Ch me se bilateral treatie~ ru les with respect to the taxation of 

dividends, interest and royalties are similar to those in the U.N. moùd trcaty2lm. 

(c) Elimination of Douhle Taxation 

Double taxation occurs when t\\'o different states assert juristhction to tax 

the sa me item of income. To avoid double taxation, Chmese hibtcral trcaties 

provide coordinated measures such as tax credits, nonùiscrimination, ITIlltual 

agreement, and exchange of information. 

(1) Tax Credits 

Chinese bilateral treaties provide that a state shaH grant é\ tax credit for tax 

payable in the other state on profits, income, or gains arising there. 2KI This credit 

will not exceed the amount of domestic tax payable on an equivalent amount of 

incarne, since it is calculated on the basis of the domestic tax law and 

regulations.282 Where a Canadian (or American) company pays tax tn China for 

dividends it has received, Canada (or the United States) must give an adùitional 

2~ U.N. Madel Double Taxation Convention Between Devcloped 
and Developing Countries. U.N.Doc. St/ESA/I02,3(1980), reprint in 
1, Tax Treaties(A) 171 (1982) at Arts 10,11, 12. Under the U.N. 
Madel Treaty , both the source jurisdiction and the country of 
residenc€ may tax this incorne. The rate of withholdlng i6 1eft open 
to negotiation between contracting states. 

281 The Canada-China Incarne Taxation Agreernent, art. 21, the 
United States-China Income Tax Treaty art. 22 

282 Canada-China Incorne Tax Agreement art. 21 (1) 
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credit to the ~xtent of im:ome tax paid ta the p.R.c.283
• 

(2) Nondiscrimination 

The treaties have a nondiscrimination clause that prohibits discrimination 

on the ground of nationality, or situs of an enterprise. 

(3) Exchange of Information 

The treatics providc for the exchange of information that is necessary ta 

prevcnt tax evasion and fraud, and to carry out the provisions of the treaties or of 

the contfélcting countries' çomestic laws. 

(4) Application of the Mutual Agreement Procedure 

The Chinese bilateral treaties contain administrative procedures that 

authorize the competent authorities in contracting countries to attempt ta resolve 

any diftïculties over an interpretation or application of the treaty.284 

283 The United states-China Income Tax Treaty art. 22, The 
Canada-China Income Tax Agreement art. 21 

284 The United States-China Income Tax Treaty art. 24, the 
Canada-China Income Tax Agreement art.23. 
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Chapter VII Foreign Exchange Contml 

A. Non-ConvertibiIity of the Renminbi 

Beeause Chinese currency, the renmmbi (RMB), is not frecly convertible, 

demand for foreign exchange exceeds suppJy, ther~by causing a shortagc of forcign 

exchange and tight government contrais over its allocation. 

The JVL Regulations require joint ventures tn maintain foreign exchange 

accounts fram which ail payment must he maùe.285 The higgest prohlem facing 

most foreign companies that have invested in the P.R.c., or those considcring doing 

so, is how ta reeover their investment and repatriate their earnings. 

Ideally, foreign eompanies would he suffieiently succcssfui at exporting their 

produet to earn enough foreign exchange to supply their own needs. But a large 

proportion of the ventures estahlished with FOI in China ale unable to do sn. 

Chinese policy has displayed a preference for joint ventures capable of exporting 

their products. However, the Chinese government adopts a flexible attituùe, and so 

long as the foreign investor has suppIied advanced technolobty, or the products of 

the enterpriœ are what China needs to import, China will open part of its domestic 

market. In such situations sorne companies may face difficuJties in achieving a 

balance of their foreign exchange. 

285 The JVL Implementing Regulation art. 74. 
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Chinese legislation has attempted to address this problem. 

B. The Laws and Regulations Concerning Foreign Exchange Control 

The fundamental principles governing foreign exchange are contained in 

the Regulation on Foreign Exchange Control286• Under the regulation, ail 

organizations and individuals in China are subject ta the supelVision of the State 

Administration for Exchange Control and the Bank of China, with regards to their 

foreign exchange transactions.287 

Ali foreign income and expenditure by governmental and non-governmental 

organizations alike are subject to the 8tate Plan288• The People's Bank of China 

[hereinafter PBC] acts as a central bank controlling foreign exchange. The State 

Administration for Exchange Control [hereinafter SAEC], as a government 

institution under the PBC, is responsible for implementing exchange regulations to 

control ail foreign exchange transactions in accordance with state policy. The Bank 

of China [hereinafter BOC] is the special foreign exchange bank of the P.R.C .. 

Other banking and tïnancial institutions, including affilia tes of nonresident banks, 

may handle designated transactions with the approval of SAEC. 

Chma has enacted many other regulations governing foreign exchange 

management. In 1983., the State Council issued the JVL Implementing Regulation. 

286 The Regulation on Foreign Exchange Control was adopted in 
December ,1980 effective in March, 1981. English translation is in 
Vo 1. l, C. B • T. L • (1985). 

287 Ibid. art. 4. 

288 Ibid. art. 5. 
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In the same year, the SAEC issued Rules For the Implementation of Exchange 

Control Regulations Re\ating to Enterprises With Overseas Chinese Capital, 

Enterprises with Foreign Capital, and Chinese -Foreign Joint Venturcs2~9 

[hereinafter Foreign Funded Enterprises Exchange Control Implementing 

Regulation]. This law permits ventures with foreign invcstment in China tu sel! 

products to Chinese entities for foreign exchange, provided the products meet 

certain criteria relating ta import substitution and the ventures first go through a 

special approval procedure. 

In January 1986, the State Council issued the Provisions on the Question 

of the Balancing of Foreign Exchange Receipts and Expenditures of Sino-Foreign 

Joint Ventures [hereinafter Provision on Foreign Exchange Balance] ln Octoher 

1986, the State Council issued the State Council Regulations Concerning the 

Encouragement of Foreign Investment [hereinafter the 22 articles]. Thcse 

regulations offer sorne relief from the foreign exchange requircments of ail 

enterprises established with foreign investment. The WFOL Implemcnting 

Regulations imposes requirements on the balancing of forei~n exchnnge whcn 

establishing the venture. These regulations provide sorne procedures, listed hclow, 

to balance the foreign exchange earnings and expenditures of a venture: 

1. The government agency responsible for the venture may remedy the 

shortfall. Joint ventures are encouraged to buy raw materials domestically amI sell 

products abroad. With approval, joint ventures can sell their products on the 

289 The Regulation was promulgated in August of 1983. 
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domestic market for RMB. In this circumstance, when a joint venture has a shortfall 

in foreign exchange, the relevant government may step in with aid to make up the 

deficit. 290 

2. Ventures with foreign investment can sell products to Chinese entities 

for foreign exchange, providing the products meet certain criteria reJating to import 

substitution and the ventures !ïrst go through a special approval procedure. This 

"import substitution" shall be incorporated into the long-term or annual plans for the 

use of foreign exchange for imports.291 

3. If cl joint venture sens to enterprises outside the SEZs and the economic 

and technological development zones of the coast open cities, it can compute the 

priee and seule accounts in foreign currencies with approval from the state foreign 

exchange control agencies.292 

4. Art.6 of the JV Foreign Exchange Balancing Regulations allows a joint 

venture operating with a foreign exchange imbalance, to market domestic products 

for ex port in order to earn foreign exchangc wÎth government approval. However, 

in the case of products that are centrally managed by the state, subject to export 

quotas, or require export licences, the matter must be reported to MOFERT for 

special approval. 

