Current Development

CHiNA & WTO Rev. 2021:1; 95-112 CW R

http://dx.doi.org/10.14330/cwr.2021.7.1.04
pISSN 2383-8221 - elSSN 2384-4388 China and WTO Review

China’s Investment Law Reform:
Revolution or Evolution?

Lapteva Anna” & Skvortsov Oleg”™"

This study describes and analyses the recently adopted foreign investment law (the Law) of
China. First, this paper presents reasons for the adoption of the Law. For example, we focus
on the trade war between the US and China, which has greatly affected the adoption of the
Law. The political background that influenced the adoption of the law is revealed. Of note,
legal techniques used by the Chinese legislators in the Law are evaluated. For example, a
list system for investment sectors is used, which divides all industries into categories with
a special regime. This system divides all industries into four categories: (1) encouraged,
(2) permitted, (3) restricted, and (4) prohibited. In conclusion, this study emphasizes that
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foreign investors access the Chinese economy.
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1. Introduction

On March 15, 2019 the 13th National People’s Congress (NPC) of the People’s
Republic of China (PRC) approved the Foreign Investment Law (FIL or “Law”)
at the closing meeting of its second session.’ The first version of the bill of the FIL
submitted for discussion has undergone considerable changes. * The original text
of the bill contained 170 articles, but the final version contained only 42 articles.
The FIL consists of six chapters dealing with investment promotion, investment
protection, investment regulation, and legal liability. In addition, it has general
and ancillary provisions. The content and structure of the Law are traditional and
correspond to the standards that have been formed in the international and national
practice of investment regulation particularly in bilateral investment treaties (BITs).
Before adopting the FIL, China tested the Law following the basic principles
of BITs. The Chinese government started this process recently focusing on the
standards of international investment law. Thus, investment lawyers may conclude
that China is “denationalizing” its investment regimes.3

The FIL was adopted against the backdrop of the aggravation of trade relations
between China and the US. These circumstances created prerequisites for its
ambiguous assessment. For example, some opined that the FIL was more political
than economic because it was intended to mitigate economic relations between
the two States through declarative proposition.4 The Law was largely recognized a
political declaration because it addressed rights for investors, but did not establish
specific mechanisms for implementing these specific rules.”

2. Political Background for Adopting
the Foreign Investment Law

The FIL was approved when Sino-US relations started to deteriorate. A political
confrontation between the two leading powers was a result of their complex
economic contradictions, which resulted in a trade war. For example, in 2018, the
President Donald Trump imposed tariffs on Chinese goods.6 China responded with
tariffs on several hundred US goods and accused the US of launching the largest
trade war in history.7 Both parties did not limit accepted measures and declared
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to impose further sanctions, which aimed to pressure the other side. In 2019,
they finally increase tariffs and negotiations between the two countries were not
successful.” Moreover, standoff between China and the US continued to escalate
and affected in trade and investment companies.

The US-China trade war was broken out against the background of considerable
imbalance in an economic sphere. This demonstrated the large deficit of the US
in its trade with China, while China became the largest foreign holder of the
US’s national debt. In 2019, the US was indebted USD 1.3 trillion to China.” The
trade war began with the hostile statements of the US Government about China’s
trading practices. The Commission on the Theft of American Intellectual Property
provided information about Chinese theft of intellectual property (IP) and forced
technology transfer.”’ It was a consequence of the trade and investment policy that
was adopted by the Chinese Government.

According to American politicians, first the Chinese Government connives
such offenses and covertly promotes their spread. The US suspected that Chinese
authorities should be forcing American companies to transfer their IP to Beijing
as an entrance fee to the Chinese market = and instructing Chinese businessmen to
invest in American enterprises to receive access to strategic technologies and use
those for the needs of China."”

The second argument of ideological nature, on which Trump administration
based, was the statement about protecting the interests of the American
manufacturers. This clear argument relied on Trump’s protectionist policy and aimed
to reorient the domestic American market and American producers.13 President
Trump also threatened to delist Chinese firms from public markets, requiring them
to comply with new federal securities regulations regarding corporate audits.”

