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The	Abstract

The vision of this Thesis is to illustrate the importance of law on Chinese economic develop-

ment and to understand the dynamics China has been experienced, from a country economi-

cally undeveloped into the one with the world’s second largest economy. In order to do so, 

subjects of legal origin theory, Chinese formal legal system and contract enforcement, infor-

mal constraints, and reputation mechanism will be thoroughly analyzed by this Thesis. The 

analysis of this Thesis is divided into two mutual dependent Chapters to reach a complemen-

tary conclusion. 

The findings suggest that Chinese legal development is caused by economic development, 

which in turn is facilitated by favorable policies and cultural tradition of guanxi, both of them 

are informal. The role of law in the initial economic development is limited. Furthermore, 

Chinese legal system and formal contract enforcement are often interfered by local interest, 

a problem that is more serious in rural area than in urban area. The problem that formal con-

tract enforcement is inefficient in some part leads to the analysis on the role of informal con-

tract enforcement. Game theoretical study shows that informal reputation mechanism alone 

may be sufficient to enforce contract in stable and uncomplicated circumstances.

Nevertheless, an efficient legal system is important for further economic development in Chi-

na. In light of recent improvements and judiciary reforms, this Thesis remains optimistic on 

Chinese legalization progress.
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Chapter 1	– The	problem

1.1 Introduction

As the world’s second largest economies next to United States of America, China has experi-

enced tremendous changes in almost every aspect in the past four decades. With the imple-

mentation of systematic reforms since early 1980s, China has progressed from an agriculture-

based country to a modern industrialized nation. During the process, by successfully trans-

forming from planned economy into market economy, China became more opened and wit-

nessed one of the highest economic growth recorded in world history, with an average annu-

al GDP growth of 9.91% from 1979 to 2010 and of 7.7% in 2013. 

Since the economic reform being carried out, China, this once backward country has continu-

ally been analyzed by worldwide academics, and the truth behind the rise and sustainability 

of its economic development remains a very significant research subject today. An important 

notion in the field of economic development is proposed by Nobel-prize winning economist 

Douglas North in his groundbreaking article in 19911, In which he argues like the more ad-

vanced and sophisticated an economic system existed, the more important an institution is 

needed to provide security and reduce transaction costs. Furthermore, the work of several 

economic and legal academics like LLSV (1997) and Levine (1998) concluded that legal institu-

tion is playing a decisive role in economic development of a nation.

Interestingly, together with economic development, China has also been undergoing trans-

formative reforms in its legal system and constructing a comprehensive framework of crimi-

nal and civil law during the past thirty years. The interaction of both developments must 

therefore be studied, with emphasis on contract enforcement, as North said: ”the inability of 

societies to develop effective, low-cost enforcement of contracts is the most important source 

of both historical stagnation and contemporary underdevelopment in the Third World.”2

As the quote by North illustrates, contract law, and especially the enforcement of contract 

are excellent perspectives to combine with legal institution as a whole in the analysis of legal 

institution’s influence on economic development. Consequently, game theory analysis will be 

utilized by this Thesis to make a further study on contract enforcement.

                                                          
1

Douglas North, 1991
2

P. 54, Douglas North, 1990
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In order to deal with the problem, this Thesis is going to be divided into four Chapters. Intro-

duction on background, theories and methods shall be briefly explained in the first Chapter. 

The second Chapter contains an analysis of the legal origin theory by LLSV on economic de-

velopment. The result of this analysis combined with a study on Chinese legal system and in-

formal constraints such as political power and culture shall provide useful information for fur-

ther analysis in Chapter 3, which aims to describe the formal and informal contractual con-

straints in China and its consequence. In order to achieve that, game theoretical analysis will 

be conducted. Finally, based on the results from all the studies, the game shall lift the veil on 

the logical explanation of Chinese contractual behavior, and the fourth Chapter will conclude 

this Thesis in a combination of both economic and legal perspective. 

1.2 Formulation	of	the	Problem

This Thesis finds it very relevant to clarify the influence of law on the economic development, 

by studying emerging economic giant China and its contract enforcement environment as re-

search subjects. The effect of contract enforcement constraints, both formal and informal, on 

decision-takers when considering contract compliance shall be observed and analyzed. Use of 

legal, economic and empirical analysis methods are required in the processing of the prob-

lems. In order to clarify the objective of this Thesis, three specific and mutual interactive 

questions are given below:

1. What role does the law of China play in its remarkable economic develop-

ment in the past decades? 

2. What is the explanation of such rapid economic growth in China from a le-

gal perspective? What is the formal and informal contract enforcement in 

China? 

3. By what means does formal and informal contract enforcement motivate 

players to honor the contract? 

1.3 Theory	and	Method

In order to provide answer to problems presented in the Formulation of the problem, this 

Thesis shall make use of several methods and theories in its analysis process. The applied 

theories can roughly be divided into legal and economic theories, which shall be addressed.
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1.3.1	Legal	Theory and	Method				

1.3.1.1 Legal	source	study

As a foundation to all legal analysis in this Thesis, the principle structure of the Chinese legal 

system must be presented first. Therefore, it is necessary to clarify the relevant sources of 

Chinese legislation in this section by using theoretical approach.

Legal institutions as defined by Western standards were only introduced to China after in-

creased Western influences in the late 19th century. Before that, the Imperial Chinese legal 

institution was merely an instrument for the emperor to rule his people, and to promote Con-

fucian3 ethical moralism values. In the eyes of the emperor and the majority of Chinese Con-

fucian scholars, law has always been viewed as nothing but a useful tool for encouraging 

obedience and loyalty among its subjects4. In fact, Imperial China never had clear legal rules 

regarding civil or commercial affairs, and the dispute would be solved by private arbitration. 

On the contrary, 刑(Xing), or criminal law/punishment law, which in imperial China was syn-

onymous with law, was held significant5, due to the extensive influence of legalism6 on Chi-

nese political and bureaucratic structure.7

                                                          
3

Confucianism (儒家), a philosophic school named after moralist and educator Confucius (孔子) (551–
479 BC) gained prominence in the 1

st
Century B.C after the Han emperors declared Confucianism as 

state ideology of China. 
For further elaboration on the definition of Li, See P. 103, Xiaohong Ma, 2014, and the work of Huishu 
Liu, 2011.
4

P. 22, Ole Lando, 2008
5

In traditional Chinese imperial bureaucracy, the emperor was assisted by one, or a number of Chan-

cellor/s depending on the political situation, whom is the head of the administration “六部” – Six min-

istries each governed by a “尚书”, minister. One of the ministries is 刑部 – the ministry of punishment, 
which in the bureaucratic system are both the highest legislative body and the final approval of any se-
rious punishment. Of course, emperors could intervene and overturn the decisions and rulings of any 
ministry.
6

Legalism (法家) is another political and philosophic school dating roughly from the same period as 
Confucianism, which emphasized on strict obedience to the legal system. The founders of the legalist 
school, Han Fei and Li Si, were in fact themselves disciples of a prominent Confucian thinker, Xun Zi. 

(荀子)  In contrary to Confucian thought that people are born good, Legalists viewed people except the 
ruler as born evil and foolish, and it is the duty of the ruler by the application of law to constraint that 
evilness and foolishness. Legalism was the state ideology of Qin state, the country that eventually uni-
fied China and created the first Chinese empire, Qin dynasty. Although Qin dynasty collapsed some 
thirty years after the unification in a nation-wide rebellion, and was replaced by Han dynasty, the polit-
ical structure Qin created was largely preserved well into the final days of imperial China. In fact, the 
emperors of Han while promoting Confucianism’s submissive value to promote loyalty and harmony 
among its subjects, semi-publically continues the use of legalistic doctrines in their way of rule and 
administration. An excellent example is when young emperor Yuan of Han was crown prince, he was 
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According to Confucian teachings, a person should be guided by virtue and moral rather than 

law and regulation.8 Following disastrous defeats and humiliations in the hands of Western 

power, and later Japan during late 19th Century,9 China was forced to modernize its century 

old Confucian institution, including its legal institution. Due to the similarity in culture and 

written language between Japan and China, the Japanese law code which was heavily influ-

enced by German civil law, became the role model for initial Chinese legal reforms and codifi-

cation. After the establishment of People’s Republic in 1949, the socialistic legal system wide-

ly practiced in Soviet Union became the new role model for Chinese legal institution, with the 

1954 Constitution of China having strong resemblance to the Soviet Constitution of 1936. The 

Soviet legal system, however, was also influenced by French civil law.10 In this way, China in-

directly inherited German and French civil law heritages through Japan and Soviet Union.

Despite chaotic and lawless situation from 1960s to 1970s during Culture Revolution when 

law was viewed as counter-revolutionary and capitalistic, new political and economic reforms 

initiated by Deng Xiaoping in 1978 then have quickly reconstructed and expanded, with thou-

sands of well-written and well-structured legislation, to rebuild Chinese legal system in the 

following decade.11 During the 1980s and 1990s, the Chinese legal system with its civil law 

heritages was rebuild, and expanded to include major trace of influence from common-law 

countries. 

The modern Chinese legal system is based on civil jurisdiction and has extensively borrowed 

legal concepts, terminologies, procedures, institutions and principles from common-law 

                                                                                                                                                                       
back then confronted by his father, emperor Xuan, to be too “柔仁好儒”(soft and fond of Confucian 

values), whom instead proclaimed that: “汉家自有制度，本以霸王道杂之，奈何纯任德教，用周政

乎。”, roughly translated as: “The dynasty of Han has its own system of rule – a combination of rule of 

hegemony (霸道), and rule of benevolence (王道). Rule by pure moral teachings and Confucianism 
should therefore be avoided!” (quote translated by this Thesis) – See History of Han – Chronicle of Em-
peror Yuan.
7

P. 22, Ole Lande, 2008
8

P. 65, J. Zhang, 1987
9

China lost Opium War against Britain, second Opium War against Anglo-Franco coalition, First Sino-
Japanese War against Japan, and most disastrously, Boxer Rebellion against Eight-nation Coalition of 
Britain, France, Russia, Austria, Germany, USA, Japan, and Italy. Since 1800, China has practically lost 
all foreign wars it fought. This humiliating reality forced the whole Chinese society to realize China was 
lacking behind, and westernization was initialized after 1901.
10

P. 12, Mo Zhang, 2006
11

P. xi, Mo Zhang, 2006
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countries, where many common law concepts are incorporated12, especially in contract law.13

The enacted and formalized legislation remains as the primary source of law in China, which 

means case-law, business practices and factual arguments have no formal legitimacy.14 The 

current Chinese constitution15 grants several institutional organs the power of enacting legis-

lation with various degree of binding force that follows a hierarchic order. In practice, how-

ever, the Chinese legal hierarchy is far more complicated and incoherent. Often, legislation

enacted by local authority on the same subject may differ considerably with that of central 

authority, and the choice of law is unintentionally left to the courts to decide. The result is 

that interpretations of courts are more important than official recognition, and the Supreme 

People’s Court with its judgments and interpretations has become a de facto legislative 

body.16

With the formal Chinese legal source explained, this Thesis shall present possibly the most 

important informal influence on Chinese legal theory, Confucianism.

1.3.1.2 Confucianism

The origin of Confucian ideals can be traced back to the time of Zhou dynasty17 – where a set 

of moral and ethical code called “Li” structured the society in accordance with the feudal so-

cial order at that time18. The gradual decentralization of Zhou rule and collapse of established 

order saw increasing social chaos and warfare between feudal princes, prompting Confucius 

to call for a return of Zhou rituals – the Li, ruled by virtue and harmony. In essence, the early 

Confucianism ideals are mainly concerned on restoring the social order practiced in Zhou 

dynasty19, by reestablishing the rule of Li that based on interrelationship between and within 

                                                          
12

P. 12, Mo Zhang, 2006
13

Professor Li Su has argued that the Chinese government has traditionally emphasized on formal leg-
islation and neglected the role of customs and traditions, due to the need for rapid modernization and 
reformation since late 19

th
Century.  See P. 27, Li Su, 2001.

14
P. 33, Jiangyu Wang, 2011

15
Xianfa (宪法), adopted in 1982, with latest amendment in 2004, is the Lex Superior in China.

16
P. 41, Jiangyu Wang, 2011

17
Zhou (周) dynasty, c. 1046–256 BC

18
Mencius believed the Li originated from the good nature of human beings – the Li, therefore, is in 

accordance with the ”order of the nature”. For further elaboration on the origin of Li and Confucianism, 
see PP. 2 – 7, Huishu Liu, 2011.
19

As a result, Confucianism as ideology remains very secular and pragmatic – the ideal Confucian 
scholar should, according to Confucius: “To cultivate the moral self, regulate the family, maintain the 

state rightly and make all peaceful.” (修身，齐家，治国，平天下)
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families, the basic unit in a Confucian social structure.20 In essence, Confucianism saw the so-

ciety as an enlarged family, where every member is assumed a familial role. The emperor had 

the role of patriarch and should rule his subordinates as sons and grandsons, as his subjects 

should revere him with loyalty and obedience like sons to a father. Due to the very humane 

characteristics and overreliance on moral and ethical teachings of Confucianism, Chinese ac-

ademics generally agree that Confucianism promotes “rule of man”, 人治 instead of “rule of 

law”, 法治.21

During the rule of Emperor Wudi in Han Dynasty (156 – 87 BC), the emperor dismissed all 

other ideologies such as Daoism and Legalism and favored a modified Confucianism by prom-

inent Confucian scholar Dong Zhongshu, to officially elevate Confucianism in state-ideology 

position. Dong Zhongshu has integrated many ideas from other philosophies and mysticism 

into Confucianism.22 The modified Confucianism however, except for core values23, has 

changed drastically from the original ideas of Confucius24.  As the Chinese society underwent 

drastic changes and came in contact with Buddhism in the course of history, the pragmatic 

Confucianism as state-ideology experienced several changes in its doctrines.25 This constant 

development of Confucianism is also noted by Xiao Li (2014)26. 