5. With approval of MOFERT and the foreign exchange control 

290 JVL Implementing Regulation art. 57, and 60. 

291 The Provision on Foreign Exchange Balance art. 4. The 
regulation issued by the state Council, January 1986. 

292 Ibid. art. 8 
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department, the foreign partner of a joint venture with a fordgn exchange dcficit 

may, in accordance with Art. 7 of the JVL, reinvest its RMB profits in a Chincsc 

enterprise with the capacity to earn foreign exchange. 

6. A foreign investor can balance a foreign exchange Shortt~lll in one of its 

enterprises with a foreign exchange surplus in another of its enterprises.29
'\ 

However this idea is Hmited, as few foreign investors have set up more thml one 

joint venture in China and it would be extremely difficult to obtain the conscnt of 

the Chinese party. The Chinese partner in a Joint venture with a foreign cxchangc 

surplus would be reluctant to se)} to another joint venture at a lower rate than 

available at a foreign exchange adjustment centre, even though the latter is linked 

to its foreign partner. 

7. The WFOL Implementing Regulation attempted to address the cxchangc 

balance problem in the creation of a joint venture. Under the regulation, when 

establishing the venture, applicants must show how they can meel their foreign 

exchange needs. If the investor promises to balance its exchange and tater taits to 

do so, the government is free of any responsibility.294 

The second and fifth methods have proven of HttIe assistance in practicc. 

The fourth method is problematic because if a product can he exported, the 

enterprise would naturaJly want to do it by itself and make foreign currency rather 

293 The Provisions on Foreign Exchange Balance art. 9 and 22 
Articles art. 14, which issued in October 1986. 

294 "Joint Venture Open-Ended Lifetimes: Who ls Eligible" . 
(1991) the Business China p. 14 
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than seIJ to another enterpr ise for RMB. The first procedure, successful exporting, 

is the most reliable source of exchange. The foreign currency issue should be 

addressed as early as possible by those intending ta create a foreign funded 

enterprise. 

The most recent innovation adopted by the Chinese Government to 

alleviate the concerns of foreign investors with regards to the shortage of foreign 

currency has been the evo)ution of a system a)]owing the swapping of currencies 

among enterprises. 

Foreign Exchange Adjustment Centres (FEAC) are now found in regional 

centres across the country where enterprises with a surplus of foreign exchange are 

permitted to se)) to e:1terprises with a shortage. This system, however, does not 

crea te a true market for foreign exchange. Bath supply and demand are restricted 

in the FEAC system. The price set tends to be lower than the rate required to clear 

market demand for forcign exchange. One successful joint venture with strong export 

sales round that it could earn more RMB by curtailing exports and selling products 

domestically than through the FEAC system.295 The FEAC system does not offer 

a solution to the foreign currency shortage problem.296 

There exists a variety of strategies for dealing with the foreign exchange 

problem. Paul McKenzie has suggested addressing the problem as early as possible 

295 Paul McKenzie "Foreign Exchange and Joint Ventures With 
China: Short-term Strategies and Long-Term Prospects" (1990) Vol. 
17 Canadian Business Journal p. 130. 

296 Ibid. 
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in the process of creating a joint venture.297 Ideally, the prohlem can he uvercome 

through successful exporting of the product. If the joint venture cannot cxport 

successfully, McKenzie says, it should secuœ irnport suhstitution status or an 

assurance by an influential mernber of the Chinese hurcallcracy that assistance will 

be provided by the government if necessary. To increase the Iikelihood of assistance, 

investors should focus on high priority or highly visible sectors of the ecol1omy29N. 

The foregoing laws and reguJations represent a gcnllinc aHcmpt to mitigatc 

the difficulties faced by foreign investors in recovering their investment and remitting 

their profits from the P.R.C .. However, they do not solve the prohlem complctcly. 

297 Ibid. p.139. 

298 Ibid. 
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Chapter VIII China's Bilateral Investment Protection Treaty Program 

A. Friendship Commerce and Navigation (FCN) Treaties, Bilateral Investment 

Insurance Agreements and Bilateral Investment Protection Treaties 

1. FCN Treaties 

Traditionally, FCN treaties focused on the problems of commerce and 

navigation, hut wüh the iilcreased volume of foreigll investment following World War 

Il, they evolvcd into quasi-investment treaties.299 The FCN treaty was the primary 

bilatera! mechanism utilized by the U.S. governrnent to proteet V.S. international 

trade and investment.3OO However, FCNs airn to provide a comprehensive 

framework for ail affairs of commerce and navigation rather than dealing solely with 

international investment relations.301 FCN treaties have been criticized for failing 

tn address the problem of creeping expropriation and poorly drafted arbitration 

c1auses.302 Moreover, FeNs have been associated with U.S. economic 

expansionism and alleged imperialism, thereby making them historically unappealing 

299 For a detailed discussion 
Jr. Walker, "Modern Treaties of 
Navigation." (1958) 42 Minn. L. Rev. 

of FeN treaties see Herman 
Friendship, Commerce and 
p. 805. 

300 Gerald Aksen," The Case For Bilateral Treaties." (1982) 24 
private Investors Abroad p.357 to 359, 

301 prior to World War II, only one of 30 articles in the FCNs 
concerned investment. By 1958, over half of the articles in the 
FeNs concerned investment. See, Walker, Supra, note 299 p. 816. 

302 M.S.Bergman, "Bilateral Investment and Protection Treaties: 
An Examination of the Evolution and Significance of the US. 
Prototype Treaty" (1983) 1, 8n 16 N. Y. U. J. Int'!. L. and Po!. 
p.37 
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to developing countries where investments faced high risks. Conscquently. FeN 

treaties are now considered out of date as a means for protccting forcign invcstmcnt. 

2. Bilateral Investment Treaties 

(a) Bilateral Investment Insurance Agreements 

Another form of treaty for foreign invcstment is know as the hilateral 

investment insurance agreement concluded between él capital-importing country and 

a capitaJ-exporting country. This kind of agreement is designcd to proteet private 

investors' interests by offering investment insurance against losses from political risk. 

These risks incIude expropriation, non-convertibiJity of currency, war, insurrection 

and riots.303 

(b) Bilateral Investment Protection Treaties [hereinafter BITs] 

BITs are the modern day successor to the post World War II FeN 

treaties. The BIT is a reciprocal agreement which encourages investrnent and 

guarantees protection for investment activities in a forcign country104. BITs were 

initiated by European countries in the ]960s and early 1 970s, focusing cxc!usively on 

investments by nationals or companies of one state in the territory of another.10'j 

Although most BITs are concluded between developed eountries and 

developing countries, there have been instances of such treaties hctwcen dcvcloping 

303 See, China-United States Investment Insurance Agreement 
and letters of understanding art. 1, Vol. 19 (1980) Int'l Leg. Mats 
p. 1482. 

3~ Z. A. Kronfol, Protection of Foreign Investment 
(Netherland: A.W. Sijthoff Int'l Publishing Company N.V., 1972) p. 
157 

305 Bergman, Supra, note 302 p.8-9. 
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countrics them!lelves. BITs are concluded with three primary objectives in mind: the 

promotion and protection of private investors; the minimization of risk and loss in 

the event of expropriation; and the submission of investment disputes to arbitration. 

For these purpose~, a BIT generally includes the following substantive provisions: 

treatment of investment, expropriation, free transfer of capital, and seulement of 

investment disputes. 