In turn, China considers that the US breaks the rules of the World Trade
Organization (WTO), which limit the possibility to apply unilateral sanctions.
From the Chinese Government point of view, the US tariffs against the imports
from China ignores the ruled-based international trading system.15 China considers
appealing to the jurisdictional bodies of the WTO as one of the main instruments
to protect their rights and interests in the confrontation with the Us.”

The US-China trade war triggered global economic recession, entailing
geopolitical shifts with unpredictable social and political consequences.17 The
Chinese authorities should carefully consider the current situation when forming
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a legal model for the regulation of foreign investments because it was largely
made by the American business society. If China does not reach a compromise
with the US, it should look for a way-out by replacing cooperation with the US for
activities with other States. Actually, such activities are substantially defined in
the Belt and Road Initiative (BRI)18 and manifested in a considerable increase in
economic and political contacts with Russia as well as the BRICS members.” In
this regard, China is expanding to Africa, the EU, and other regions for trade and
investment.”

3. Main Ideas of the Foreign Investment Law

The FIL is the foundation for building the branched and complexly structured
investment law system of the PRC in the future. The Law is based on the
following fundamental principles, which in fact determine the main directions of
the investment legislation in China.

A. Openness

The main purpose of the FIL is to open Chinese economy to the outside world. It
is known that transparency, as a principle of economic policy, has an ideological
effect serving as a condition for foreign investment in domestic market. From
1949 to late 1970s, China was isolated from the outside world.” At that time,
attracting foreign investments were unthinkable. It was not until early 1980s that
these circumstances were reformed by the Chinese leadership under the name
of the open-door policy.n‘ As a prerequisite for economic development of the
country, the open-door policy triggered commercial and investment legislations in
line with the global standards, focusing on attracting investments.

B. Equality of Foreign and Domestic Investors

The FIL is to afford foreign investors “national treatment” by equalizing their rights
with domestic investors.”” This equalization ensures the governmental support to
economic activities. To realize this idea, the FIL formulates a presumption of equality
between the foreign and Chinese investors during the investment access stage.24
Moreover, in the context of equality between foreign and domestic investors,
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the Chinese Government declared the access of foreign investors to participate in
government procurement activities through fair competition in accordance with
the FIL.” These changes indicate the abandonment of explicit protectionism in
some sectors of economy.

The equality of foreign and Chinese investors cannot be realized without
simplifying the regulatory approval procedures for access of foreign investors
to the Chinese economy. However, such simplification may create legal barriers
for investments made during the pre-reform time, which penetrated the Chinese
economy through bypassing established restrictions and prohibitions.26

C. Protection of Intellectual Property Rights of Foreign Investors

The FIL also aims to protect IP rights of foreign investors. One of the most
pressing problems that China is facing is the violation of the IP rights of foreign
companies.27 It was a reason for the US-China trade war. Article 22 of the FIL
defines the infringement on IP rights and legal responsibility for such actions.”

However, the Law does not define the degree, limits, and character of such
responsibility. This ambiguity creates uncertainty in understanding what “legal
responsibility” is and how the conditions and degree of responsibility are. The
Chinese government should establish not only a civil, but also criminal liability for
these offenses.

D. Centralization of the Legal Regulation of Investment Activity

The centralization of the legal regulation of investment flows is another question.
Though the PRC Ministry of Commerce of and the National Development and
Reform Commission implemented the coordinating investment before adopting
the FIL, local authorities have broad powers to regulate investments in their
territories. For example, the administration of Chinese Special Economic Zones
issues its normative acts that establish customs preferences, tax incentives (e.g.,
lower tax rates), and flexibility of land use.” In practice, however, this entailed the
growing regional disparities within China.” The elimination of differences among
regions may solve economic, socio-political, and migration problems.
Nonetheless, the FIL does not answer the question on how the powers
between the central and local authorities shall be divided. The Law states that
foreign investors or foreign-invested enterprises may enjoy preferential treatment
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in accordance with the provisions of laws, administrative regulations, or the
State Council.” Conversely, Article 18 of the FIL stipulates that local people’s
government at or above the county level may formulate policy measures for the
promotion and facilitation of foreign investment. Simultaneously, the limits of
such power are not clearly defined. It is clearly related to granting tax incentives
and customs preferences, which are generally paid to the state budget, for the
central authorities to agree with it. Meanwhile, various levels of local people’s
governments and their relevant departments shall draw-up normative documents
on foreign investment. Without legal or administrative ground, however, such
documents should not derogate from the lawful rights and interests of foreign-
invested enterprises or increase their obligations; set market access or exit
conditions; and interfere with the normal business activities of foreign-invested
enterprises.32 Modification of local legislation by the national authorities will be
required after the ratification of the Law.