                                                          
20

According to Huishu Liu (2011), the practical intention for the rulers of Zhou to favor Li is to maintain 
its feudal social order – emphasizing on the interpersonal bonds, the Zhou kings tried to stabilize its re-
lation with its subordinate feudal lords. See PP. 11, Huishu Liu, 2011.
21

Contrary to many theories, Huishu Liu (2011) argues that Confucius intended to integrate the rule of 
Li and rule of law – that legislative work and implementation of law must comply with the moral and 
ethical values of Li. Xiaohong Ma (2014) further proposed Li has the role of de facto constitution in an-
cient China: the laws may change, but the fundamental Li remains the same for two thousand years.
22

For instance, Dong Zhongshu promoted legalistic idea of “三纲”- three cardinal principles that re-
quired subordinate, son and wife to be fully obedient to their respective superior, father and husband. 
Mysticism was also included into the originally non-religious Confucianism.
23

The core value of Confucianism is to promote Li, rituals and rite, which provides harmony and pros-
perity to the World. Doing so requires ethical and moral teaching in order for individuals to possess 
“Benevolence, righteousness, propriety, wisdom, faith, forgiveness, loyalty, filial piety, and fraternity”. 
Furthermore, family-like interpersonal relation between individuals secures social stability and order.
24

More elaboration on the transformation of Confucianism during Han period, see PP. 14 – 21, Huishu 
Liu, 2011.
25

Confucianism underwent another major transformation during Song dynasty (960–1279 AD). Neo-
Confucianism, which became the most prominent school in Song, Ming and Qing dynasties, rejects the 
influence from Buddhism and religious Daoism (not to be confused with the philosophical Daoism.) 
during the past, and promotes strict rationalist self-restraint. 
26

See PP. 182 – 183, Xiao Li, 2014 – where Li found the rationale of Confucianism is in compliance with 
system theory approach.
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In other words, besides the core values of Confucius that emphasized on humanistic and ethi-

cal teachings, Confucianism is also influenced by its social environment, with eventually some 

of the doctrines that arose later deviated from the teachings of Confucius himself. Conse-

quently, Confucianism as an informal guideline on Chinese behavior is perhaps better under-

stood as a combination of ethical humanistic values promoted by Confucius and the Chinese 

cultural traditions, which often have a mutual causal relation with established Confucian val-

ues.27 Through continuing development, Confucianism and Chinese culture became firmly in-

tegrated and practically inseparable. 

The setbacks China experienced against Western powers started in the late nineteenth centu-

ry, and the introduction of industrialization and modern science has seriously challenged the 

Confucian system and eventually led to “May Fourth movement” in 1919, which students and 

intellectuals all over China demonstrated against anti-imperialism and fought for adoption of 

modern democracy and science, and the abolishment of Confucianism.28 The devastating Cul-

ture Revolution initiated by Mao Zedong from the late 1960’s to mid-1970’s specifically 

aimed at replacing “old and feudal thoughts” with “progressive revolutionary thinking”. At 

that time, Confucian values were denounced, rituals were abolished, Confucian classics and 

papers were burned and traditional scholars were persecuted. Despite all formal forms of 

Confucian practices were successfully eliminated in 1970’s, the Confucian values survived 

through the informal Chinese traditions. And after Deng Xiaoping’s Reform and Opening up, it 

continues to dominate Chinese behavior, rationale and social order to today.

1.3.1.3	Legal	theory	

Having defined both formal and informal contextual influence on modern Chinese legal sys-

tem, this Thesis shall now examine the legal system. Because the emphasis of this Thesis is on 

contract enforcement, only regulations relevant to contract enforcement will be presented. 

Contracts and agreements in China are legally regulated by Contract Law (1999), previously 

unified three different contract law, and General Principles of Civil Law (1986) which contains 

10 articles on principle contractual matters. The GPCL provides an articulated definition on 

                                                          
27

FIND SOME ENGLISH CONNOTATIONS!!!
28

Chinese Communist Party has traditionally viewed May Fourth Movement which occurred on 4
th

May, 1919 to be the beginning of massive popularity of socialism and communism among Chinese in-
tellectuals. Indeed, the two founders of CPC: Professor Li Dazhao and Chen Duxiu were also among the 
initiator of the May Fourth Movement.
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the legal effectiveness of contracts. Nevertheless, according to the priority of lex specialis, CL 

has precedence29.

During the drafting of CL in the late 1990’s, the authors and experts behind it has drawn 

much experience from the articles and principles of German and American contract legisla-

tion, and also international law including CISG and UNIDROIT. They even suggests that the 

rules of The United Nations Convention on Contracts for the International Sale of Goods (CISG)

or International Institute for the Unification of Private Law (UNIDROIT) shall be applied on 

disputes that are not regulated by CL or other legislations.30 Nevertheless, according to Mo 

Zhang (2006), contract must comply with the law and regulations of China both substantively 

and procedurally. The Article 7 CL provides that parties in their performance and conclusion 

of a contract must comply with Chinese laws, administrative regulations and social ethics, and 

must not damage public interest. 

In international contracts, under Article 126 CL, contracting parties enjoys freedom in choos-

ing the governing law, provided choice of foreign law is in absolute compliance with Chinese 

public policy and/or mandatory rules, and should not be made in violation of the rules that 

mandate Chinese laws.31 Otherwise, the foreign law chosen by the parties shall be excluded, 

and Chinese law will be applied. It is worth noting that Article 126 CL explicitly requires all 

Joint-Venture contracts in China to apply Chinese law. 

Multiple practical cases have shown that the Chinese court is very reluctant to recognize or 

enforce foreign judgments, often citing the lacking of reciprocity agreement as an excuse.32

On the other hand, due to the fact that China is a member of WTO and the international in-

fluence during the drafting of numerous new laws including CL, Chinese courts are more will-

ing to directly apply international treaties for civil and commercial matters.33“Shanghai Dong 

Da Import and Export Co., Inc. v. Laubholz-Meyer Company”, a case in which Shanghai Yangpu 

                                                          
29

P. 17, Dengsheng Peng, 2011
30

P. 44, Ole Lando, 2008
31

PP. 328 – 333, Mo Zhang, 2006
32

The unwillingness of Chinese courts to recognize rulings made by foreign court is well known among
the legal society in China, for further elaboration on the recognition of foreign rulings in China, and 
recognition of Chinese rulings in foreign country, see “THE RECOGNITION AND ENFORCEMENT OF FOR-
EIGN JUDGMENTS BETWEEN THE UNITED STATES AND CHINA: A STUDY OF SANLIAN V. ROBINSON” –
Qisheng, He, 2014
33

P. 341, Mo Zhang, 2006
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District People’s Court directly applied CISG without referring to any domestic legislation and 

absent parties’ choice of law, has been selected and published by Shanghai High People’s 

Court as a case of particular significance, and argued by Mo Zhang (2006) as a prototype of 

application of international treaty.34

1.3.2	Economic	Theory	and	Method

1.3.2.1 Game	theory

Contract enforcement analysis from legal perspective is not enough to answer some of the 

underlying issues that this Thesis aims to resolve. Accordingly, game theoretical analysis is re-

quired. Consequently, the basic principles of game theory must be addressed.

Every decision in the area of business requires deep strategic planning and investigation, to 

find the best possible option to maximize self-interest, even more so in contractual relations.  

Perhaps the most important methodology that provides a logical analysis of strategic interac-

tion of contractual situations is game theory. Almost unlimited different versions of games 

can be found under the umbrella of game theory, and there are many ways to organize them 

in different categories. One frequently used categorization and the one most relevant to this 

Thesis is cooperative game vs. non-cooperative game, in which the former one plays a vital 

role in game theoretic analysis of contract enforcement issues.35 Unlike non-cooperative 

games where players are set to compete against each other like gladiators in coliseum, in co-

operative games, players are set to conduct joint action. Another major distinction between 

the two games is that most of the cooperative games have third party involvement, such as

courts or other enforcement institutions could change the nature of the game, and thus af-

fect the players in their decision-making process. Non-cooperative games often only concern 

the players. Although different games have different rules, common to all games are the five

definitive basic elements proposed by Joel Watson:

1. A list of players,

2. A complete description of what the players can do (their possible actions),

3. A description of what the players know when they act,

4. A specification of how the player’s actions lead to outcome, and

                                                          
34

PP. 342 – 345, Mo Zhang, 2006
35

P. 140, Joel Watson, 2008
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5. A specification of the player’s preferences over outcomes.36

Within the framework of the five common formal elements, each game has its own prerequi-

sites and settings. Some of the games are more general in nature that can be applied in vari-

ous purposes, while others are more specific in its use. The Thesis shall identify games that 

have most relevance to answering contract enforcement matter in China, and integrate them 

in the extensive strategic game model containing multiple game tests in the game theory 

analysis section in the third Chapter. Additionally, because of the need to adjust specific situ-

ations in the Chinese contract enforcement environment where the Thesis’ legal analysis shall 

clarify, the Thesis shall make use of self-created game by combining elements from several 

games. The details of all game models used in extensive strategic game shall be explained 

within the context of the actual game theory analysis.

1.4 Scope	and	Limitation

Having presented all necessary theories and methods, this Thesis is ready to begin its analysis 

phase. Obviously, this Thesis wish to answer all questions related to Chinese legal system, 

economic development and contract enforcement, but there are limitations. Both the formal 

requirement that this Thesis has to comply with and the fact that too many extended analysis 

may disrupt the mainline will prompt this Thesis to provide a limitation to the analysis pro-

cess.

Those subjects that are very interesting and related to the study of this Thesis were found to 

be insignificant to the conclusion of this Thesis after careful consideration, and will be left un-

touched. Following subjects falls under this category:

- Legal theories other than legal origin theory by LLSV that also concern legal institu-

tion’s influence on economic development, such as market-based theory and political 

theory, will only be briefly presented.

- The underlying factor of how protection of private property affects economic devel-

opment is not included in the analysis process. This is primarily due to the limited 

scope of this Thesis, as otherwise the number of pages will easily exceed 100 pages.

- In the analysis of formal contract enforcement in China, Articles that are less relevant 

to contract enforcement shall be excluded. Furthermore, because this Thesis aims to 

                                                          
36

P. 9, Joel Watson, 2008 
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provide a general overall comprehensive picture of the contract enforcement situa-

tion in China, the Articles in Chinese Contract Law that involves specific contract shall 

be generally disregarded.

- While a repeated game in game theory can either be finite or infinite, only the infinite 

game is relevant to the study of this Thesis. As such, finite game would only be men-

tioned without further analysis.

Of course, there are much more subjects this Thesis would have paid attention to if the em-

phasis is other than contract enforcement in China. 

With a problem formulated, relevant theories and methods identified and presented, this 

Thesis shall enter the actual analysis process.

Chapter 2 – Legal Institution and Economic Development

In this Chapter, the core question on to what extent does legal framework influence Chinese 

economic development shall be answered. 

Firstly, the much debated theories of LLSV and North are proposed respectively and put into 

a real example China to answer the core question. However, the result shows a huge contra-

diction between the legal origin theory of LLSV and the reality in China, where it should have 

failed in economy due to being an undemocratic civil law country according to this legal origin 

theory. Then, as what described in the theory of North—efficient protection of private prop-

erty and enforcement of contract are supervised by the system of law and decisively im-

portant influencing economic development—has also been proved partially wrong compared 

to analysis of other legal and economic theories. The protection of private property and en-

forcement of contract in the early stage of reform in China are illustrated as being supervised 

by informal substitutive forces, but not by formal legal system proposed by North and LLSV. 

Furthermore, the real result that explains the reasons for rapid economic development of 

China turns out to be political motivation and guanxi networks. 

Next, to be specific, this Chapter also discusses about Chinese formal legal system and the ac-

tual implementation of the national legislations of China to answer the core question. The re-

sult of the analysis shows that Chinese legal system is under serious influence of the political 
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intervention of CPC and informal cultural guanxi networks which emphasize on personnel 

connections and act as a mean of constraint. 

As a whole, both of these informal constraints contribute to the Chinese rapid economic 

growth and at the same time impede the legalization progress in China. Chinese national leg-

islations have been experiencing constant influences from local and personal interest until 

now. Notably, the recent experimental judiciary reform instigated by the new president Xi 

Jinping has shown positive signs on the legalization progress and the outcome of the reform 

is yet to be revealed.