B. Chinese Bilateral Investment Treaty Program 

The development of the Chinese BIT program paralleled reforms to the 

domestic legal system. In 1980, China signed its first investrnent insurance agreement 

with the United State signalling a step on the road to providing treaty guarantees for 

foreign investment.~()6 The P.R.c. signed its first BIT with Sweden in 1982. Since 

the n, sorne 20 more treaties have been concluded with other countries. To date, 

China has concluded BITs with Romania(1983), the Federal Republic of Germany 

(19S3), France (1984), Belgium-Luxembourg (1984), Finland, Australia (1988), 

Austria, Denmark, Italy, Kuwait, Malaysia, the Netherlands, New Zealand, Norway, 

Pakistan, Singapore, Sri Lanka, Switzcrland, Great Britain, Thailand and Japan 

1. Investment Protected 

306 China -United Stat~s Investment Incentive Agreement and 
Letters of Understanding art. l, 19. Int'l. Leg. Mats. (1980) p. 
1482. 

307 Sh ishi Li, "Bilateral Investment Promotion and Protection 
Agreements: Practice of the People' s Republic of China" 
International Law and Development (Dordrecht/Boston/London: 
Martinus Nijhoff Publishers, 1988) p.177. 
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The extent to which an investment will he recognized and prott'cted in a 

BIT is largely determined by the definition of the terms "investor" anù "investl11ent". 

The parties to a BIT always try to ddïne thcsc terms as concrctdy as possihle, 

during negotiations, so as to avoid any future controvelsy. 

Under Chinese BITs, the term "investment" is given a liheral interpretation. 

ft includes rights derived from various forms of direct investment, intellcctual 

property rights, rights of know-how, technical processes, trade mimes, good wIll, and 

concession rights related to natural resources.JOX 

Protection under the BIT is usually aftorded to approved investments hy 

the host government. The distinction between approved and unapprovcd investment 

cornes about as a result of the host country seeking to control the entry of foreign 

investment. Many host countries set certain requirements such as Iimitcd acquisition 

of new business, and ex port of products as part of the criteria tor approval of 

foreign investment. Such regulatory mechanisms now exist not only in developing 

countries, but in developed countries as well.'Ot) The approval rC4uirement is 

adopted by Chinese BITs. Under Chinese BITs, an "invcstment" is suhJect to an 

important qualification: It must be permitted by the laws and regulatiol1s of the ~tatc 

in which it is situated and it must be approved hy the host country. The China-

France BIT explicitly provides for approval requiremcnts. ft stipuJat:.!s cach 

308 See, People's Republic of China-Sweden Agreement on the 
Mutual Protection of Investments, reprint in 21 Int'l. Leg. Mats. 
(1982) p. 477. 

309 J.L. Ross and D.A. Rubin, "Investment Canada Act: A New 
Regime for Foreign Investment" Comm. L.J. (1986) p. 141. 
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contracting party may guarantee, on a case hy case basis and the extent permitted 

hy its laws, the invcstments of its own investors in the territory or maritime zones of 

the other party, it heing unl1.er!ltood that such investments shaH first have been 

approvcd hy the other party. 310 This requirement is a1so recognised hy the UN 

Resolution IX03 on Permanent Sovereignty Over Natural Resources,311 and is 

clcarly stated in the OECO Oran Convention on the Protection of Foreign Property. 

AcconJing to art. 1 (b), the Convention shaH not affect the right of any party to allow 

or prohihit th\:! acquisition of property or the investment of capital within its territory 

hy nationals of another party.312 

There are different definitions of the term "investors" in China's BITs. 

Sorne Chinese BITs concluded prior to the urban econornic reforms, define 

"investors" in a rather restrictive manner: The word "investors" is taken to include 

cornpanies, firms or other econornic organizations which are recognized by the 

C'hinese governrnent, as registered and entitled to cooperate with foreign countries 

on economic matters.311 

Another definition adopted by Chinese BITs, applying to either of the 

310 China-France BIT art. 6. 

311 UN Resolution 1803 On Permanent Sovereigntv Over Natural 
Resources, declares the investment should be in conformity with 
rules and conditions which the people and nations freely consider 
to be necessary or desirable wit.h regard to the authorization, 
restriction or prohibition of such activities. 

312 The OECD Dra ft Convention art. 1 (b) (1968) Vol. 7 Int' 1. 
Leg. Mats. p. 117 

313 China-Federal Republic of Germany (FRGl Agreement. 
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contracting parties, is "a partnership without juridical personality or a legal perSlll1 

constituted in accordance with the laws and regulations of that contracting party and 

domiciled in the territory of that contracting party"J4". Unùer this dcfinÎtioll, an 

"investor" is determined by both the place of registration and hy the domicile. 

In addition, in sorne Chinese BITs other types of companies conditionally 

fall under the coverage. Companies registered in a third country hut owned or 

controlled by nationals of one of the contracting parties 10 the BIT l'ail under ils 

coverage.315 

2. Treatment of Investment 

"Treatment" refers to the various standards such as national, most favoured 

nation or other specified standards imposed by a host-state on foreign investment. 

There is no universal consensus that states have an obligation to accord national 

treatment to foreign investments. This kind of treatment results from the recognition 

of the treaty in domestic law. 

There has been a growing recognition among developed countries of the 

importance of granting national treatment to foreign investors. The BIT clauses that 

grant national treatment represent an ambitious attempt to attain a higher level of 

bilateral economic relations with foreign partners. However, China does not orrer 

national treatment in its BITs. The main reason for China's refusai to otfer national 

314 China-Netherlands Agreement art. 1 (b) • 

315 Li, Supra, not 307 p.169. The first type is mentioned in 
the BITs with Belgium-Luxembourg, Finland, Norway, Netherlands and 
Austria. The second type is listed in BITs with Belgillm-Luxembourg, 
Denmark, Austria and UK. 
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treatment i~ the peculiar concept of Chinese property ownership. There are three 

t"orms of ownership existing in China. Ownership by the whole people, collective 

ownership, and individual ownership, ail of which possess different rights and duties. 

National treatment in such a context would be meaningless. 

Fair and equitable treatment of foreign investment has been advocated as 

a requirement of international law.316 This requirement has been accepted by 

China. Art. 2 of both the China-Great Britain BIT and China-FRG BIT, for 

example, provides for "equitable and reasonable treatment" at ail times. In bath of 

these BITs, investors are accorded generaJ most favoured nation treatment, 

regardJess of the existence of other treaties.317 

3. Financial Transfer 

Profits are the main aim of foreign investment, therefore the availability of 

financial transfer from the hast country is of particular importance. AU the BITs 

entered into by China have recognized the right of investors ta financial 

transfer.318 

According to China's BITs, unrestricted transfer of investor's assets applies 

in the following areas: funds in repayment of loans related to investments; additional 

316 The OECD Draft Con"'ention, art. 4, text ln 7 ILM 117 (1986) 

317 China-Great Britain Agreement Concerning the Promotion and 
Rcciprocal Protection of Investment. art. 2. Journal of Chinese 
Law May 15, 1986 

318 For example, see art. 5 China- Belgium Luxembourg BIT which 
can be found in (1985) Vol.14 Int'l. Leg. Mats. p.538. art. 5 
China-France BIT which can be found in (1985) Vol. 24 Int'l. Leg. 
Mats. p.550. China- Sweden BIT, art. 4. 
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funds necessary for investment; the earnings of employees who are nationals of the 

other contacting party; the proceeds of total or partial liquidation of the investment; 

royalties, and the amount of compensation for expropriation.Jl9 

Because RMB is unconvertible, China's BITs require that the money in 

question must be transferred abroad from the foreign exchange account of the 

investors in a convertible currency. Problems arise, when the account of the forcign 

investor does not have sufficient foreign exchange for the transfer from China. In 

BITs whh France, Federal Republic Germany, Belgiurn-Luxernhourg, Austria and 

the VK, China offers special guarantees for the conversion of local currency into a 

freely usable currency for the transfer of certain items inc1uding: proceeds lrom total 

or partial liquidation; royalties from industrial property rights; know-how, good-will 

copyrights, payments to a loan guaranteed by the Bank of China; and other profits 

permitted by the relevant authority of China. Tl'!e treatics further provide that each 

party shaH ensure that the transfer is made without undue delay."20 

4. Expropriation and Nationalizatinn 

Expropriation or nationalization as a sovereign right of statc has becn 

recognized in international law, as weil as in state practice.:l21 A sharp divergence 

of opinion remains, however, over the proper criteria to he used in dctermining the 

legality of such acts and over the standard for compensation. 