E. Attraction of New Technologies

The FIL promotes attracting new technologies.33 This idea is not new. In pre-
reform times, Chinese legislation was interested in attracting new technologies,
so that foreign investment should attract resources and high-tech products, which
contributed to the competitiveness of Chinese enterprises. A foreign investor was
admitted to the domestic market only if new technologies were transferred.”

4. Legal Reforms

A. General Provision

The FIL has replaced the three existing laws on foreign investment in China, which
were approved more than three decades ago, i.e., the PRC Law on Sino-Foreign
Equity Joint Ventures (1979), the PRC Law on Foreign Capital Enterprises ( 1986),35
and the PRC Law on Sino-Foreign Contractual Joint Ventures (1988).36

In this course, the FIL harmonized those three laws. For example, the provisions
on corporate organizational forms of a legal entity have been brought into line”
Also, the issues of corporate governance have been removed from the Law. Since
the FIL entered into force, such issues have been regulated by Articles 6-12 of
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the PRC Company Law’" and Articles 14-19 of the PRC Partnership Enterprises
Law.” These laws apply not only to Chinese investors, but also to foreign-invested
companies. Incidentally, this change is in line with the general conception of
reform because foreign-invested companies can equalize their legal status and
corporate organizational forms with Chinese companies. This, in turn, allows such
investment forms as company mergers and acquisitions with Chinese enterprises,
which overcome pre-reform time’s barriers for foreign companies and Chinese
companies.

B. List of Investment Sectors

Another legal reform essential to the distribution of investment flows is to divide
all industries into categories with a special regime. Since 1995, the laws and
regulations attracting foreign investments has been listed at the Catalogue for
the Industrial Guidance of Foreign Investments by the National Development
and Reform Commission (NDRC). The catalogue divides all industries into four
categories: (1) encouraged; (2) permitted; (3) restricted; and (4) prohibited.40 For
the past twenty-five years, the Chinese authorities has been gradually expanding
the list of encouraged and permitted industries. Since China’s accession to the
WTO in 2001," this process has been accelerated.

C. Corporate Regulation

In the pre-reform time, the Chinese government established different corporate
organizational forms for both foreign investors and Chinese entrepreneurs. This
regulation minimized the possibility of uncontrolled capital flows and penetration
of foreign investment in restricted areas of Chinese economy.

Article 31 of the FIL regulates the corporate organizational forms for foreign
investments. In this case, the legal status and corporate organizational forms of
both foreign enterprise and Chinese companies are equal.42 This situation creates
considerable implications in corporate management. Especially, it is possible to
attract Chinese managers by either paying them a fee or providing options for
shares of the enterprise, which was previously impossible because Chinese citizens
could not own foreign property. Article 24 of the FIL prohibits the executive
authority from interfering into the financial mechanism of foreign enterprises,
which ensures their internal corporate governance and stimulates the effectiveness
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of managers.

In the pre-reform period, the difference between foreign-invested enterprises
and Chinese enterprises was considerable in related to governance structure,
allocation of control rights, decision-making procedure, profit distribution, and
liquidation quota distribution. Because Article 64 of Detailed Implementing
Rules for the PRC Law on Wholly Foreign-Owned Enterprises43 mandated the
participation of Chinese citizens in foreign-invested enterprises, the procedure of
corporate governance of such enterprises by foreign investors was complicated.