2.1 The Influence of Law on Economic Development

The ongoing globalized and capitalized modern world economic system has transformed from 

the once simple, exchange-based economy into a complex and intricate system, with indefi-

nite networks, transactions, connections, and complicated causalities. As North (1991) point-

ed out, the growing distance and specialization of trade result in distinctive transaction cost 

problems that need to be reduced, such as the problem of agency and the problem of con-

tract negotiation and enforcement in alien parts of the world. The solution to these transac-

tion cost, proposed by North (1991), is the establishment of a formal legal system that in-

creases transaction cost efficiency37. A well-established formal legal system can provide effec-

tive contract enforcement and protection of private property. Formal legal system can fur-

thermore promote a set of game rules to create predictability and to lessen the risk of trans-

action, and business doings in general.38 From the work of North and John Williamson et al.,39

two fundamental and indispensable elements in the modern capitalistic market economy 

where legal system plays a significant role can be described:

The protection of private property rights – Private property right implies the property-

holder has the exclusive right to the usage, ownership, income and transaction of his/her 

property. This right creates the foundation for any economic activity in a modern market 

economy. North (1991) proposed that, as the economy develops towards capitalistic 

market economy and becomes more and more sophisticated the informal constraints 

which were reasonably good substitutes to formal rules prove to be  inadequate, such as 
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guilds, traditions and customs. And the only institution that has effective coercive power 

to protect the important private property right is the state, realizing in the form of legis-

lation.40  Thus the law, acting as the ultimate enforcement force in the society, provides 

the most necessary protection to the private property rights. This fact coincides with the 

quote of John Locke: “Government has no other end, but the preservation of property.”41

As the result of the progression and sophistication of the market economy in the world, 

the importance of protection of private property stands out more and more significant, 

with increasing countries acknowledging the fundamental role of private property, evi-

dently in the 2004 amendment of the constitution of China, in which Article 13 explicitly 

stated that: ”The lawful private property of citizens is inviolable.”42

Enforcement of contracts – Not only must the private property be protected, the free 

transaction also must be allowed, in order to create an efficient allocation of resources, 

much necessary in the market economy, from basic shopping in grocery-store to multi-

million M&A, they all require a safe transaction mechanism to be applicable to enforce

when breaching an enforcement protocol in the contract law.

When an agreement is made and a contract is signed, both contracting parties have the 

game theoretical options to breach or to honor that contract, so this decision-making in-

creases the risk and uncertainty of transaction and leads to inefficient allocation and 

waste of resources on resolving dispute. By implementing regulatory legislations such as 

contract enforcement clauses, the legal system is able to establish the formal rules of 

economic transactions to make sure that those who involved in economic activities could 

be constrained and awarded incentives, for the purpose of limiting risk and cost of trans-

action. 

It is sufficient to say that the effective protection of private property and contract increases 

the predictability for all partakers in the economy, and greatly lowers the risk of business and 

transaction cost. As such, these protections are counted as one of the most important and 
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essential elements in the effective functioning of the market economy and that of a coun-

try.43 Traditionally, in compliance with the mainstream legalistic view, the law has been wide-

ly accepted as the most effective and objective instrument, possible in the protection of pri-

vate property and contract. This protective role makes law an important factor in the eco-

nomic development. Meanwhile, the exact extent of influence of legal institution in economic 

development is a subject of substantial debate among many prominent academics: some no-

tables are Douglas North (1991), LLSV (1997), Kenneth Dam (2006), Thomas Carother (2006), 

and many more44. 

Among those academics, the legal origin theory proposed by LLSV against Chinese economic 

development will be demonstrated to analyze the reason why China witnessed tremendous 

development in the past decades. 

2.1.1 LLSV Theory

In 1990s, four academics in the fields of law and economics, collectively known as LLSV, pub-

lished several articles dealing with legal protection of investors and its consequences on eco-

nomic development together.45 In these debated articles, LLSV measured and coded the legal 

rules governing investor protection of 49 countries, using national commercial laws. The re-

sult suggested that the difference of economic development between different countries can 

be attributed to the diverse legal protection of the countries. In their findings, they argue that 

those countries who provide better creditor, contract, and private property protection are 

more likely to attract foreign investment, to achieve better financial performance, to lessen 

the transaction cost, and in the end to accomplish higher economic growth. To be specific, 

LLSV concludes that stronger investor protection and more efficient institutions are correlat-

ed with better financial and economic outcomes. In the analysis process, LLSV classified vari-

ous countries they observed into different groups, based on the legal traditions of the coun-

tries, called “legal origins”. The groups are compared in a comparative empirical study, and 

the conclusion was that the origin of legal institution plays a very important role in the eco-

nomic development of the country. LLSV explicitly explained that countries with French-law 
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origin have least protection of investors and thus performing rather poorly. German-law and 

Scandinavian-law origin countries are mediocre. While countries implemented common-law46

with highest protection towards investment are consequently performing best in finance and 

economy.

In 2007, LLSV summarized and expanded their findings into another paper. Consistent with 

former findings, the new paper reaffirmed that the level of investor protection differs be-

tween the countries. In the end they concluded that: “The evidence showed that legal inves-

tor protection is a strong predictor of financial development.”47 The difference of investor 

protections is attributed to different “legal origins” of the countries, which is categorized into 

two principle families: common law and civil law.4849

Using statistic measures, LLSV reaches the conclusion that the effect of legal origins on legal 

rules and financial institutions is statistically significant and economically large,50 and that 

higher income per capita is associated with less legal formalism – compared to common law 

countries, civil law countries generally have more legal formalism.51 As LLSV argues the 

strength of common law origin countries in economic development was: 

- Better investor protection is associated with improved financial development, better 

access to finance, and higher ownership dispersion, and

- Lighter government ownership and regulation is associated with less corruption, bet-

ter functioning labor markets, and smaller unofficial economies, and
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- Less formalized and more independent judicial systems is associated with more se-

cure property rights and better contract enforcement.52

The legal origin theory of LLSV, which suggests common law countries are performing better 

in economic development than civil law countries as a general did not provide answer to why 

China, a German civil law country as defined by LLSV， has achieved unprecedented econom-

ic growth. This intriguing mismatch and inapplicability of legal origin theory of China has also 

been a study for other academics, such as Randall Peerenboom (2010), and Xiao Li (2014).53

2.1.1.1 Additional theories 

In connection with the legal origin analysis of LLSV, numerous legal and economic academics 

have argued about the effectiveness of common law, many of them referenced later in the 

updated works of LLSV from 2004. According to Posner (1998) which analysis was included in 

LLSV’s research, the effectiveness and success of common law must be attributed to the ef-

fective decision-making of jurisprudence compared to the legislative works in civil law coun-

tries. Additionally, courts are less likely to fall under pressure from lobbyists and corruption 

than legislative bodies.54

According to Mahoney, the tradition of common law is better to implement decentralization 

and federalism. With the more independent courts, the risk of power abuse from the state 

could be minimized.55 Mahoney acknowledged the sharp ideological difference between 

common law and civil law. He considered the former one as more suitable for federal gov-

ernment with limited interference and the latter as more appropriate with centralist and ac-

tivist government.56 This portrayal of the different legal traditions was further expanded by 

Djankov et al. (2003), and referenced by LLSV, that all legal institution regardless of legal 

origin must face “…the conflict between the twin goals of controlling disorder and dictator-

ship.” 57 The tradeoff functions in such ways, as the state becomes more insistent in dealing 

with disorder (in economic relation, market failure.), so become more abusive of power.58  
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LLSV and Djankov identified the French civil law system “as a system of social control of eco-

nomic life that is relatively more concerned with disorder, and relatively less with dictatorship, 

in finding solutions to social and economic problems.” The common law system, in contrast, is 

relatively more assertive with controlling dictatorship than disorder.59 As mentioned by LLSV, 

the different approaches of common law and civil law must not be interpreted as if the for-

mer adores anarchy, or the latter implements dictatorship. The difference lies in the different 

choices of balance between private disorder and public abuse of power.60

The research result of the prominent neo-classical economic and political academic of Frie-

drich von Hayek has also been frequently referenced in the legal origin theory. One of the ar-

guments referred by LLSV is that because legislators are far away from the realities of eco-

nomic activities, they functions as incompetent decision-makers. Furthermore, Hayek associ-

ated legislative works with central planning which he saw as ineffective. On the contrary, to 

him, just like the changeable market, jurisprudence practice in common law countries is easi-

er to implement and also very adaptable to the changing circumstances, of which is also 

agreed by LLSV in their articles. 61 Another liberal legal theory worth mentioning is the Mar-

ket-based theory proposed by Fischel and Easterbrook among others, which by using Dela-

ware as an example argues that the law, just as everything else, is determined by the market 

force62. Fischel & Easterbrook put forward that the efficiency of market force imposes suffi-

cient constraint on the corporate managers, and the market competition will result in im-

proved legislations. 

With the support of liberal academics, LLSV has concluded that the fundamental difference in 

ideology, institution and approaches between the common law and civil law traditions lies in 

the different historical development of France and England during the medieval age and 

French revolution.63 In accordance with Hayek, LLSV argue that it is the fundamental distinct 

in the concept of freedom that caused the difference today.64 In general, the legal origin the-

ory contains significant amount of influence from the neo-classical economic school. It is 
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therefore not surprising that the result of legal origin theory is largely in compliance with the 

neo-classical belief in the efficiency of the market and the inefficiency of central planning. 

Despite this profoundly neo-classical economics suggestion shall be addressed and analyzed 

on its compatibility in China in the following section, this collective research result of LLSV 

and other prominent academics nevertheless clearly demonstrates that there is a fundamen-

tal ideological difference between common law and civil law65. 

2.1.2 Empirical Test on the Compatibility of Legal Origin Theory in China

Regarding China, in conformity with the result of source of law analysis of this Thesis in Chap-

ter 1, the LLSV has categorized China as a German civil law country. According to the legal 

origin theory, as a civil law country, China would therefore have to overcome “the baggage of 

their legal tradition in the long run”66 to offset the advantages that common law countries en-

joyed in economic development, such as less corruption and more effectiveness. A general 

pattern of the legal origin theory has focused extensively on comparison between French civil 

law and common law, while largely neglecting German civil law countries in their comparative 

analysis. For instance, LLSV found that French civil law countries were 0.6 % behind in GDP 

growth per annum from 1960 – 2000 compared to common law countries, but what they also 

acknowledged is  that the GDP growth of German civil law countries was faster than common 

law countries, and they have failed to provide a detailed analysis of this evidence. Instead, 

LLSV argued that the measure of human capital – average years of schooling, as proposed by 

Glaeser et al. (2004) must be brought within the analysis of GDP growth.67 A comparison of 

average years of schooling between French civil law countries and common law countries en-

sued, and the conclusion was again the prevail of common law. The faster economic growth 

of German civil law imposed a serious challenge to the theory of LLSV and left untouched. 68

Continuing on the issue of neglecting German civil law by the research of LLSV, an empirical 

study of the distribution of legal origins provided by LLSV’s own research in Appendix 1 of this 

Thesis shows three evidences worth noting:
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- Out of the 150 samples, 42 countries used common law systems – almost all of them 

are either former colonies or in the sphere of influence of Great Britain, the origin of 

common law traditions during ages of colonial and imperialism.

- There are 19 countries with German civil law systems, concentrated in two groups.

The first group is European countries that had extensive German influence, such as 

Austria, Hungary and Poland. The second group is East Asian countries of Japan, 

South Korea, China and Taiwan, none of them had ever been under German coloniza-

tion or sphere of influence.

- Most of the independent and former colonial countries voluntarily chose civil law, 

like Japan, Turkey and Brazil.

In consistence with LLSV argument, this Thesis finds that the majority of legal transplantation 

in the world is a product of conquest and colonization, and almost all of them are exogenous 

in nature.69 This evidence, however, only reinforces the remarkable empirical results of those 

who were free to choose in most cases chose civil law. There must be an explanation why Ja-

pan and China voluntarily chose the seemingly worse civil law during its modernization and 

economic development instead of common law. Furthermore, the main driving force of the 

world economy was initially in Japan, then the Asian Tigers70, and now China. In these six 

countries, four of them implemented German civil law, while the two common law countries 

of Hong Kong and Singapore were former colonies of Great Britain. In addition, Hong Kong

and Singapore were special cases, since they are only city-state with almost unnoticeable in-

dustry and instead relied on their strategically advantageous position during its economic de-

velopment,71 so as to their success less imitable and applicable to the general situation, espe-

cially in China. This empirical observation makes the inconsistency between the legal origin 

theory and the empirical evidence obvious. 

So far, we have reached the consensus that there is essential difference between the ideolo-

gy behind common law and civil law systems. The reason for such difference was a result of 
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distinct historical development of France and England. And the fundamental point of diver-

gence of the two systems lies in the balance between disorder and dictatorship, in which the 

common law system values the control of dictatorship higher whereas civil law concerned 

more about containment of disorder and focused on administrative efficiency. The LLSV has 

applied this divergence in their legal origin theory to explain why common law is more effec-

tive and performing economically better than civil law.

Using the results of empirical study from the beginning of section 2.1.2, this Thesis highlights 

that the legal origin theory could not be applied to explain the economic development in Chi-

na. Next, this Chapter attempts to treat the incompatibility of LLSV, by including the theories 

from several academics that have a different perspective from LLSV.