319 Li, Supra, note 307 p.l7l. 

320 China-Belgium Luxembourg Treaty art. 5, China-France BIT 
art. 5. 

321 Kronfol, Supra, note 304 p. 22,23. 
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Developing countries maintain that the right to nationalise foreign property 

is an inherent attribute of state sovereignty and that the essential legitimacy of the 

exercise of this right does not admit of any conditions that constitute unacceptable 

limitations on sovereignty. The traditional formula of "prompt, adequate and 

effective compensation" has been rejected as unduly onerous on the ability of 

developing c()untrie~ tn take appropria te measures to restructure their economies. 

ln practice, compensation for expropriation has aJways been partial, as when Mexico 

expropriated American petroJeum companies in the 1930s and Egypt nationalized 

the Suez company in 1956.322 

A new legaJ formula calling for "appropria te" or "reasonable" compensation 

has been adopted by a series of UN resoJutions, such as the UN General Assembly 

Resolution On the New International Economie Order,323 and the Charter of 

Economie Rights And Duties of States.324 

The OECD Draft Convention has also abandoned the triple standard for 

compensation. It provides that "compensation shaH represent the genuine value of 

the property affected, shaH be paid without undue delay, and shaH be transferable 

322 Li, Supra, note 307 p. 173. 

323 UN General Assembly Resolution 3201, S-VI, UN doc. a/9559, 
( 1974) . 

324 Art. 2 (c) of the Charter reads: each state has the r ight 
to nationalize, expropriate, or transfer ownership of foreign 
property, in which case appropri.ate compensation should be paid by 
the state adopting such measures, taking into account its relevant 
laws and regulations and aIl circumstancer. that the state consider 
pertinent. (1975) 14 Int' 1. Leg. Mats p.251 
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to the extent necessary to make it effective for the national entitled thereto".325 

With regards to compensation, Chinese BITs have adopted a similar 

approach to that set out in the OECO Oran Convention.326 The Çhina-France 

BIT provides for "appropriate compensation", while the China- UK BIT requires 

"reasonable compensation". As for the compensation amount, according to BITs 

with Finland, Norway, the Netherlands, the VK, and Denmark, it must equal tn the 

va1ue of the investment expropriated immediately before the expropriation became 

public knowledge. The compensation must also be convertible, freely transferable 

and paid without undue delay. 

Chinese domestic legislation provides a solid basis for the creation of BITs. 

According to the Amended JVL (1990) and WFOL, nationalizatioll or expropriation 

of foreign invested enterprises is not allowed. However, in special cases, where 

expropriation is necessary for the public interest, it should be done in accordance 

with legal procedures and include appropriate compensation. 

5. Dispute Settlement 

From the point of view of foreign investors, the Jack of a fair dispute 

settlement mechanism would render the discussion of compensation for 

expropriation ahnost meaningless. 

An efficient and comprehensive mechanism for dispute seulement 

325 The OECD Draft Convention art. 3, reprint in (1968) Vol.7 
Int'l. Leg. Mats p. 117 • 

326 Li, Supra, note 307 p.174 . 
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constitutes one of the most important factors in building an atmosphere of mutual 

confidence. One of the prime objectives of a BIT, therefoJe, is to provide a viable 

mechanism for the seulement of investment disputes. 

The BITs often devote specifie clauses applicable to either the settlement 

of disputes between investors and the host state, or disputes between the contracting 

parties. 

(a) Dispute Resolution Between Investors and the Host Government 

(1) Disputes in connection with investment (incIuding expropriation) 

Under Chinese BITs, disputes (inc1uding the legality of expropriation ) 

hetween private investors and the state can only be settled through amicable means 

or local remedies. The parties to the dispute must first attcmpt to seule their 

differences through amicable means.327 If this approach does not succeed within 

a certain period of time, administrative or judicial means may be resorted to. When 

resort tn amicable means or local remedies have been exhausted, the investor can 

always turn to his home government for support.328• 

(2) Disputes Involving the Amount of Compensation 

China's BITs provide only for international arbitration of investor-state 

disputes on the issue of the compensation amounë29• The reason for this is that 

expropriation is seen as a sovereign act of state, and, therefore, incapable of being 

327 China-Netherlands Agreement. 

328 Li, Supra, note 307 p.175. 

329 See, e.g. China-Great Britain BIT, art. 7. China-Singapore 
BIT, art.13, -Japan BIT, art. Il. See aIse, Li, Ibid. p. 175. 
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reviewed through international arbitration. Only disputes concerning the amount of 

compensation may be submitted to international arbitration, perlmps hecausc they 

are more technical in nature. 

A majority of the agreements provide that if negotiation and consultation 

fail to arrive at an agreed sum, investors may either submit the case to a competent 

local court or to an ad hoc international arbitration tribunal.'no 

(b) Disputes Between Parties To the Treaty 

Disputes between parties to the treaty concerning its interpretation and 

application, must be settled through negotiation. If this is impossible within a certé:lin 

period of time, the dispute may be submitted to international arbitration at the 

request of either party. 

Normally, the nature, composition and procedure of the arhitral trihunal 

are stipulated in the BIT. Arbitral awards are considered final and must he enforced 

according to domestic law. 

As to procedural rules, China's BITs with France and the UK refer to the 

rules of United Nations Commission on International Trade Law [hereinafter UN 

CITRAL]. 

Since China currently is not a signatory tn the Convention on the 

Settlement of Investment Disputes Between States and Nationals of Other States 

[hereinafter ICSID Convention], it refuses to submit investment disputes tn it for 

3~ China-FRG Agreement. 
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arbitration. However, China tends ta be flexible on proceduréil rules. Sorne 

BITs331 refer to ICSID ru les expJicitly. In an exchange of notes to the China-

France Treaty, the Chinese suggested that when it became a party to the ICSID 

Convention, China would negotiate with France ta include an additional 

arrangement for dispute settlement under the rules and procedures of the 

convention.332 

A~ regards the law appJicable ta any dispute, BITs with France and the 

Netherlands provide three sources: the provisions of the agreement, relevant 

domestic laws and princip les of internationallaw accepted by both parties. The BITs 

with Belgium and Luxembourg refer ta the dames tic law of the hast country, 

including its rules on conflict of laws, and the provisions of the contract. From the 

Chinese government's point of view, the latter approach is superior because it is 

consistent with the principle of territorial jurisdiction of international law, and it 

foc uses on the will of the contracting parties. Conversely, rules regarding conflict of 

laws are unacceptable as they weaken the application of the domestic law of the 

host country.333 

331 Those with FRG, Belgium-Luxembourg, Finland, Norway, 
Denmark, Netherlands and Austria. 

332 China-France Treaty Exchange of Letters. 

333 Li, Supra, note 307, p.175. 
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Chapter IX Dispute SeUlement Mechanisms 

In order to meet the needs of China's foreign trade and investment, the 

government has made strenuous efforts to create enforceable dispute settlement 

mechanisms for Chinese and foreign parties. 