In practice, how to control Chinese people who acquired foreign citizenship
and made investments in other jurisdictions may arise. It is unclear whether they
are considered to be foreign investors in accordance with the FIL. This will be
clarified only upon the actual application of the Law.

D. Contract Investment

The FIL aims to stimulate direct investments with the statutory fund of the
corporate enterprises. Simultaneously, a contract investment based on special
contract constructions (e.g., concession agreement, production sharing agreement,
and natural resource contract) is a special subject for foreign investors. It is
important because Chinese legislation relies on the dominant system for mineral
resources, that is, the exploration, development, and utilization of mineral
resources is under State’s control and realized by special agents with the status
of state enterprises. In Chinese economy the main instrument for the relations
between the State and an investor is the production sharing agreement.44 State-
investor relations in this area are regulated by particularly the PRC Law on
Mineral Resources (1986).45 The FIL is not applied to the State-investor relations
in the field of mining. Thus, the Mineral Resources Law acts as a special law in
relation to FIL (lex specialis derogat generali). Simultaneously, the exploration
and development of natural resources (oil and gas) are included in the latest
Catalogue of Industries for Encouraging Foreign Investment (paragraphs 18-22).46

E. Registration System of Investment Projects

The FIL has established a registration procedure for investment projec‘[s.47 In the
pre-reform period, Chinese market access for investment project was conditioned
under its registration by the authorities such as the Ministry of Commerce” and
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the NDRC." Moreover, before the adoption of the FIL the investment project
was registered in the currency control body, which was the State Administration
of Foreign Exchange (SAFE).50 In general, the registration rule has a framework
nature referring to normative acts to establish special procedures.

The registration measures of foreign investment are also linked to the provisions
related to “a security review system for foreign investment.””' At the legislative level,
these measures were established in 2015 when the PRC National Security Law
of was adopted.52 Articles 19 and 40 of the PRC National Security Law provides
that the national security system shall focus on strategic economic sectors and
be realized by both central and local authorities. Thus, the creation of a security
review system is a serious barrier to the flow of foreign investment. However,
such legislative solution seems reasonable. It preserves the economic sovereignty
of the state and prevents uncontrolled penetration of foreign companies into the
most sensitive areas of the economy, which could be have negatively affected the
security of the country.

F. Foreign Investments in the Stock Market

The FIL regulates the investment activities in the stock market. In particular,
foreign-invested enterprises may raise capital by publicly issuing stocks, corporate
bonds, and other securities as well as through other means.” The Chinese
Government has permitted foreign investors to trade a number of securities. In
order to acquire the right to trade securities, however, a foreign investor must
have the status of a qualified investment. This status allows to trade a number of
financial instruments: stocks, depository receipts, bonds, bonds repurchase and
asset-backed securities traded or transferred on stock exchanges; Stocks and other
securities transferred on the National Equities and Exchange Quotations; products
as well as bonds, interest rate and foreign exchange derivatives that are traded on
the interbank bond market; Publicly-offered securities investment fund; Financial
futures contracts listed and traded on the China Financial Futures Exchange, and
others.™

For many States, financial investment is generally excluded from the foreign
investment. Instead, separate rules are created for financial markets depending on
how foreign investors set market access. This approach is also adopted in Chinese
law-making practice. Professor Min Zhao noted:
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If the state has other regulations for the specific financial issues, however, such
regulations shall be followed. The existing foreign investment management and
statistical system contain the financial and non-financial fields. After implementing
the new Foreign Investment Law, China is asked to integrate both management and
statistics when taking into account the particularity of the financial industry. With
the implementation of the Foreign Investment Law, relevant laws and regulations

. L . 55
concerning foreign investment will be changed.

Regarding investment regulation of the stock market in China, Western lawyers
stressed that for effective stock market investment, there should be a judicial system
where private disputes connected with security transactions are considered.”
Meanwhile, the protection of rights of minority shareholders must be emphasized
in the first place.57 This approach has a long-term significance, although its results
would not obvious in a short period of time. In order to implement this idea, a
document was released titled, “Several Opinions of the Supreme People’s Court
on Providing Judicial Guarantee for Establishment of the STAR Market and the
Pilot Registration System Reform” in 2019. It declared:

[tThe people’s courts at all levels shall take the protection of legitimate rights and
interests of investors and prevention and mitigation of financial risks as fundamental
tasks of securities-related adjudication; form in an accelerated manner the multi-level
capital market system featuring complete financing function, solid fundamental system,
effective market regulation and effective protection of the legitimate rights and interests

. o . 58
of investors; and create sound judicial environment.