2.1.2.1 Theories from another aspect

Together with his Harvard colleague and one of the academics of LLSV, Andre Shleifer, Ed-

ward Glaeser et al. (2004)72 reexamined the statistical models and empirical results of LLSV 

from their original research article of 1997 and 1998. The findings were extensive, and most 

of it rejects the theory that institution is vital to economic development. As a continuation of 

the works of Lipset, by using several well-analyzed empirical and statistical researches73, 

Glaeser et al. reached a conclusion closely to that of Lipset (1960), that “…human capital is a 

more basic source of growth than are the institutions.”74 This finding was later recognized and 

used in the updated version of LLSV theory of 2007.75 Additionally, Glaeser compared empiri-

cally the economic development of North and South Korea76 in the period between 1950 and 

2000. The evidence shows that during 1950 and 1980 both countries were undeveloped and 

under dictatorship. The difference however begins to magnify in 1980s, and the result was 

that after 50 years of development, South Korea has achieved a-developed-country status 

and transformed into a democratic nation. North Korea however remains undeveloped and 
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autocratic, and is considered as one of the worst economies in the world.77 While some aca-

demics might interpret this evidence as the triumph of democracy against autocracy, Glaeser 

et al. argue that the political institutional changes of South Korea only came after the start of 

economic development, and that was initiated by a dictator. Therefore, to Glaeser et al., the 

explanation of this empirical evidence suggests that “…poor countries get out of poverty 

through good policies, often pursued by dictators and subsequently improve their political in-

stitution.” 78 This explanation can also be used to clarify the extensive economic growth that 

Taiwan, Singapore and China experienced during their authoritarian time.79

The findings of Glaeser et al. is consistent with a perspective on institution outlined by 

Djankov et al. (2003)80, who concluded that human and social capital, is the determining fac-

tor of the opportunities of institution.81 Institution that helps shape the social choices is de-

termined by efficiency, history and politics, and the outcome of the choice of this institutional 

improves when society becomes richer and its population more educated. Thus, the outcome 

of choices of institution and the increase of social wealth must be mutual causal. This mutual 

causality finding is also consistent with the latest system theory applied by Li Xiao in his re-

search on Legal development, in which he argues the social system82 adapts from external 

and internal pressures into coevolution together with its environment, which is comprised of 

a number of other systems.83

To summarize, Glaeser et al. have found in their empirical and statistical researches the 

shortcoming of the legal origin theory. The empirical argument of the comparative analysis 

between North and South Korea shows that the economic success in East Asia is a conse-
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quence of growth-minded dictators. In addition, the finding that demonstrates mutual causal-

ity by Djankov et al. has been largely ignored. 84

It is worth mentioning that a research made by Mark West (2002) used the same statistical 

models, values and methods as LLSV in their legal origin theory and applied them in a statisti-

cal analysis of legal determinants of World Cup Success. The statistical evidence shows that:

“…In the 49-country specification, Rule of Law and French origin are significant; the correla-

tion suggests that good law, and especially French law, leads to good soccer.”85 Obviously, 

the author meant the results nothing serious. The aim was to highlight the problematic over-

reliance on statistic correlations in empirical research on the connection between legal insti-

tutions and economic development.86 This Thesis has no intention to deny the theoretical re-

search results of LLSV as a whole, and also the Thesis accepts many parts of the analysis in le-

gal origin theory as compelling. Nevertheless, during the analysis process, several critical 

points of divergence between legal origin theory and Chinese reality have been clarified. 

These divergences shall be analyzed further. 

2.1.3. Interpretation of Divergence

Using legal origin theory of LLSV as a starting point, this Thesis has demonstrated through 

comparative and empirical analysis that some of the arguments in legal origin theory are in 

accordance with the empirical study of this Thesis, such as the fundamental difference be-

tween common law and civil law and reasons thereof. Other arguments are proven using the 

same comparative and empirical approach to be inconsistent with the facts, such as common 

law ensures better economic growth than French civil law. Moreover, the statistical analysis 

of West, together with the findings of Glaeser et al. and Djankov et al., has revealed the vul-

nerability of legal origin theory based on the above mentioned issues. This section shall pro-

vide the necessary in-depth analysis in order to determine the real extent of influence legal 

institution has made on economic development that could be applied to China.
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2.1.3.1 The state interventionism practiced in East Asia

Taiwan, Japan, South Korea and China which are widely considered as German civil law coun-

tries87, all incurred their rapid economic development through the reign of a dictator,88 with 

exception of Japan, a fact also noticed by Glaeser et al. in his research on the effect of institu-

tion.89 Furthermore, during the peak time of those authoritarian East Asian countries, not on-

ly their legal origin of German civil law but also their market is by no mean liberal.90  On the 

contrary, Japan, South Korea and Taiwan all endorsed strong state interventionism, defined 

by William Baumol et al. (2007) as big-firm capitalism.91

Japan, as the first non-European country to industrialize, focused heavily on state interven-

tion during its modernization in late 1880s and created “Zaibatsu”, a large oligarch conglom-

erate that could compete with other large firms in the global market.92 This approach was in-

herited by South Korea during their first five-year-plan in 1961 as chaebol model, under mili-

tary junta of Park Jung-hee.93 The same state-led capitalism approach is also applied in China. 

The difference is that instead of conglomerates, Chinese government makes more direct in-

fluence on the market by direct involvement in the form of SOE’s.94 Additionally, during the 

economic development process, Taiwan, South Korea and China completed tremendous re-

forms in their political institution, with the first two countries transforming from authoritari-

an to democratic states. As to China, still being considered authoritarian, its institutions nev-

ertheless also experienced huge restructurings, most importantly the establishment of legal 

institution after 1978, as discussed in Chapter 1. Though the political reforms of China are 
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controversial, most academics agree that the impact of such reforms was by no mean small95, 

and the political structure of China definitely reshaped by the reforms.96

Overall, the empirical evidences from Japan, China, South Korea and Taiwan clearly show a 

similar development path of all the observed countries who resulted in rapid economic de-

velopment: 

1. China, South Korea and Taiwan had authoritarian rule during the economic develop-

ment, (3 out of 4)

2. they all used different forms of state-led capitalism to promote state intervention on 

the market, and again, 

3. China, South Korea, and Taiwan all experienced major political reform as the econo-

my advanced.97(3 out of 4)

Based on the analysis of the empirical evidences, and in consistency with the conclusion of 

Glaeser et al,98 this Thesis thereby argues that when economic growth is the only target to 

pursue, neglecting later consequences, the choice of political institution in a state is optional, 

not that decisive. To be specific, in direct contrast to the liberal influenced legal origin theory 

and market-based theory, authoritarian rule to some degree has advantages in developing 

economy at early stage, as it could mobilize more resources and strengthen a consistent in-

dustrial policy, to execute some unfavorable but long-term beneficial decisions. This part of 

the argument is in compliance with the findings of Glaeser et al., (2004) which compared the 

rule of Deng Xiaoping and Mao Zedong, confirming a “growth-minded-dictator” had positive 

effect on the economy. Furthermore, supported by the research of Baumol et al. (2007),99100
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it is sufficient to conclude that state intervention on the market is beneficial for developing 

countries to achieve higher growth in initial development of economy. What is more, an ef-

fective intervention will indeed require a state to be executively strong, politically stable and 

farsightedly strategic. It is worth mentioning that by combining this argument with the previ-

ous mentioned research of Mahoney (2001), Djankov et al. (2003), Glaeser et al. (2004) and 

LLSV (2007) on the difference between common law and civil law, a logical explanation could 

now be given to answer why China, South Korea, Japan and Taiwan chose German civil law 

instead of common law and all experienced rapid economic growth— Precisely due to the 

ideological difference between the two legal origins, in which civil law is more comfortable 

with centralist and activist government to help less developed countries to industrialize and 

modernize. The combined use of state interventionism and German civil law creates a syner-

gy effect to one another and contributed to an indispensable factor in the success of East Asia, 

and most importantly, of China. 

This argument may also be useful to explain why those developing countries that haven’t 

been imposed western legal traditions by colonization or conquest voluntarily chose the civil 

law in the end. The logic behind the choice could be to obtain the full synergy effect between 

its legal institution and its state interventionist approach, which is more suitable to less de-

veloped countries. 

Nonetheless, there is a strong indication that shows an increasing convergence between 

common law and civil law countries—U.S has experienced increasing legislation build-up in 

financial sector and became more civil law legislation based, at the same time Europe has re-

duced regulations mainly in company set-ups and labor regulation.101 In consistence with the 

convergence, as mentioned in Chapter 1, China with German civil law origin has shown an in-

crease in directly borrowing rules from common law system – especially in civil and commer-

cial law.102
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2.1.3.2 The interaction between institutional and economic development

As discussed in section 2.1, one of the essential roles of legal system is the protection of pri-

vate property from any threat, including the government’s abuse of power. This protection 

was also considered vital in a well-functioning market economy. As a result, it is only logical 

to assume that the more well-functioned a country’s legal institution become, the better its 

economy would be, and vice versa. Yet, in section above, (2.1.3.1.) this Thesis showed that 

Taiwan, South Korea and China all achieved major economic development despite having au-

thoritarian rule. To further address this issue, the findings of Glaeser et al. (2004) of the cau-

sality between institution and economic development must be addressed. As the result of a 

convincing statistical and empirical analysis, he found that the improvements of political insti-

tution was often initiated by dictators and only came after the economic development, as in 

the case of South Korea. It seems Glaeser et al. (2004) agrees that the “good policy” of a dic-

tator could have a more positive influence on the economic development than good institu-

tions.103 This finding, together with the empirical result in section above presents challenges 

to the orthodox theory that good legal institution promotes good economy. 

At this point, a question must be pointed out—what is the difference between good legal in-

stitution and autocracy in providing security and protection to private property.

This Thesis argues that it is indeed true that in most cases dictators abuse their power at the 

cost of society. On the other hand, growth-minded dictators or autocrats can utilize this same 

power on promoting policies to create economic development and the protection of private 

property, such as the farsighted and strategic economic policies of Park Jung-hee and Lee 

Kwan Yew. The other side of the coin is that there is no guarantee that the dictator wouldn’t 

change his mind later in the path and turn into an oppressive ruler, or for this matter is re-

placed by another dictator in a coup d’état. Thus, the principle difference between protection 

and security of private property by a set of independent and unbiased legal rules and that of 

a dictator lies in the limited sustainability and predictability in the policies of dictators.104
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As concluded by Glaeser et al. (2004) and in consistence with the findings of this Thesis, eco-

nomic development of undeveloped countries could also be achieved. The economic devel-

opment from backward economy to a complex and modern capitalistic economy will inevita-

bly change the country greatly, challenging the entire society with new benefits and new dif-

ficulties as well. For instance, when the stock market was reintroduced in China in the late 

1980’s as a result of the economic reforms of Deng Xiaoping,105 the Chinese was introduced 

to a brand-new prospect with the Chinese companies have new channels of capital raising 

and exchange necessary in a capitalistic market, Chinese investors have new investment pos-

sibility, and the Chinese government has new means to intervene and regulate the economy 

and integrate China more closely with the international capital markets as well.  In general, 

every party in China benefited from the stock market reform. With the reform and its bene-

fits, new challenges emerge, especially for the government. In order to establish a well-

functioning stock market and to promote investment, new regulations addressing in the fi-

nancial sector must be drafted or amended and be fully implemented. This in turn requires a 

modernized and effective legal system that inevitably grants courts and financial regulatory 

authorities with more power and independency.

As illustrated by the Chinese example above and in consistency with the conclusion of Glae-

ser et al. and Djankov et al.,106 when undeveloped countries increase economic development 

and accumulate human and physical capital under authoritarian government, the resulting 

benefits create the adequate incentives for the government to increasingly reform its institu-

tions to address new challenges and difficulties, as a direct result of economic development. 

The successful transformation of South Korea and Taiwan, from authoritarian government to 

modern democracy with well-functioned legal institution, sets the precedent for the inevita-

ble institutional transformation In essence, as suggested by system theory, the development 

of legal institution and economy happens in an adaptable coevolution way.107

To summarize, the necessary protection of private property and contract which was tradi-

tionally attributed to the legal system could be partially and in short-term substituted by oth-

er forces than law, such as the policies of authoritarian rule. It is therefore that liberal theo-
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ries such as legal origin and market-based theory could only apply in Western circumstance 

and not in China. The natural and inevitable limited unpredictability and corruption associat-

ed with authoritarian rule in most cases will create instability and challenges to force the 

country to continually adapt and transform its political and legal institution.108 Furthermore, 

the benefits resulted from economic development creates incentive for the government to 

innovate and reform its institutions to face new challenges.

Overall, the analysis of this Thesis has implied that research on economic development and 

effective institution must focus on actual laws and its implementation, rather than on theo-

retically ambiguous assessments of institutions. Therefore, before a comprehensive analysis 

focusing on contract law and the protection of property being clarified, the Chinese formal 

rules and informal constraints in general must be elucidated at first.

2.2 The Formal rule and Informal Constraints in China

As section 2.1 has briefly referred, Douglas North and many other institutional theorists have 

proposed that the social, political and economic activities in a community is regulated by the 

combined effects of formal rule, and informal constraints applicable in that community.109

The formal rule is composed of a group of clear written regulations – a legal code of which 

the state intends to provide what it seems as fitting rules of the game. Informal constraints 

on the other hand, are a composition of political, social, ethical, cultural and even religious 

traditions and customs. 