At the present time, investment disputes in China are settlet! by three 

mechanisms: mediation, arbüration, and 1itigation. 

A. Mediation 

The use of mediation to settle disputes has been a traditional approach 

throughout Chinese history for thousands of years.334 The use of mediation 

reflects the fact that the Chine se people have been deeply intlucnœd by 

Confucianism, particularly its emphasis on compromise, yielding, and harmony in 

human relationships. In recent years, this tradition has been extended to the 

procedures developed for arbitration of international business disputes. For instanee, 

the Provisional Rules of Procedure of the Maritime Arbitration Commission 

stipulates that the Commission may endeavour to seule by conciliation any dispute 

of which it has taken cognizance. 

In China's arbitration institutions, conciliation is the preferred method for 

settling disputes, but it is neither a necessary nor compulsory step in the process. If 

no compromise agreement can be reached after a reasonable period of time, or if 

one party is not willing to go on with the conciliation proceedings, arbitration 

334 See J. Alan Cohen, "Chinese Mediation on the Eve of 
Modernization." 54 Cal.L. Rev 1966 p.1201. 
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proceedings should be carried out in accordance with the ru les of procedure and an 

arbitral award should be rendered as saon as possible. 

Joint conciliation is a new method developed by the China International 

Economie Trade Arbitration Commission [hereinafter ClET AC] together with 

arbitration institutions of other countries.335 Under this procedure, the Chinese 

party tn a dispute appHes ta ClET AC, and the foreign party appHes to the 

corresponding arbitration institution in its own country for joint conciliation. Vpon 

such applications, CIETAC and the foreign arbitration institution each appoint one 

conciliator to jointly conciliate the case. If the conciliation succeeds, the dispute is 

solved. If it fa ils, the dispute is referred to arbitration in accordance with the 

arbitration clause of the contra ct. 

ln China, mediation has a place not only in the process of arbitration but 

also in that of Iitigation. The Civil Procedure Law stipula tes that in trying civil cases, 

the People's Courts should stress mediation.336 

B. Arbitration 

The importance of international commercial arbitration lies mainly in the 

fa ct that through it international trade has become increasingly independent of 

national judicial systems. 

335 Weisan Shi, "Arbitration and Conciliation: Resolving 
Commercial Disputes In China" (1989) Vol. 12:1 Loy. L. A. Int'l. 
& Comp. L. J. P • 97 • 

336 Civil Procedure Law of P.R.C. art. 6. Ralph H. Folsom & 
John H. Minan eds Law In the People' s Republic of China 
(Dordrecht/Boston/London: Martinus Nijhoff Publishers, 1988) 
p.l023. 
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Arbitration avoids any eontliet of law through the use of a "choicc of law" 

clause in the arbitral agreement. Arbitrators are also considered mure 411alified than 

ordinary judges to deal with the techniealities of trade as they are experts choscn 

from the partieular bran ch of commerce involved in the case. The low cost of 

arbitration compared ta legal proceedings is another important factor to recognizc, 

especially for people or businesses with a modest income. Arhitrators also posscss 

considerable freedom in resolving a displlte.~37 

However, there are limits and disadvantages to the process of international 

commercial arbitration. The main difficulty facing arbitration remains the 

impossibility of operating independently of domestic jlldicial systems. A foreign 

arbitral award can only be enforced by the judicial hodies of the country whcrc 

enforcement is sought. 

In order to meet the needs of China's developing forcign trade and 

business, the CCPIT set up the Foreign Trade Arbitration Commission [hereinafter 

FI'AC] in 1956 and the Maritime Arbitration Commission [hereinafter MAC) in 

1959. After China adopted its open door policy in 1979, both Chinese and forcign 

arbitration experts recognized that the 1956 Fr AC rules were outdated, inadequately 

serving China's needs as a centre for international arhitration. In February 19HO, the 

State Council renamed the Commission as the Foreign Economie and Trade 

Arbitration Commission [hereinafter FETAC]. Along with the name change, 

337 William B. Grenner "The Evolution of Foreign Trade 
Arbitration In the People's Republic Of China" (1989) Vol. 21 
Int'l. Law. & Politics p.295. 
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FETAC's jurisdiction was enlarged and its staff increased. FET AC handles disputes 

arising from foreign trade and economic transactions with foreign countries. It a]so 

resolves any di~putes arising from foreign trade with agencies created to purchase 

or sell merchandise. Arnong the disputes under FETAC's jurisdiction are those 

regarding material processing, parts assembly, and compensation trade. Although 

FET AC was allowed to handle a wide scope of disputes, it only heard those cases 

in which an arbitration agreement had been concluded between the disputing 

parties.'uM 

On June 21, 1988, the State Council ofthe P.R.C. approved the renaming 

of FET AC to the ClET AC. ClET AC's jurisdiction covers ail disputes arising from 

international economic and trade transactions339
• 

ClET AC now ranks as the second-busiest international arbitration body in 

the world, just behind the International Cham ber of Commerce (ICC) in Paris. In 

1990, ClET AC's pending cases increased to more th an 400 compared to a mere 30 

cases in 19H5. In the pending cases, mainland China accounts for 60 percent and 

foreign land 40 percent of the plaintiffs with the litigants be]onging to 24 different 

countries.34o 

1. Arbitration Situs 

The selection of the arbitration situs has a great impact on the outcome of 

338 Ci vil Pt'ocedure Law art. 192. 

339 Shi, Supra, note 335 p.101 and 102. 

340 Michael J. Moser " Arbi tration in China" The China Business 
Review (September- October 1990) p. 42. 
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the dispute settlement process. The choice of forum will directly affect the following 

matters: enforcement of the arbitration award ahroad; the availahility of intcrim 

remedies during the course of the arbitration; selection of arhitrators; the right to 

appeal the arbitral award; and the expense of the arhitration process~41. 80th the 

JVL Implementing Regulation and FECL provide that parties to a dispute may 

either submit the case to CIETAC or to an arbitration trihunal in a third country or 

to the country where the sued party is located"42• Normally Chinese ncgotiatnrs 

propose to have the arbitration conducted by ClET AC. However, foreign parties arc 

often unwilling to subject themselves to its jurisdiction l.n. As a result, the must 

frequent arbitration situs selected by Chinese and foreign parties is a tturd-party 

country. 

In general, Chinese negotiators press for arbitration to be held in 

Stockholm, Sweden, a place well-renowned for its arbitration of east-west trade 

disputes.344 

Other arbitration situs selected by the Chinese in the past, have includcd 

341 Daniel M. Kolkey, "Fora For the Resolution of International 
Business Disputes When Doing Business with the P.R.C." (1989) Loy. 
L.A. Int'l. and Comp. L. J. p.l02. 

342 The JVL Implementing Regulation art. 110, FECL art. 37. 

343 According to sorne western writers, al though CIETAC Is 
referred to as being independent, its underlying goals are 
potentially indistinguishable from those of the Chinese Government 
which normally is a party to the dispute due to the public 
ownership of the economy. 