The same idea was supported in the document titled, “Opinions of the Supreme
People’s Court and the National Development and Reform Commission on
Providing Judicial Services and Guarantees for Accelerating the Improvement of

the Socialist Market Economic System in the New Era.””

G. Political Obligations as a Source of Regulation

In the Chinese legislation system, the Communist Party plays a significant role.”
This circumstance appeared in investment regulation. For example, Article 25 of
the FIL provides that various levels of local people’s governments and their relevant
departments shall fulfill the policy commitments to foreign investors/foreign-
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invested enterprises and various types of contracts concluded. When necessary,
they would change policy commitments or contractual agreements for the national
or public interest in accordance with the FIL and compensate the foreign investors
or foreign-invested enterprises for any sustained loss.” Such political obligation is
based on a one-party system in which the party manages all social and economic
processes.62 In turn, political decisions would greatly affect the public-private
partnership in China.” In some cases, political nature of investment prevails over
the economic aspects in China. This process may be found the PRC Constitution.”

H. Methods of Protecting the Rights of Foreign Investors

The FIL addresses the protection of the rights of foreign investors. Specifically,
there are two main mechanisms in the Law, i.e., administrative and judicial
methods.

First, the State establishes working mechanisms to promptly handle the complaints
raised by foreign-invested enterprises or foreign investors, and further coordinates
and improves the relevant policy measures.” This method can be implemented with
additional regulation which requires creating a new body or enduing an existing
body with a new power. Within the framework of the administrative method, the
plaintiff’s procedural capabilities are limited. It is explained by the fact that this
procedure is not adversarial. In addition, there are no rules of evidence established
in judicial procedures, while the role of discretion of the official is considerable.”

Second, the judicial mechanism to protect foreign investor’s rights is based
on an administrative claim.” Thus, investor claims should be considered through
special administrative procedures specific to public investment disputes.

Thus, the authors opines that China is trying to create a mechanism that is
competitive with the International Centre for Settlement of Investment Disputes
(ICSID) which suggests to transfer disputes with foreign investors to domestic
jurisdiction.

5. Conclusion

Foreign-invested enterprises may retain their original corporate organizational
forms for five years after the implementation of the FIL. Nonetheless, this
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process would be painstaking because it may affect the distribution of property
inside the enterprises. In addition, the jurisdiction mechanisms are not clear. For
foreign shareholders, the appeal to both national and foreign courts are not always
attractive for the difficulties with the execution of their judicial decisions. That is
why China has concluded several BITs providing easier judicial remedy. This was
noted in the pre-reform period(’8 and will not lose significance after the adoption of
the FIL.

The Chinese Government has a variety of maneuvers owing to the possibility
of expropriating foreign enterprises “in special circumstances” and “for the public
interest”™” In particular, these regulations are important for retorts by the Chinese
Government in the event of the US-China trade war. Considering that the disputes
that may arise in connection with expropriation for such reasons are subject to
national jurisdiction based on administrative claims, such system is unlikely to be
welcomed by foreign investors. In addition, the political environment will always
provoke the Executive to use the ‘rubber’ nature of such categories as “special
circumstances” and “the public interest.””

Accordingly, the FIL could be considered as a type of Manifesto, which
declares a number of positive principles implemented within the framework of the
current norm-setting and stimulates the investment activity of foreign businessmen.
The FIL is a signal to foreign investors as a long-term invitation to cooperation.
The revolution of investment law has not occurred. However, the Law one step
forward streamlined the system of rules governing foreign investments in China.
In this case, the Chinese proverb applies: “crossing the ford, feel for the stones
[ HAR Ry, B2 A K]
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