Most of the institutional theorists, including LLSV, have their research of institution and eco-

nomic development solely focused on the formal rules such as legislation, while only referred 

to informal constraints briefly and abridged. The analysis of section 2.1 has proposed that the 

approach of LLSV could not be applied to answer the rapid economic development China had 

experienced. Therefore, this section shall continue in-depth analysis by focusing on the spe-

cific Chinese rules，formal and informal.
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2.2.1 The Formal Legal System

As Jianyu Wang (2010) pointed, China is a parliament sovereignty and unitary state by defini-

tion – with one constitution, one central government, one supreme legislative body and one 

legal system110. The National People’s Congress has the nominal right of electing both the 

President and the Premier of China – who is the head of the State Council111. In reality, how-

ever, the structure of the Chinese political system and that of the legal system is better de-

scribed by Xiao Li (2014) as Communist Party of China is leading a hierarchical structure on 

the top with several democratic parties playing consultative roles and showing full support 

for the leadership of the CPC.112 In practice, the highest governing body in China is the cur-

rently seven-membered “Standing Committee of the CPC Politburo”, referred as “CPC Central 

Committee”113, in which both the Premier and the President114 of China serve as members.

Since the ending of Culture Revolution, China underwent major institutional and economic 

development, with legalization of the Chinese legal system counted as one of the most im-

portant reform. Though there had huge improvement and achievement in the legalization 

process and the Chinese government declared in 2010 that they shall strive at building a “le-

gal system with Chinese characteristics”, based on ‘the rule of law’,115 many foreign legal aca-

demics, including China, have experienced some setbacks recently, as Carl Minzner (2011) 

has illustrated a fall in court rulings116, and Ping Jiang, former president of China University of 

Political Science and Law has expressed concern of China moving away from “rule of law” into 

“rule of man”.117

In both theory and practice, no part in the Chinese legal institution is independent, in a direct 

contrast to the institutions of western countries. In fact, as all government bodies, the Chi-
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nese legal system is under strict monopolistic and unchallenged leadership of CPC. Almost 

every branch of the legal institution is under control of the party, including courts and procu-

ratorate at every level118 and even law societies,119 despite the Chinese Constitution of 1984 

clearly established that people’s court shall exercise the judicial power independently accord-

ing to stipulations of laws, free from any interference by administrative agencies, social or-

ganizations or individuals.120

As the result of this one party rule in China, and in stark contrast to the main concern of 

check against abuse and balance of power in Western legal institution, the main concern of 

Chinese legislative body is enacting legislation that corresponds with the policies and deci-

sions from the CPC Central Committee121. And for Chinese legal system, the main concern is 

the effective implementation and execution of such legislation and policies122123.  In most 

non-political cases， the rulings of Chinese courts correspond with the social and economic 

interests of the majority, while the rulings may differ significantly in cases with political im-

portance, which the courts are subject of decisions made by CPC.124 For instance, under ex-

traordinary political conditions, when the Party proclaims the policy of “严打”, ”Strike Hard” 

against criminality, involving extraordinary harsh and swift sentence to the “criminals”, the 
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national legislative organ can rapidly enact amendment to the Criminal Procedure Law, 

shorten the proceedings, by reducing the appeal time from ten to three days for example.125

The court system could, judging swiftly and harshly, sentence criminals who conducted what 

would be viewed as small crimes to harsh punishments126, going as far as death sentence. 127

On the other hand, when objective of Party and Central government was addressing econom-

ic issues, in its rulings and interpretation of the law, the courts must provide a “friendly envi-

ronment for economic development”. The use of compulsory measures such as seizure of 

property should be “cautious”, and legal advises should be given in order to help companies 

to overcome their crisis.128 Furthermore, in broader definition, the public security system, 

such as the police force and the individual judicial bureaus within administrative authorities 

including Ministry of Justice in central government and local department of Justice, is also 

considered a part of the broader Chinese legal system, another fine example on the non-

independence and administrative nature of legal system in China. 

Because of the generis sui characteristics of Chinese political system and its extensive influ-

ence on Chinese legal system, compared to legal analysis on Western legal institutions, the 

analysis of Chinese legal system must therefore be much more wide, like including adminis-

trative system, personnel policies and conflicts between administrative, legislative and judi-

cial bodies as subjects of study.
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2.2.1.1 The hierarchy of legislation

Chinese legislations are divided into seven branches, of each a combination of separate legis-

lations dealing with the same subject,129 which are placed into three different levels in the hi-

erarchy of legislation:130

1. Constitutional law

2. Civil and commercial law

3. Administrative law

4. Economic law

5. Social law

6. Criminal law

7. Litigation and non-litigation procedural laws131

According to the Chinese Constitution and Legislation Law which describes the relationship 

between laws and regulations, only the National People’s Congress (NPC) and its standing 

committee have the power to enact legislation designated as “law”.132 Next, the executive 

State Council (Central Government) also enjoys legislative ability to enact legislation, depend-

ing on the scope and subject matter to be designated as “administrative regulations”, “regu-

lation”, “provisions” and “measures”.  The law and administrative regulations issued by NPC 

and State Council have legal authority in theory in whole China. Moreover, the individual min-

istries or departments with the rank of ministry can also enact “departmental rules” that have 

legal effect in each field the ministries operates with, while the local parliament in provinces 

can enact “local regulations” that have legal effect in that province133. 

2.2.1.1.1 The three categories

Formally, the hierarchy of Chinese legislation is divided into three levels, with laws enacted 

by NPC as the highest jurisdiction. The administrative regulations enacted by State Council 

are placed in the second level, while the local regulations enacted by local parliament and 

                                                          
129

For instance, the Civil and commercial law branch contains: “General principle of Civil Law”, “Con-
tract Law”, “Property Law”, “Custom Law”, “ Marriage Law”, “Succession Law”, “Company Law”, “Mari-
time Law” and many more.
130

P. 9, Jiangyu Wang, 2010
131

P. 26, Jingwen Zhu, 2011
132

P. 35, Jiangyu Wang (Edited by Ann Black & Gary Bell), 2011
133

P. 25, Ole Lando, 2008



38

departmental rules enacted by ministries have the lowest level of authority. Theoretically, 

law of higher authority also has higher jurisdiction than its lower counterpart.134 In practice, 

however, various factors have contributed to a rather disordered application of this hierarchy, 

which shall be discussed in the following section.

2.2.1.2 Chinese Judicial System

The Chinese judicial system is composed of two institutions. The judiciary organ known as the 

People’s Court135, and the state organ for legal supervision known as People’s Procurato-

rate.136 The Court and Procuratorate level corresponds with the government’s administrative 

level, with the Supreme People’s Court of China serving as the court of final appeal, and the 

Supreme People’s Procuratorate of China as the final prosecutor authority.

Because the Chinese government never adopted the principle of separation of powers, and 

due to the absolute leadership of CPC, the contemporary Chinese legal institution are subject 

to substantial political influences and failed to gain any serious autonomy or self-

governance137. Party Committee appointed by CPC is established in every level of the Chinese 

judiciary organs, which as described in section 2.2.1.1, includes the police force and judiciary 

bureaus in administrative bodies. In most cases, the actual person in authority in the Chinese 

judicial system is the head of the Party Committee138, not to mention the majority of Chinese 

judges and procurators are members of CPC.139

Another relevant Party organ is the Political-Legal Committee established in different admin-

istrative level, which is entitled to lead, guide and supervise all law enforcement and judicial 

work within its jurisdiction.140

As a result, Chinese legal system has a well segregation of duty, but lacks of essential checks 

and balances, just like in the game of football—the CPC is acting both as player and referee. 

However, the party control does not imply the Chinese legal system as inefficient or unim-
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portant. Rather, it highlights the remarkable difference between the Chinese legal system 

and its Western counterparts. 

2.2.1.3 The enforcement of law

Despite a somewhat hierarchical order exists in Chinese legislation as described in section 

2.2.1.1, just as almost anything in China, the situation in practice is far more complicated. Ac-

cording to Chinese Constitution, China is divided administratively into four administrative 

levels. This first level is collectively known as provincial administrative units, with 23 provinc-

es, 5 “Autonomous Regions” and 4 large municipalities of Beijing, Shanghai, Tianjin and 

Chongqing141 directly under the administration of the central government142. The level of ad-

ministration following provinces is autonomous prefectures and cities, counties, towns and 

villages.143  As described in section 2.2.1.1, the provincial parliament could enact local regula-

tions that have binding authority inside the boundaries of that province. In theory, this local 

regulation is inferior compared to national legislation enacted by the NPC and State Council, 

which means that in case conflict of legal source arises, the national law shall prevail. In prac-

tice however, due to the fact that the judges in local courts have to face a set of targets and 

must be appointed by the local government,144 at the same time, the court budget is also fi-

nanced by the local government and the head of the Political-Legal Committee, which has ju-

risdiction on local courts in most cases and also serves as member of Standing Committee in 

the local government. The local authorities can thereby influence the rulings of local court 

towards their own need and gain capacity to create obstacles against the implementation of 

central government policies that doesn’t correspond to local or personal interest.145

The root of this dispute between central and local government must be traced back to the 

1980’s, where China experienced continuing decentralization, with the central government 

delegating both economic, legislative and administrative power to the provinces in order to 
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promote nation-wide economic development.146 Although the administrative efficiency and 

economy improved as the result, tensions between central and local government still ap-

peared. Beginning in 1990’s, in many instances local government officials have deliberately 

impeded the enforcement and implementation of central legislation and policies. Some of 

the most common approaches include:147  

1. Inaction and shirking responsibility to implement or enforce enacted national law – In 

8th August 2006, during routine check, the environmental monitoring center in 

Yueyang city, Hunan province found 10 times more arsenic contents in the drinking 

water of Yueyang County, seriously threatening the health of local population. Later 

investigation showed the pollution came from a privately-owned chemical factory es-

tablished in 2004. Even though the factory fell under prohibited high pollution and 

energy-consumption classification by State Council, and should, according to Envi-

ronmental Protection Law, never be allowed running in the first place, the factory 

nevertheless had active production for almost two years without even having envi-

ronmental approvals.148

2. Additional “local policies” – Chinese local government are renowned in China for its 

“土政策”, or local policies, imposing regulation that may be contrary to higher level 

national legislation for example, when the Wuhu city, Anhui province in 2005 granted 

“land reserve centers” the authority of forced relocation, directly violating a number 

of higher hierarchical national legislation. This local policy led to relocation dispute in 

2010, where it became apparent that the actual resettlement sponsor was a real es-

tate company.149 In the end, the Anhui National Land Agency revoked Wuhu city’s 

right to approve usage of state-owned land. 
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As demonstrated, driven by personal interests and local protectionism, Chinese local gov-

ernment has shown willingness to set aside central policies and legislation, creating uncer-

tainty to the effect and predictability of legislation.150 Furthermore, in addition to the conflict 

of interest between central and local government, there is also factional dispute and conflict 

between different ministries in central government, and different departments in local gov-

ernment. All of them are potentially undermining the efficiency of central policies and devel-

opment of a healthy legal framework.

The Chinese formal legal system, both legislative and judiciary can be summarized as a non-

independent body almost totally controlled by CPC and mainly concerned about applying, 

adopting and implementing the decision and policy of CPC central committee – the real cen-

ter of power. Compared to 1980’s, the legalization of China has been remarkably improved. 

The rule of law since 1990’s has been widely accepted by Chinese academics, the society and 

the CPC as the principle of governance. According to Jiangyu Wang (2010), reform and the es-

tablishment of an efficient legal system has been universally accepted as the next step of 

Chinese reform, and a “momentum” in the legalization progress has been achieved151.

Yet, as highlighted in section 2.2.1., in the contrast to the promise of the government, legal 

academics have noted a recession in the Chinese legalization progress lately. Legal reforms 

have slowed down, to the extent that Professor Ping Jiang referred as: “one step forward and 

two steps back”152. On top of that, the previous mentioned conflict of interest between main-

ly local and central government has made even more complications to the Chinese legaliza-

tion progress.153

Currently, however, there has been renewed progress in Chinese legalization reform. After 

the passing of “CPC Central Committee Decision on Overall Deepening Reform and Handling 
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- The full text of the court decision and the events after the judgment is translated and described by 
Mo Zhang, see PP. 17 – 24, Mo Zhang, 2006.
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Some Major Issues” by the third plenary session of the eighteenth Central Committee of CPC 

on November 12, 2013, the central leading team for “comprehensively deepening reform”154

has decided to enact experimental judicial reforms155 in six provinces and cities, including 

Shanghai city and Guangdong Province. According to the official news networks, the main ob-

jective of this experimental judicial reform is to remove various obstacles within judicial sys-

tem such as local protectionism156, by establishing:157

1. Responsibility among court personnel – judges and procuratorate officers are now 

responsible for their decisions and cases for lifetime, and court cases will be pub-

lished on the internet to the public.

2. A new judicial personnel system – judicial personnel are no longer part of the overall 

civil servant scheme. From now on, judicial personnel would be classified into differ-

ent positions, and must attain more strict criteria. In return, wages of judicial person-

nel would be improved.