344 Baotai Chu, Legal Problems Concerning Foreign Investment In 
China (hi: Industrial Press, 1988) P.430. The author i8 the 
director of the Department of treaties and Law of the Ministry of 
Foreign Economie relations and trade of the P.R.C. 
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the American Arbitration Association, the London Court of International 

Arbitration, and the Zurich Charnber of Commerce.345 International Chamber of 

Commerce (iCC) arbitration has been unacceptable ta Chinese parties until very 

recently due tn Taiwan's participation in the body.346 

2. Proccdural Rules 

If Chinese and foreign parties agree to submit their case \0 CIETAC 

arbitration, they must use CIETAC rules. Chinese law is silent on whether the 

parties rnay cho()se the procedural rules of a foreign arbitration organization. 

However, According to a Chinese official, the UN CITRAL rules are the only other 

procedures that rnay be adopted by CIETAC.347 

The UN CITRAL l'ules have been adopted by the London Court of 

International Arbitration and the Inter-American Commercial Arbitration 

Commission. 341l The rules were developed ta bridge the gaps between socialist 

and capitalist systems, and between developing and developed countries.349 

ln future, China may accept other procedural rules of sorne permanent 

345 Thoma's Peel and Marsha A. Cohan "Dispute Resolution in 
China" September/ October 1988 the China Business Review p. 46. 

346 Ibid. 

347 Houzhi Tang, "Arbi tration-A Method Used By China to Sett1e 
Foreign Trade and Economie Disputes," (1984) 4 Pace. L. Rew. p. 
527. 

348 William B. Devoe, "Commercial Dispute Resolution Between 
the United States and the P.R.C.: Problems and Prospects." (1983) 
7 Suffolk Tansnat'l L. J. p. 229. 

349 Chu, Supra, note 344 p.432. 
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arbitration organizations, such as the rules of the International Centre for the 

Seulement of Investment Disputes [hereinafter ICSID].~5() 

ICSID was created by the World Bank through the Convention on the 

Seulement of Investment Disputes Between States and Nationals of Other States 

[hereinafter ICSID Convention]. ICSID was framed to facilitate the establishment 

of arbitral tribun ais to resolve investment disputes hetween contracting states and 

private investors. Like the UN CITRAL arhitration rules, the ICSID Convention has 

received widespread international acceptance. China now lists ICSID as a potential 

forum for arbitration351
• 

3. Applicable Law 

Specification of the substantive law used to govern disputes is the mnst 

difficult drafting task facing contract negotiators. There is no c1ear answer in Chinesc 

law concerning which law should be applied by the two permanent arbitration 

commissions. However, there are "choice of law" provisions t'ound in both the FEeL 

and the Civil Code. The 1987 Responses of the People's Suprcme Court to 

Questions Arising out of the Application of the Foreign Economie Contract 

Law~52 also contains provisions concerning the choice of law. According to thcse 

350 Ibid. 

351 James A. R. Nafziger & Ruan Jiafang " Chinese Methods of 
Resolving International Trade Investment and Maritime Disputes" Law 
In the People' s Republic of China Supra, note 336 p. 148. 

352 According to the 1979 People's Court Organic Law art. 32 
and 33, the Supreme People' s Court can gi ve interpretations on 
question concerning specifie application of laws and in judicial 
proeeedings. Since 1987, the Supreme Court has been issuing 
interpretative notices concerning P.R.C. law. 
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documents, we can roughly conclude that the application of law in a Chinese 

arhitration organization is as follows: 

(1) International bodies have recognised the pd"- -;iple of party autonomy 

regarding international commercial arbitration. This principle has also been adopted 

in Chinese law.J51 

The contracting parties may choose the Jawapplicable to the contract and 

for the arhitration of their contractual disputes, when the contract is conc1uded or 

after a contractual dispute has arisen354• 

(2) Where no governing law is chosen by the parties, the arbitration 

tribunal shall decide which law to apply. The arbitration tribunal should apply the 

law which has the close st connection to the contract.355 

(3) The FECL stipulates that Chinese law must apply in Chinese foreign 

equity joint venture contracts, contractual joint venture contracts, or any contract 

involving Sino-foreign exploration and the development of Chine se natural 

J5J The Foreign Economie Contract Law art. 5, The Civil Code 
art. 145. 

354 The People's Supreme Court Responses Para. 4, art. 2. 

J5~ Foreign Economie Contract Law art. 5 provides that the 
parties to a contract may seek settlement to disputes , in 
accordance with laws of their choosing applicable to such disputes. 
1 f the parties make no such choice, the law of the country most 
closely related to the contract shall apply. 

356 JVL Implementing Regulation also stipulates that the 
formation of a joint venture contract, its validity, 
interpretation, execution and the settlement of disputes under it, 
shall be governed by the Chinese law. 
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Article 18 of the 1982 Constitution stipulates that the rights of joint 

ventures are protected by the law of the People's Republic of China. This provision 

means that foreign enterprises will be subject ta the laws of China, if thcir contracts 

and agreements are sile nt as to the governing law. 

4. Enforceability of Arbitral Awards 

(a) The conditions for enforcement of foreign arbitral awards 

In 1986, the Standing Committee of the National People's Congress 

approved China's accession to the United Nation's Convention on the Recognition 

and Enforcement of Foreign Arbitral Awards [hereinafter, FAA Convention]'\';7. 

China joined the FAA Convention to help build a favourable c1imate for 

international trade. The F AA Convention applies to buth the recognition and 

enforcement of Chinese arbitral awards in other contracting countries and 

recognition and enforcement of foreign arbitral awards from other contracting 

countries in China. However foreign arbitration organizations when applying this 

FAA Convention in China should consider the promulgated implementing 

regulations for the Convention contained in the Supreme People's Court's Notice on 

the Implementation of China's Accession to the Convention on the Recognition and 

Enforcement of Foreign Arbitral Awards to Higher and lntermediate Levet Courts 

and Certain Special Courts [hereinafter Notice]358. 

357 Convention on the Recognition and Enforcement of Foreign 
Arbitral Awards, June 10, 1958. 21 U.S.T. 2517, T.I.A.S. No. 6997. 

358 The Notice on the Implementation of China' s Accession to 
The Convention on the Recognition and Enforcement of Foreign 
Arbitral Awards issued by the Supreme People's Court, (1987) 
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These regulations explain certain reservations to China's acceptance of the 

F AA Convention. China will apply the F AA Convention only on the basis of 

reciprocity and only to commercial disputes as so defined by Chinese law. 359 

The Civil Procedure Law also stipulates that before recognizing and 

enforcing a foreign award the court must ensure that it does not violate the basic 

principle of the law of the PRC or the national Dl 'ocial interests of the country. 

According to the F AA Convention, the CiviJ Procedure Law and the 

Notice, the conditions applying to the enforcement of foreign arbitral awards are the 

l'ollowing: 

( 1) According ta the Notice, where provisions of the F AA Convention 

differ l'rom those of the Civil Procedure Law, provisions of the FM Convention 

shall apply. 

(2) China shaH only apply the FM Convention to arbitral awards made 

in the territory of other signatory ~tates360. The reciprocity reservation therefore, 

refers to reciprocity in terms of the situs of the arbitration, not to the national origin 

of the parties themselves. 

(3) When signing the FAA Convention, China also included a reservation 

that it would only apply to disputes arising out of commercial legal relationships of 

359 Decision of the Standing Commi ttee of the National People' s 
Congress with Respect to China's Accession to the Convention on the 
Recognition and Enforcement of Foreign Arbitral Awards. Adopted 
Dec. 2, 1986. 

360 Supra, note 358 
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a contractual or non-contractual nature.361 Such relationships rder to economic 

rights and duties created by contracts, torts '. 'r statut ory law, such as: the purchase 

and sale of goods; property leasing; engineering contracts; proccssing contracts; 

technology transfer; equity joint ventures; cooperative joint ventures; the exploration 

and exploitation of naturaI resources; insurance credit; labour matters; agency; 

consulting services; the transport of passengers and goods by sea; product liability; 

environmental pollution; accidents at sea; and disputes over ownership rights.362 

(4) The F AA Convention also contains standards for recognition and 

enforcement of foreign arbitral awards. Under art. 5, section l, technical ami 

procedural grounds for refusai to enforce an award are enumerated. Grounds for 

refusaI include: invalidity of the arbitration agreement; an award beyond the scope 

of the submission for arbitration;363 the composition of the arbitral tribunal or the 

arbitral procedure is not in accordance with the agreement of the parties or is not 

in accord an ce with the law of the country where the arbitration took place; and 

where the award has either not yet become binding on the parties, or has been set 

aside or suspended by a competent authority of the country in which the award WHS 

made. Section 2 of article 5 stipulates that recognition and enforcement of an 

arbitral award may also be refused if the competent authority in the country whcrc 

361 Ibiç!. 

362 Ibid. 

363 In that case, the portion which 18 beyond the submission 
ta arbi tration 18 invalid. The other portion may be recognized and 
enforced. FAA Convention art. 5. 
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recognition and enforcement is sought finds that: (a) The subject matter of the 

dispute is not capable of settlement byarbitration under the law of that country. (b) 

The recognition or en forcement of the award would be contrary to the public policy 

of that country. 

The Notice contains a further exception which excludes from FAA 

Convention coverage disputes between foreign investors and the governments of hast 

countries. 

The Chinese approach to sovereign immunity, as explained by Houli 

Wang, is: "That the restrictive theory of sovereign immunity characterized by 

classification of state acts into those which are "sovereign" and "non-sovereign" is 

theoretically unfounded" 364. China stands by the traditional principle of the 

jurisdictional immunity of statl!s. The government holds that compulsory jurisdiction 

over a foreign state is inconsistent with the principle of sovereign equality among 

states enshrined in the United Nations Charter.365 

Even though insisting on the theory of absolu te immunity, China may give 

a restrictive interpretation to the host country exception. The Chinese government's 

willingness tn submit to international arbitration may be analogous to its willingness 

to submit itself to domestic PRC courts. The Civil Procedure Law allows parties ta 

lawsuits to include state "enterprises, offices, and organizations"366. The CIETAÇ 

364 Wang Houli" Sovereign Immuni ty: Chinese Views and Practice" 
(1987) 1:23 Journal of Chinese Law p.29. 

365 U. N. Charter art. 1 Para. 2 , art. 2, Para. 1. 

3~ Civil Procedure Law art. 144. 
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Procedure Rules grant it jurisdiction to hear cases concerning Chinese firms, 

companies, or other economic organizations. These laws and regulations provide 

sorne basis for believing that the government will adopt a restrictive rcading of the 

host country exception367• 

ft must be emphasized that the princip le of state jurisdictional immunity 

appHes to states, but not to enterprises and corporations possessing a scparatc Icgal 

capacity. The latter do not enjoy immunity from the exercise of jurisdiction hy 

foreign courts over disputes arising out of their transnational activities. Sincc 197X, 

following foreign trade reform, a great number of state owned enterprises have 

become legal persons. Their commercial transactions, therefore, are carried out hy 

a legal entity other than the government. In this circumstance, application of the 

traditional principle of sovereign immunity would not pose a legal impedirnent to the 

conduct of economic and trade activities with China. 

(b) The Enforcement Procedure 

(1) The Enforcement of the Arbitral Awards of CIETAC 

Generally, the arbitral awards rendered by CIETAC will he autorr'éltically 

carried out by the Chinese parties. The Civil Procedure Law provides that an 

arbitration award rendered by a Chinese foreign arbitration agency is final and 

Jegally binding on both parties368
• Art. 195 of the Civil Procedur", Law provides 

that when one party does not carry out the verdict of a foreign affairs arbitration 

367 Procedure Rules of the CIETAC a.ct. 2. 

368 The Civil Procedure Law art. 193. 
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organization of the P.R.C., the other party may apply for its execution according ta 

the relevant provisions of the Civil Procedure Law. The appropriate body to hear 

the case is the intermediate people's court located in the city of the arbitration 

organization or where the property itself }ocated. Under Article 203 of the Civil 

Procedure Law, when an award is rendered by a Chinese arbitration organization 

against a party whose property is outside the P.R.c., the People's Court rnay turn 

to a t()reign court for assistance according to the FAA Convention or in accordance 

with the principle of mutual reciprocity. 

(2) Enforcement of Foreign Arbitral Awards 

According ta art. 4 of the F AA Convention, a party to an arbitration award 

must apply tn a Chinese court for recognition and enforcement of the decision if it 

was made in another cnntracting country. The intermediate People's Court shall 

receive the application submitted by the part~69. In cases of enforcement sought 

against a natural person, the proper court is the intermediate people's court located 

where he registered his house or where he has his domicile. In the case of 

enforcement sought against a legal person, the appropriate court for the application 

is the intermediate People's Court of the place where tlle legal person has its 

principal place of business. Finally, in the case of ,ln enforcement sought against a 

party without a residence, household registration, or place of business in China but 

who owns property in the country, the proper court shall be the intermediate 

( 
" 

369 Civil Procedure Law art.204. 
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People's Court of the place where his property is located.370 

According to the Civil Procedure Law, a foreign arbitral award that is tn 

be enforced in China should satisfy two requirements. First, the award must be 

effective according to the foreign law. Second, the award must be entrusted hy a 

foreign court to the Chinese court.37) When entrusted by a foreign court tu assist 

in the execution of an already affirmed award, a People's Court shall review the 

award in accordance with the Civil Procedure Law and the F AA Convention. The 

standards for recognition and enforcement of foreign arbitral awards are as follows: 

(1) The award must not violate China's public policy or basic legal principlcs. (2) 

The subject matter of the arbitration must be capable of settlement by arbitration 

under Chinese law. (3) There must be no technical violation in the procedure of the 

arbitration. (4) The enforcement must alsu meet China's reservation regarding 

reciprocity and involve a commercial dispute as defined by Chinese law. 

If no grounds for refusaI exist, the court shaH rule that the judgment or 

award be recognized as legally valid and shaH execute it in accordance with the 

provisions of the Civil Procedure Law . Otherwise, the People's Court shall rcturn 

the request to the foreign court."372 

Th, FM Convention shaH apply to awards rendered after April 22, 1987, 

the date at which the FM Convention came into force in China. The application 

no Civil Procedure Law art. 195. 

ni The Civil Procedure Law art. 204. 

372 Art. 204 of the Civil Procedure Law. 
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for enforcement must he made within the limitation period provided by the Art. 169, 

Civil Procedure Law. The relevant period is one year where one or both of the 

parties is a natural person. If neither party is a natural person, the limitation period 

is six months. 

C. Litigation 

Litigation is another method used to settle civil economic disputes in China. 