3. A judicial committee on provincial level that selects judicial candidates—whereas 

formerly judicial personnel were hand-picked by local government, the new provin-

cial committee is solely responsible for recommending candidates. The judicial candi-

date must thus firstly be recommended by the committee, and then appointed by the 

local People’s Congress.158

4. Provincial financial system – while court and procuratorate were financially regulated 

by their respective administrative offices before, the reform will transfer that power 

from local government to the province. 
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A central leading team for “comprehensively deepening reform” is a recently-formed organization 
within the Central Committee, headed by Chinese Paramount leader Xi Jinping himself. The objective 
and jurisdiction of this group can be observed in the English Announcement made by the official China 
Daily: http://www.chinadaily.com.cn/language_tips/2013cnencpctps/2013-
11/14/content_17141204.htm  
155

As also noted by Xiao Li (2014), the Chinese government are renowned for experimenting innova-
tive or groundbreaking reforms in selected local entities first. If the reforms prove successful, it will 
then be applied to the rest of the country.
156

http://news.ifeng.com/a/20140616/40745156_0.shtml#_from_ralated
157

http://news.ifeng.com/a/20140616/40745453_0.shtml
158

In order to create a more professional judicial system, the judicial reform group has specifically pro-
claimed to recruit prominent and professional lawyers and legal scholars into the ranks of court and 
procuratorate. 
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In general, the newly-announced experimental judicial reform has shown the willingness of 

Central government to continue political and institutional reforms. Although the judicial re-

form didn’t attempt to improve judicial independency, the reform nevertheless provides 

strong measures against inefficiency and local protectionism in Chinese judicial system. If the 

reform proves successful and further implemented across China, it will ultimately be a very 

important imprint on the continuing development of a modernized and efficient Chinese ju-

dicial system.

2.2.2 The Informal Constraints 

According to North (1991), both formal and informal constraints are supposed to minimize 

the transaction cost, which is a determinant factor in the economic performance of the socie-

ty. Institutions, informal and formal, is formed in accordance with its social environment – in 

primitive and local society with exchange economy, basic informal constraints such as word 

of mouth is sufficient enough to secure contract and private property enforcement. As the 

economic system advanced, the market expanded and the distance between markets be-

came greater, basic informal constraints becomes more and more insufficient. More intricate 

system is required to solve challenges from the more developed economy – eventually so-

phisticated cultural norms that impose more organized informal constraints are formed. 

North (1991) observed that the dominance of formal rule in Western standard only came at a 

later stage as a result of continuing economic and financial development in Western Europe. 

country in the transition such as China, where thousands of years old informal tradition is 

blended with formal rules created only in few decades and drew from Western experiences, 

the distinction between formal and informal constraints are much more blurred.

This ambiguous coexistence between formal and informal constraints in Chinese legal system 

was shown in the analysis on Chinese formal rule in section 2.2.1. In order to clarify the full 

effect of Chinese rules, and most importantly, to understand how legal rules are truly inter-

preted and implemented in China, an analysis of relevant informal constraints must be con-

ducted. 

2.2.2.1 Centralized rule of CPC

The de facto supremacy of CPC’s political power in China is a familiar experience. Throughout 

Chinese history, politics have always been paramount prominence. Due to the fact that the 
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core value of Confucianism is the establishment of social stability and harmony, politic has 

always been perceived by Confucians as the best mechanism in achieving their ideals. 159For a 

Confucian elite in the times of emperors, becoming a bureaucrat within the civil service sys-

tem through imperial examination has always been regarded as the most glorious and pres-

tigious achievement ever.160 In addition, the absolute power of the Chinese emperors togeth-

er with Confucian ideals has secured a unified and centralized China throughout most of the 

Chinese history, where federalism never gained any significant foothold. The modern omni-

presence of CPC must therefore be partly attributed to the historical tradition of a strongly 

centralized government.161 According to Xiao Li (2014), CPC’s adaption of the nomenclature 

system from Soviet Union is also being served as an important factor. In the nomenclature 

scheme, all candidates of administrative positions are directly appointed by the Party, and 

thus the candidates have double identities –as the responsible people in their respective pro-

fessions, such as SOE and courts, but also as members of CPC and thus falls under the total 

control of the party committee.162

The omnipresence of CPC’s overwhelming political power almost on every aspect in the Chi-

nese economy meant that good connections with the government are of vital importance for 

any business entities. In most cases, good interpersonal relationship between business entity 

and the government officials lessens cost and raises profit.163 The importance of interperson-

al connections must therefore be discussed in the next section.
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Evidently, Confucius had involved himself politically in various countries to promote his ideals, and 
succeeded for a short term to become the chancellor of his birthplace, Dukedom of Lu.
160

Further information on the impact of Chinese imperial examination on Confucianism and Chinese 
social cultures, see “Political, Social, and Cultural Reproduction via Civil Service Examinations in Late
Imperial China”, Bejamin A. Elman, The Journal of Asian Studies, Vol. 50, No. 1. (Feb., 1991), pp. 7-28.
https://www.princeton.edu/~elman/documents/Civil_Service_Examinations.pdf
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China for the most part of its history has remained a single country under a single emperor. Even 
during times of fragmentation, each warlord would strive to reunite the country under one rule. The 
emphasis on unity remains important for the Chinese logic even in the modern era. 
162

Nomenclature system refers to the institutional arrangements on personnel management through 
which the Party has the power to decide the list of potential candidates for key positions, both in the 
government and the party’s own hierarchy, as well as to nominate qualified personnel. See the section 
of the articleof Xiao Li, 2014 on the nomenclature structure of CPC – PP. 190 - 193
163

The study of Wu et al. found that private business entities with politically connected managers per-
form better and receive more benefits from governments than those without such managers. See Wu 
et al., 2013
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2.2.2.2 Guanxi

As described in Chapter 1, Confucianism, which promotes harmonious, family-like interper-

sonal relationship between individuals, still has a profound influence on the behavior and ra-

tionale of Chinese people today. Although formal rituals have been eradicated largely due to 

the consequences of Culture Revolution, the Confucian thoughts continue to live on within 

Chinese tradition and culture, effectively affecting Chinese moral senses and interpersonal 

approach. As noticed by most of academics that have researched on Chinese legal and cultur-

al characteristics, the result of thousands of years old tradition blended with Confucianism 

led to the social-cultural phenomenon of interpersonal connection – in Chinese Guanxi, which 

Clarke et al. (2006) and Li (2014) found to be a source of vitality in Chinese society.164 In busi-

ness and social relationship context, guanxi describes a mutual assisting position between 

two independent parties in the aim of mutual interest and benefit.165 Building on trust and 

reputation, guanxi is largely informal in nature and personalize transactions as a social matrix 

of interpersonal connections, linking into every possible social relation, including business-

men, government officials and ordinary people. 

There is no fundamental difference between the informal interpersonal relationship in cul-

tures around the world and the Chinese Guanxi. The only difference is that, compared to 

Western system, guanxi plays a much more important role in Chinese society and economy, 

so that Chinese people put greater emphasis on developing and maintaining guanxi. As a re-

sult, formal rule was and has always been under serious influence from the informal guanxi

networks, with positive and negative consequence. In the context of legal institution, when 

the target is to establish an unbiased and objective formal rule treating everyone equal and 

promoting “the rule of law”, guanxi with strong element of “rule of man” ultimately is more a 

hindrance than assistance. As Chinese officials who are meant to implement and execute leg-

islations and policies, they are often more interested in providing persons within their guanxi

networks with additional convenience at the expense of formal rule, and the favor with no 

doubt would be returned later. Moreover, the advantages of guanxi networks also mean dis-

advantages to those without it. This problem is highlighted in the World Bank survey 2012 on 
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In a survey on university graduate of 2009, Dui et al. found the family background, social connec-
tions all have a very positive effect on the graduate’s employment opportunity. See Dui, Guiying et al., 
“Research on influencing factors of the university graduate’s employment opportunity”, 2010.
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P. 407, Clarke et al., 2006
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China, where small business entities identified “informal practice” as the largest obstacle, 

while the larger business entities with better resource and network didn’t found any serious 

problem166.

On the other hand, if emphasis is on social stability and economic growth, the informal guan-

xi will serve as an inestimable factor to stabilize the society and economy during rapid change 

and time of turmoil where the initial formal rules adapted by the state were inefficient or in-

sufficient. Throughout Chinese history, where formal legal rule on commercial and civil law 

were lacking of167, traditional Confucian moral values in the form of guanxi has a substitutive 

role as the force of enforcement on contract agreement and the protection of private proper-

ty, providing predictability to the uncertain and often turbulent economy.168 More recently, 

in the initial time following the devastating and chaotic culture revolution169, where Deng’s 

reforms reopened China and Chinese economy, guanxi has been relied upon as a rule-setting 

mechanism when the new Chinese legal institution lacked the necessary power to provide 

applicable and reliable enforcement and protection170. 

As the Chinese economy integrated itself more and more with the sophisticated international 

standards, informal and traditional guanxi became unable to cope with the new challenges. 

Furthermore, following numerous reforms and improvements, the formal Chinese legal sys-

tem became an increasingly determinant factor, widely accepted even by CPC as the better 

mechanism in contract enforcement and private property protection171. At the same time, 

the negative consequences of guanxi begin to overshadow its positives. For instance, the sys-
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Interestingly, most Chinese respondents were averagely satisfied with the performance of Chinese 
legal system. Source: China Enterprise Survey 2012, World Bank: 
http://microdata.worldbank.org/index.php/catalog/1559
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P. 27, Mo Zhang, 2006
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Confucian values emphasises on the important of trust, 
169

Mao Zedong once proclaimed in August 1958 during Great Leap Forward in an article on People’s 

Daily that: “rule of man prevails rule of law” “要人治不要法治”
http://news.ifeng.com/history/zhongguoxiandaishi/detail_2011_08/14/8393406_3.shtml
170

Clarke et al. concluded that the relationship between law and economic development in China 
seems to suggest reverse causality: the development of law is a consequence of economic success, and 
not the other way round. See P. 132, Clarke et al. 2003.
171

During the Eighteenth National Congress of CPC, then President Jintao Hu emphasized in his report 
once more the importance of rule of law against rule of man, and that the CPC must operate in accord-
ance with the Chinese Constitution. 
The English version of Hu’s report: 
http://www.wantchinatimes.com/UploadFiles/Hu%20Jintao's%20report%20at%2018th%20Party%20C
ongress.pdf
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tematic corruption and the formation of an elite class with well-developed guanxi networks, 

dominating Chinese upper society while limiting opportunities for people without it, have 

created serious social unrest and obstacles to further development of the economy. Moreo-

ver, according to the findings of Zhou et al. (2003), despite the seemingly dominance of social 

connections in Chinese business transactions, formal and written contract provisions has be-

come the norm. In their study, Zhou et al. (2003) found more than 75% of the studied firms 

used written provisions to specify volume, quality, price, deadlines, and contractual safe-

guards. Whiting (2005) finds that firms apply written contracts with suppliers in 90.5% of cas-

es, and 98.6% with customers.172

To summarize, public opinion and numerous declarations made by CPC central government 

all clearly solidify rule of law and the establishment of an efficient formal legal system as the 

primary target of China in 21st Century. Although in practice guanxi continues to play a vital 

role in Chinese social and economic life, the application of formal rules have already estab-

lished a emergent position both on Chinese mindset and business practice, which indicate an 

adaption of the newly reformed formal rule, and an increasing integration between formal 

legal rules and informal guanxi by the Chinese in general173.

2.3 Summary

The neoclassic liberal theories of legal origin by LLSV and market-based theory who glorify 

the efficiency of the market have serious limitations in its application, and have failed to ex-

plain the unconventional rapid economic development of China – a civil law country with very 

limited democracy and lacks of efficient and independent judicial system. This Thesis, by 

studying empirical evidences and by drawing study models from other academics, has shown 

that neither formal rule in the form of legal system nor market force is the major cause of at 

least East Asian economic development. On the contrary, the cause of Chinese economic de-

velopment rather comes from the informal and growth-minded policies of CPC and the coun-

try’s traditional guanxi networks, both of them are reasonably good substitutes during early 

stages of economic development. In light of this, the institutional theory of North (1991) is al-

so only partially applicable in China – Though the effective protection of private property and 

enforcement of contract indeed is vital for economic development, the formal legal institu-
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This view is shared with Xiao Li (2014), see P. 185.
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tion is not the only effective protection and enforcement option – a finding that needs fur-

ther elaboration in Chapter 3. 

As the result of findings of this Chapter, role of law in the initial stage of Chinese economic 

development is limited. It is therefore not surprising that many legal academics have charac-

terized the Chinese legal development in recent years to be regressing. The legalization is im-

portant to future Chinese economic development, because the study of this Thesis has 

proved that when the economy develops into more complex and sophisticated stage with in-

creasingly specialized goods and service, informal constraints become less and less compe-

tent in its substitutive role. The shortcomings of the informal approach and new challenges in 

connection with the economic development create new pressure on the market that forces 

government to adapt a more formal framework to integrate with informal approach. Alt-

hough Chinese legal system developed largely as the product of the country’s early stage 

economic development and not the other way around, continuous reform and legalization 

progress is required in order for China to preserve its economic development in higher level 

and maintain social justice in the future. 

Nevertheless, Chinese academics have noted a growing cross-class belief in the rule of law 

among Chinese people, a momentum officially acknowledged by CPC in countless instances.

After Xi Jinping became the paramount leader of China in late 2012, he has initiated a series 

of economic and institutional reform within the government. In addition to fighting corrup-

tion and factionalism in the CPC, Xi also focused on reforms in Chinese judicial system and the 

legal system in general. By creating “Central Leading Group for Comprehensively Deepening 

Reforms” within CPC, Xi has managed to implement experimental judicial reforms in 6 prov-

inces and cities to promise removal of local interventionism and improvement in the overall 

efficiency, justice and transparency of Chinese courts and procuratorate. These reforms have 

only just begun its experimental implementation, and the results are yet to be known. How-

ever, the reforms are supported by an overwhelmingly large approval by the Chinese people, 

who remain faithfully optimistic in their future and next generation. The result of the recent 

country survey made by World Bank, where Chinese respondents had a mean rating of 7.4 on 
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a 10-point scale with 1 being extremely pessimistic and 10 being extremely optimistic of their 

future and next generation174 , is the best way to reflect this optimism. 

With the influence of legal system on Chinese economic development identified, this Chapter

has created the necessary prerequisite for a thoroughly analysis on Chinese contract law, 

which shall be addressed in the next Chapter together with some of the matters untouched.

Chapter 3	– Contract Enforcement

As sufficient findings on Chinese formal legal system and informal constraints, and their re-

spective role in Chinese economic development being clarified in Chapter 2, this Chapter will 

move forward to analyze the actual contract enforcement in China.

The analysis of this Chapter will be separated into two parts. Section 3.1 will provide a legal 

analysis on Chinese contract enforcement legislation and the implementation of such legisla-

tion in practice. After initial presentation of the fundamental principles of CL, the analysis re-

sult shows that the Chinese civil law based contract legislation has adopted various common 

law concepts, especially in Articles of CL that involves the determination of liability and 

breach of contract. This adoption of new concept in CL has led to inconsistency between con-

tract legislation and court practices. In some cases, courts have disregarded the Articles being 

influenced by common law and instead applied a traditional civil law approach. In addition, 

conflicts between judgments from different courts have made determination of actual con-

tract enforcement in legal practice very difficult. On the other hand, empirical study by Xin He 

(2008) shows that local protectionism issue presented in Chapter 2 is more threatening in ru-

ral area, and a lesser problem in urban cities.  

Section 3.2 aims to clarify the effect of Chinese contract enforcement on contractual players’

behavior by utilizing game theoretical analysis. The result shows among others that continu-

ing performance is the more socially suitable remedial action. The game analysis also finds 

guanxi networks independently a very important informal contract enforcement mechanism, 

and that importance will increase significantly if formal contract enforcement is inefficient, 

reconfirming several findings of Chapter 2.
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China: The World Bank Country Survey FY 2012, World Bank 
http://microdata.worldbank.org/index.php/catalog/1856
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3.1	Chinese	Contract	Law

As identified in Chapter 1, the concept of contract in China is under significant influence from 

civil law tradition. As such, the Chinese predominant definition of contract is that “contract in 

essence is an agreement”. Accordingly, Article 2 of CL defines contract as “…an agreement 

between natural persons, legal persons or other organizations with equal standing, for the 

purpose of establishing, altering, or discharging a relationship of civil rights and obliga-

tions.”175 According to Mo Zhang (2006) the Chinese CL is distinctive in several characteristics. 

First, contract was defined as a civil legal act – an action of the contracting parties to express 

their will for legal purposed civil and economic benefits176. Second, regardless of their respec-

tive status, all parties related to a contract are equal civil subjects and should be treated 

equally177. The equality between parties of the contract is further established in Article 3 CL, 

where the Article states explicitly that contract parties enjoy equal legal standing and neither 

party may impose its will on the other party. Third, by including “other organizations” as par-

ties of a contract, the CL has extended its coverage to non-legal persons178. In addition, other 

basic principles of contract law that are common in the West were also adopted by CL. 

Party autonomy is secured in Article 4 CL, so that parties can voluntarily choose whether they 

would, whom they would enter contract with, and what contents and form the contract 

should have179. However, despite the clear inheritance of CL’s party autonomy from Article 

1.1 UPICC, and the original draft of CL from 1995 also used the wording of “freedom of con-
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Article 2, CL – Official English version: http://www.wipo.int/wipolex/en/details.jsp?id=6597
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The ”civil legal act” doctrine practiced by Chinese legal scholars suggests that contract must meet 
two criteria in the process of contract making:  First there must be a “meeting of minds” which must be 
made mutually and with consensus. Second, contract mustn’t violate any law. An illegal contract is re-
garded unlawful and not binding nor enforceable. See PP. 35 – 36, Mo Zhang, 2006.
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Despite the obviousness of equal rights of parties to Westerners, it is a relatively new concept in 
China, which back in the days was governed by a planned economy where the state in essence regulat-
ed every business transaction and is therefore unequal in nature.
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According to Mo Zhang (2006), natural person refers to Chinese citizens, foreigners and stateless 
person. Under GPCL Article 36, “A legal person shall be an organization that has capacity for civil rights 
and capacity for civil conduct and independently enjoys civil rights and assumes civil obligations in ac-
cordance with the law.” As to the definition of “other organizations”, the judicial interpretation of the 
Supreme People’s Court has interpreted it as including those organizations that are formed under the 
law with certain assets and organizational structure, but have no independent civil ability and capacity. 
See PP. 36 – 37, Mo Zhang, 2006.
For further information on the difference between legal person and other organization, see case 
Zhejiang Provincial Logistic Bureau Truck Fleet v. Wenzhou Lucheng Transportation Co-op and Wuma 
Labor Services Co. PP. 36 – 39, Mo Zhang, 2006.
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PP. 54 – 56, Mo Zhang, 2006
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tract”180, the final CL has applied a different expressing to avoid the use of freedom. This indi-

cates that China has not reserved its right to intervene contractual matters when necessary, 

as illustrated by Article 38 CL that certain contracts must comply with plans of the state. Fur-

thermore, administrative authorities can “control” contracts for any illegal protocols and may 

declare the contract null and void181. Despite this, most of the published legal materials in 

China have explained Article 4 CL as those parties have the freedom to make contract in ac-

cordance with law182. This explanation was described by Mo Zhang (2006) to reflect the modi-

fication with Chinese distinction on foreign concept, and he has termed the freedom to make 

contract in China as “bird in a cage”. 183

According to Article 7 CL, the contractual parties must obey the legal and administrative rules. 

They must not disturb social and economic stability or public interest; and they must not in-

fringe the rights of third parties184. The scope of legal and administrative rules that falls into 

the definition in Article 7 was defined by the Chinese Supreme People’s Court who has stated 

in its interpretation of CL as legislations being enacted by NPC and administrative regulations 

being enacted by the State Council. Thus, other legislations with a lower hierarchy such as lo-

cal regulations and departmental rules have in theory no effect on contract185. However, just 

as Chapter 2 found that the needs of local and personal interest often exceed law, Bing Ling 

(2002) has found Article 7 CL to be victim of abuse by local court186. Article 52 CL further es-

tablishes that any contract that may infringe public interest or damage state plan shall be null 

and invalid.

In general, the Chapter 1 of CL has provided the general provisions including most of the al-

ready well-established principles in the West, including the principle of equal standing of par-

ties in Article 3; voluntarily contract making in Article 4; fairness and good faith principles in 

Article 5 and 6; and the legality of contract in Article 7. The CL is divided into provisions that 
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According to Ole Lando (2008), similar principle is found in European legislations, including French 
Civil Code article 1133, German BGB § 138, Danish Law 5-1-2, and EU legislation of DCFR II Article 7:301 
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regulate contract in general and provisions for “specific” contracts such as technology devel-

opment and transfer contract and safekeeping contract etc.

With the basic principle of CL identified, this Chapter shall move on to analyze the application 

of CL and the Articles of CL that regulate enforcement of contract. Because the specific con-

tracts are largely irrelevant to the question of this Thesis, the following analysis will be only 

focused on the provisions that regulate common contract. 

3.1.1	Application	of	Contract

The application of CL is interpreted in Article 2 CL to exclude agreement concerning any per-

sonal relationship such as marriage, adoption, guardianship, etc. These agreements shall be 

governed by other applicable laws.187

Because China does not have any specific laws regarding sales of goods in the same way as 

the Danish Købeloven, the contract for sale of goods in China is regulated by a special section 

in CL regarding contract for sale. Furthermore, all general provisions of CL such as liability for 

breach that apply to common contracts will equally apply to the contract for sale of goods 

and all other specific contracts188. However, according to Mo Zhang (2006), CL is not applica-

ble to agreements of administrative nature which is, agreements that the government seeks 

to supervise fulfillment for public interest. Internal managerial relationship of a legal person 

such as a company and its subordinates also precluded from the application of CL.189 Alt-

hough Chinese employment contract is regulated by Labor Contract Law, the general provi-

sions of CL also applies.

3.1.2	Contract	Enforcement

As stated at the beginning of this Chapter, the emphasis of this section is on formal and in-

formal contract enforcement in China. Consequently, the analysis shall focus on Articles in CL 

regarding the liability of contractual breach, breach of contract, and finally remedies. The ar-

rangement of these analyses shall be sequential.
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3.1.2.1	Liability for	breach

Article 8 of CL establishes that lawfully formed contract is legally binding on the parties and 

protected by the law. The parties shall perform their respective obligations in accordance 

with the contract, and the party may neither amend nor terminate the contract. However, as

illustrated in section 3.1.1, only contracts that fulfill the requirements addressed by CL may 

be defined as “lawful contract” and be legally protected. Article 13 CL explicitly states that a 

contract shall be concluded by an offer and accept of the contractual parties, or if the ac-

ceptance becomes effective according to Article 25 CL190. 

In accordance with Article 8 CL, any remedies or breach on lawful contracts will cause legal 

consequences regulated by Chapter 7 of CL regarding liability for breach of contract. Accord-

ing to Mo Zhang (2006), there are two notable principles governing liability for breach. The 

first principle is found in Article 106 GPCL, the principle of liability establishes that a person 

will be legally liable for his failure to fulfill his obliged promise as required by the law. Liability 

is thus the legal consequence facing the obligor in case he defaults on the contract191. The 

second principle is liability imputation, which is the determination process on the cause of 

the breach of the contract. Consequently, the liability imputation principle requires civil liabil-

ity be imposed to what should be legally liable.192

3.1.2.1.1	Liability	imputation	principle

The liability imputation principle is considered as decisively influential on the subject of liabil-

ity for breach. Two doctrines of liability imputation exist in Chinese contract law theory, 

namely the civil law inspired fault approach (culpa principle) and strict liability approach. The 

first approach suggests that unless the party is found at fault, he should not be responsible 

for the damages caused by his failure to perform the contract. The second approach on the 

contrary, suggests that regardless of fault, if the party who fails to perform the contract has 

caused damage, the other party shall be entitled to claim his losses. The choice between 

these two approaches not only affects determination of the liability for breach, but also influ-

ences the burden of proof. Under the strict liability approach, only proof of breach would be 

required by the disadvantaged party without consideration of fault. The fault liability ap-
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proach would, however, require the disadvantaged party to prove the fault of the party in 

breach 193. 

During NPC’s vote for the draft of GPCL in 1986, the Standing Committee of the NPC in its ex-

planation to the draft clearly indicated the principle of fault as the primary standard liability 

imputation of civil liability in China194. This is also evident in Article 106 GPCL and the now ob-

solete Article 29 of Economic Contract Law of 1993 – one of the three contract laws before 

the unified 1999 CL – in which both Articles provided that if an economic contract cannot be 

performed due to the fault of one party, the party at fault shall be liable for breach of the 

contract.195

Nonetheless, Article 107 CL from 1999 establishes the breach of contract as failing to fulfill a 

contractual obligation or to comply in a manner not in accordance with the agreement, i.e. 

deficient. In this case, the party in breach shall bear the liability for breach of contract. Only 

looking at the literal meaning of Article 107 CL, it seems that the new CL has abandoned the 

fault approach from GPCL and adopted the strict liability approach instead. Since Article 107 

CL and Article 106 GPCL have two completely different approaches to the liability imputation, 

the result is much confused on the application of legal sources196. Mo Zhang (2006) and Sui 

Pengsheng (2011) argue that the newest Article 107 CL in practice adopted a combination of 

both fault and strict liability approach, with the strict liability functions as the primary princi-

ple197, and the fault approach as supplementary, for instance Article 117 CL regarding force 

majeure and the rule of foreseeability in payment of damage. Force majeure and the rule of 

foreseeability will be addressed in detail later. 

The CL’s preference of strict liability with fault liability as supplement has been interpreted as 

a step away from civil law tradition of fault liability, moving towards international standards 

that are predominant common law198. UPICC and PECL define this combination of fault and 
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strict liability as excused non-performance, contrasting not-excused non-performance.199

Some exemptions to the fault determination exist in CL, and they shall be addressed in the 

next section.

3.1.2.1.2	Limited	remedy	for	breach	of	contract

Despite the adoption of strict liability approach as primary principle in CL, the original fault 

approach still remains relevant and provides exemption or reduction of liability in extraordi-

nary circumstances. Such circumstance may be caused by force majeure, change of circum-

stances and non-performance in which the obligee was responsible for or should bear the 

risk200.

- Article 117 CL establishes that if a contract could not be performed due to force 

majeure, the liability may be exempted in part or fully in light of the effect and de-

gree of force majeure201. In accordance with Article 118 CL, the party in breach should 

inform the other party within reasonable time and provide proof of the impact of 

force majeure that has resulted in the non-performance of the contract. Failure to do 

so may cause the liability re-imposed which is evident in the case “Abdul Waheed v. 