Many laws prnvide the legal basis for settlement of foreign related disputes by 

Iitigation includîng the Civil Code, Civil Procedure Law,and the FECL. The Civil 

Procedure Law has special provisions for foreigners invol\'ed in the litigation process: 

Foreign nationals and people without nationality who file or respond to a 
lawsuit in the People's Courts have the same Iitigation rights and 
obligations as citizens of the People's Republic of China. Foreign 
enterprises and organizations which file or respond to lawsuits in the 
People's Courts shall enjoy Iitigation rights and bear Iitigation obligations 
in accordance with the provisions of this law. In the event that the court 
of a forcign country imposes restrictions on the litigation rights of citizens, 
enterprises and organizations of the P.R.C., the peop]e's court shaH follow 
the principle of reciprocity with respect to the litigation rights of citizens, 
enterprises and organizations of that foreign country.373 

In China, jurisdiction over civil and economic cases involving foreigners at 

the first instance is exercised by the intermediate People's Courts.374 

In the past, the People's Courts often submitted their decisions for review 

to the local Communist Party Committee. Art. 126 of 1982 Cmlstitution was 

intended tn insulate the courts from the influence of the Chinese Communist Party. 

The courts shaH now, in accordance with the law, exercise judicial power 

373 The Civil Procedure Law art. 186. 

374 The Ci vil Procedure Law art. 17 
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independently without interference from state agencies or individuals.~75 The 

court has responsibility for its own work in insuring the accurate and effective 

application of law in China.376 

Trials before People's Courts are open ta the public except when they 

involve state secrets, juveniles or confidentiaJ matters (intimate relations). 

The Civil Procedure Law provides that if foreign litigants want to retain 

legal counsel to represent them, they must choose a Chinese lawyer.l77. In China, 

individuals are not allowed to practice law, Chinese lawyers must joint legal advisory 

office, which are part of the state controlled organization. Foreign Iitigants can find 

suit able Chinese lawyers through the recommendation of the legal advisory offices. 

Mandarin, with sorne local exceptions, is the language used in Chinese 

courts. A translator will be provided if a Iitigant so requests, although he must pay 

a service fee.378 

The People's Courts at various levels have handled an increasing number 

of foreign -related cases, most of which are concerned with inheritance, proper:.}' and 

contract disputes. Resort ta Chinese courts for resolution of foreign investment 

375 Supra note 336 p. 967. The Constitution of the P. R.C. art. 
126 stipulates that the people's courts must in accordance with the 
law, exercise judicial power independently and not subject to 
interference by administrative organs, public organizations or 
individuals. 

376 Ibid. art. 135. 

377 The Civil Procedure Law art. 191. 

378 Ibid. art. 190. 
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dispute is still rare.,79 Most investment contracts between foreign and Chinese 

parties provide for arhitration rather than Jitigation in the event of a dispute. The 

Civil Procedure Law provides that disputes arising from external economic relations 

shall not be brought to the People's Court if the parties have agreed to refer the 

dispute to arbitration. Any decision made by the arbitra tian organization is final and 

cannot be appealed to a People's Court.380 

Generally, the Chinese people are reluctant to submit a dispute ta a court. 

Litigation is often a slow anù costly process. In addition, the Chinese people believe 

that bringing a lawsuit may destroy a business relationship and foster uncertainty in 

business transactions381 • For foreign investors the thought of launching a Jawsuit 

in China can he quite daunting considering the differences in language and legal 

systems. They may prefer to seule any disputes through arbitration. However, when 

arbitration is not provided for in a contract, Jitigation provides an alternative. 

Hence, there are three methods for resolving international business 

disputes in China: mediation, arbitration and Iitigation. Amendments in the area of 

arbitration, combined with acceptance of the FF A Convention, shows that China's 

leaders want to participa te in an increasingly interdependent commercial world. 

379 (Novemberl December 1985) The China Business Review p. 27. 

380 Ibid. arts. 192, 193. 

381 William B Grenner" The Evolution of Foreign Trade 
Arbitration In the People's Republic of China" Winter (1989) Vol. 
21 J. of Int'l. L.& Politics p.294. 
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Chapter X Conclusion 

Ta improve the investment environ ment and to increase long term 

confidence on the part of foreign investors, China's leaders have promised that they 

will never abandon the open door polk)' and efforts to provide a sound legal system 

for foreign investment. Paralleling domestic legislative reform in this field, China has 

also constructed a bilateral investment treaty program within a short period of time. 

Thus China has built up a comprehensive though not perfect legal framework for 

foreign investment. 

The previous chapters of this thesis have reviewed the development of 

foreign investment law in the P.R.c. showing its distinctive features. Most distinctive 

of aU, foreign investment law in China has been largely enacted at two levels: 

national and regional. The regional rules are applicable only in specitïcally defined 

geographical areas, mostly in the special economic zones and coast cities. China has 

made FOI easier through the offering of strong incentives to investors in four SEZs 

and fourteen coast cities. These incentives have attracted a suhstantial portion of 

foreign investment. Therefore, localized legislation regarding foreign invcstment 

plays an important role in the overall scheme. An investor must study huth the 

national and regional laws in order to form a complete picture of the foreign 

investment environment for a given project. 

Chinese investment law remains in its formative stages. There exists many 
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ru les which often overlap382. This situation is further complicated by a growing 

number of local rules operating alongside national regulations which are applicable 

in specific geographical areas, and which govern similar issues in different ways and 

with different scopes of application. This overlap may result in confusion among 

Chinese and foreign investors. However, the Chinese government has tried to 

address this problem. In April 1991, the National People's Congress passed the Law 

Concerning the Income Tax of Foreign Funded Enterprises which simplifies China's 

complex and overlapping tax structure. 

The thesis also shows how in arder to provide a stable and predictable 

environment for economic development and to encourage foreign trade and 

investment, China has renewed its interest in international law. 

During the Cultural Revolution,China refused to recognize or adhere to 

almost ail international treaties except the Charter of the United Nations and the 

four Geneva Red Cross Conventions383• But, with surprising speed, the post 

Cultural Revolution PRC has adhered to many international treaties. China has 

accepted the Paris Convention and the FAA Convention, while also receiving 

observer status with GATT in 1984. Adherence to international law has brought 

change to China's domestic laws. For instance, after joining the International 

362 For instance, Chinese contract law is codified in three 
statutes: the FECL, the ECL and the Civil Code. Although each of 
the three statutes have different implications, they cou Id be 
easily incorporated into one single statute with some modification. 

363 Hungdah Chiu, "Chinese Views on the Sources of 
International Law" 
Spring (1987) Vol. 28 Number 2 Harvard Int'l Law Journal p. 306. 
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Customs Cooperation Council in 1983, China was forced to reducc significantly ilS 

tariff rates. China's Patent Law and Tradernark Law have also been adaptcd 10 

bring them within the minimal requirements of the Paris ConventionJS4• 

Moreover, the Civil Code now provides that when an international treaty signed hy 

China contains a provision differing from the Civil Code, the international trcaty 

prevails. 

Most of China's 20 BITs have been conc1uded with developcd countrics. 

These BITs reflect the practice and experience of those individual states. However, 

a corn mon characteristic of ail BITs is the high priority given to the protection of 

foreign property. Those characteristics drawn from Chinese concepts inc1ude the 

national treatment standard of compensation in expropriation cases and the 

seulement of disputes. The BITs weave a mixture of corn mon interests anù 

compromise in a carefully designed legal framework 185 

Finally, this thesis has shown that problems remain with regards tn FOI in 

China. Major concerns stiJl exist over the non-convertibility of RMB and the lack of 

enterprise autonomy. However, these problems are not insurmountablc. The 

movement towards reform continues to the present day. It can be anticipated that 

as long as China continues to pursue its reform process, the Chinese Jegal system 

will move in a direction that is amenable to the promotion and protection of torcign 

investment and closer to international legal norms. 

3~ Stanley J. Marcass, Supra, note 78 p.179. 

3~ Li, Supra, note 307 p.177. 
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