China Eastern Airlines Corporation Limited”202. Furthermore, according to Article 94 

CL, a contract may also be dissolved in the occurrence of force majeure203. 
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P. 133, Ole Lando, 2008 – Article 8.101 of Principles of European Contract Law (PECL), Article 7.4.1 
of UPICC, and Articles 45 and 79 of CISG all contain similar provisions.
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P. 138 – 139, Ole Lando, 2008
201

The Chinese force majeure clause and the definition of force majeure is large consistent with CISG 
and UPICC – the extraordinary circumstance must be unforeseeable and couldn’t reasonably be ex-
pected to have taken the impediment into account.
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The requirement is highlighted in the case “Abdul Waheed v. China Eastern Airlines Corporation Lim-
ited CLI.C.67456” from 2006, where the China Eastern Airlines entered an international air passenger 
transport contract with Abdul Waheed and his family. Due to bad weather the flight delayed, and Ab-
dul Waheed missed his transition flight to Karachi and sustained an additional economic cost of around 
5.863,60 RMB. The court found bad weather as force majeure, and CE Airlines therefore exempted 
from liability of the delay. However, the court found the CE Airlines not providing sufficient measures 
to avoid the losses of the passenger due to the delay, nor informed him correctly or within reasonable 
time. Therefore District Court of Pudong held CE Airlines liable for the losses of Abdul Waheed. Shang-
hai No. 1 Intermediate Court sustained the judgment.
http://www.lawinfochina.com/display.aspx?lib=case&id=480
203

The exemption of force majeure exemption is obligatio perpetuatur: if the force majeure occurs af-
ter one party has delayed in performance, the liability shall not be exempted.
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- The common law inspired principle of hardship204 from UPICC Article 6.2.1 to 6.2.3205

and PECL Article 6.111 is not included in CL or GPCL, but Bing Ling and Mo Zhang and 

various authors have argued for an adoption of similar principle in Chinese legal prac-

tice in the form of civil law influenced change of circumstances.206 This assumption is 

supported by The Supreme People’s Court in its Second Clarification and Interpreta-

tion of the Contract Law, which the Supreme People’s Court has issued an official 

acknowledgement of this principle207. According to the interpretation of CL by Su-

preme People’s Court, in the occurrence of change of circumstances, the contractual 

parties should negotiate to alter or terminate the contract. The court should also 

provide guidance to the parties to negotiate and to alter the contracts or mediate 

when facing the failed negotiation. 208

                                                          
204

That is, if the performance of contract becomes impossible or impracticable and burdensome to the 
disadvantaged party after the conclusion of the contract due to unforeseeable and insurmountable 
that are not force majeure, for instance in the case of change in legislation, he may be entitled to dis-
solve or change the contract with limited liability, or without been held liable at all. Although both 
UPICC and PECL use hardship principle, it is not approved by CISG.
205

The wording of UPICC Article 6.2 provides specific provisions dealing with hardship.
206

P. 143, Ole Lando, 2008 & P, 300 – 301, Mo Zhang, 2006
207

Following the interpretation of Supreme People’s Court, according to Mondaq - China, five criteria 
must be met to constitute a change of circumstances:

1. A substantial change of circumstances occurs after the contract is concluded;
2. The change of circumstances is unforeseeable when the contract is concluded;
3. The change of circumstances is not caused by force majeure;
4. The change of circumstances is not a commercial or business risk; and
5. It is obviously unfair to a party, or the purpose of the contract would become frus-
trated, if the parties continued to perform the contract.

See Article 26 of "Interpretation II of the Supreme People's Court on Several Issues concerning the Ap-
plication of the Contract Law of the People's Republic of China" ("Interpretation II"), which came into 
force on May 13, 2009. http://www.court.gov.cn/qwfb/sfjs/201002/t20100210_1051.htm
See Mondaq - China: China's Supreme People's Court Issues Clarification and Interpretation of the
Contract Law on 29 March 2010: 
http://www.mondaq.com/x/97006/Chinas+Supreme+Peoples+Court+Issues+Clarification+and+Interpr
etation+of+the+Contract+Law
208

There have been many legal practices where the court acknowledged the principle of hardship and 
change of circumstances before the adoption of 1999 CL, such as in Wuhan Gas Company vs. Chong-
qing Testing Instruments Factory (1989) and Beijing Big Dragon Mechanical Engineering Co. Ltd.
V. Beijing Kaibor Padding Company Inc (2003). Legal practice after 1999 have shown courts to be more 
reluctant to accept change of circumstances clauses, such as the denial of this clause in Kunming Teng 
Si Lin Trade Company, Ltd v. China Unicom, Inc. Yun Nan Branch (2005). See PP. 143 – 144, Ole Lando, 
2008.
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- International laws have established that the obligor is reduced off or free from liabil-

ity209, when the non-performance of the contract is due to the fault, inaction or cir-

cumstances that the obligee has to take the responsibility or bear the risk. Even 

though CL doesn’t contain any similar general provision, this principle nevertheless is 

established in various specific rules on safekeeping contract, labor contract, construc-

tion contract, passenger transport contract and technology transfer contract.210 This

principle is generally accepted in legal practice to apply in common contracts. As illus-

trated in section 3.1.2.1.1, the origin of this principle in China can be traced back to 

Article 29 of Economic Contract Law in 1993 and in Article 131 GPCL which state: “If a 

victim is also at fault for causing the damage, the civil liability of the infringer may be 

reduced.”

The difference between force majeure and change of circumstances is somewhat difficult to 

distinguish, even for courts. This is illustrated in the case “Ma Dongfan V. Xinjiang Wuxin Real 

Estate Development Ltd. (2011)”, where the plaintiff Ma sued Wuxin Ltd. for delay of perfor-

mance. Wuxin Ltd. argues that the delay was due to unforeseeable and sudden traffic control 

in Xinjiang province in relation of a terrorist attack, and Wuxin Ltd. should therefore be ex-

empted liability because of force majeure. The court of first example ruled the situation of 

traffic control to fall under force majeure. Ma appealed, and even though the court of appeal 

maintained the decision of the previous ruling that Wuxin Ltd. should be exempted from lia-

bility, the court of appeal found the traffic control under change of circumstances definition

rather than force majeure. The different perception on whether sudden change of state poli-

cy falls under the definition of force majeure or change of circumstances is a debated topic, 

even among different levels of court. Furthermore, some courts have ruled that change of 

state policy is neither force majeure nor change of circumstances, creating even more confu-

sion.

It should be noted that, in consistency with the provision of party autonomy in CL, contractu-

al parties may agree voluntarily and mutually on change of circumstances, force majeure or 

other exculpatory provisions that limit or enlarge the liability of the party in breach, as long as 
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See Article 80 of CISG, Article 7.2.2 of UPICC and Article 8.101 of PECL.
210

Bing Ling referred respectively to Article 370 CL on safekeeping contract, Article 259(2) CL on labor 
contract, Article 278 and 283 – 285 on construction contracts, Article 295 CL on passenger transport 
contract and Article 362(1) on technology transfer contract.
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the provisions do not violate any laws. An exemption on the exculpatory provisions is provid-

ed by Article 53, which establishes that the exculpatory provision is invalid if (i) excluding one 

party's liability for personal injury caused to the other party; and (ii) excluding one party's lia-

bility for property loss caused to the other party by its intentional misconduct or gross negli-

gence211.

3.1.2.2	Breach	of	contract

So far, this Chapter has analyzed the regulations in Chinese CL regarding liability for breach. 

The next step will analyze relevant regulations on the breach of contract, because without 

breach of contract there will be no liability for breach.

As illustrated by Bing Ling and Mo Zhang, CL Articles on breach of contract212 have drawn 

heavily on Chapter 7 of UPICC. The concept of breach of contract, which is defined by 

Pengsheng Sui as the objective performance of the contractual party’s breach on his obliga-

tions is also similar to the definition of UPICC. According to Article 94 CL on the termination of 

contract, the breach of contract can be either anticipatory or actual breach.

3.1.2.2.1	Anticipatory	breach

Anticipatory breach of contract is a concept CL borrowed from common law system and 

common law influenced international laws, showing Chinese effort on internationalizing its 

contractual legislations. The anticipatory breach principle itself is incorporated in Article 94(2) 

and Article 108 CL. Accordingly, when the obligor expressly states or indicates by its conduct 

that it will not perform its obligations under a contract, the obligee may hold him liable for 

breach of contract before the time due for performance.213 Pengsheng Sui has noted that 

whereas traditional common law countries generally do not recognize statement of non-

performance from obligor with additional conditions that imposes further burden to obligee 

as anticipatory breach, the Chinese legal practice usually do214. Pursuant to Article 108 CL, in 

case of anticipatory breach, the disadvantaged obligee may directly sue his obligor for liability 

for breach and claim any damage that may result from obligor’s non-performance. If the an-
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Articles 108 – 112, 114, and 118 – 120
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P. 125, Shiyuan Han, 2006
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P. 231, Pengsheng Sui, 2011
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ticipatory breach is left unchecked, once the time due for performance has expired, it will de-

velop into actual breach.

Legal academics in China have noted a lack of distinction between legal sources in CL, mainly 

between the Article 94(2) and Article 108 CL regarding anticipatory breach, and Article 68 and 

Article 69 CL regarding the defense of uncertainty215, which is a very similar civil law concept 

found in Article 321 of German Civil Code.216 Under the principle of defense of uncertainty of 

Article 68 CL, the party obliged to perform may suspend his performance if he can reasonably 

anticipate non-performance from the other party. The lack of distinction and confusion has 

been even more fueled by the simplistic wording of Article 94(2), resulting in overlap of Arti-

cle 68 and Article 94(2) in some occasions217. Currently, there is no apparent distinction be-

tween the two similar approaches both in official interpretation or legal practice, an issue 

that needs clarification and interpretation by the Supreme People’s Court in the future.

3.1.2.2.2	Actual	breach

Actual breach, as the name implies, is when a breach becomes actual. Article 107 CL sepa-

rates actual breach into two groups as non-performance of contract obligation and non-

conforming performance218. Whereas non-performance refers to the obligor’s total failure of 

performing his obligations and non-conforming performance represents a partial failure in 

performance. The non-performance of contract could either be impossibility of performance 

or refusal to perform. 

Refusal to perform refers to situation where the obligor refuses by statement or by action to 

perform his obligation without reasonable grounds. In this case, the obligor must hold the li-

                                                          
215

P. 233, Pengsheng Sui, 2011
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Article 321 German Civil Code provides that:
(1)A person who is obliged to perform in advance under a reciprocal contract may refuse to render his 
performance if, after the contract is entered into, it becomes apparent that his entitlement to consid-
eration is jeopardized by the inability to perform of the other party. The right to refuse performance is 
not applicable if consideration is rendered or security is given for it.
(2)The person required to perform in advance may specify a reasonable period in which the other par-
ty must, at his choice, render consideration or provide security reciprocally and simultaneously against 
performance. If the period ends without result, the person required to perform in advance may revoke 
the contract. See official English translation of German Civil Code: http://www.gesetze-im-
internet.de/englisch_bgb/englisch_bgb.html#p1131
217

P. 141, Shiyuan Han, 2006
218

P. 294, Mo Zhang, 2006
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ability for breach, and be held responsible for any damage to the disadvantaged obligee219. 

Impossibility of performance alternatively refers to the situation where the performance may 

become impossible objectively such as force majeure or due to the obligor’s subjective situa-

tion220. If the performance of the contract does not conform to the requirements of the con-

tract and violates the principle of completeness and properness221, the performance will be 

considered as non-conforming performance.

The main difference between anticipatory and actual breach is the time of breach of contract. 

The actual breach of contract refers to the non-performance or non-conforming performance 

of the obligor’s obligation during or after the time due for performance. Actual breach is 

therefore a factual certainty. Anticipatory breach on the other hand refers to the party de-

claring or indicating that he has no intention to perform his obligations before the time due 

for performance. Contrasting actual breach, anticipatory breach is only an existent possibility, 

which could develop into actual breach, or vanish caused by a change of mind of the obligor 

or due to intervention of the obligee or third party222. The disadvantaged obligee could also, 

in the case of anticipatory breach of contract, employ preventive measures such as renegoti-

ation, find another contract partner, or resolve the dispute in the court room before the time 

due for performance. 

As Mo Zhang argues, a breach of the contract will be found under Article 107 CL if a party fails 

to perform or the performance does not meet the requirements of the contract. Therefore, 

whatever arguments there might be with regard to the different types of breach or the liabil-

ity for breach, after the time due for performance, only two basic forms of breach is relevant 

in CL—the non-performance and non-conforming performance223.

3.1.2.3	Remedies

If breach of contract occurs and a party is held liable for the breach, remedies must be pro-

vided by the party in breach to the disadvantaged party. Consistent with the international 
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laws224, Article 107 CL provides that if a contract is breached and damages caused by the obli-

gor with liability, he shall provide remedies to the disadvantaged obligee. Article 112 further 

establishes if the disadvantaged obligee suffered further loss caused by the non-performance 

or non-conforming performance of the obligor, these losses shall be compensated by the par-

ty in breach after it provides remedial measures. The remedies available are provided by Arti-

cle 107 CL as continuing performance, remedial measures or payment of damages. 

Mo Zhang has noted that the remedies are compensatory rather than punitive in nature225, 

and the choice of remedies is optional without preferential emphasis on any of them. Fur-

thermore, the contractual parties can make agreement to govern the scope of remedy in case 

of both non-performance and non-conforming performance, and these agreements shall be 

applied before the remedial measures are provided by the CL226. Next, all remedial measures 

available to the disadvantaged obligee shall be addressed.

3.1.2.3.1	Continuing	performance

In accordance with the principle of specific performance, if the performance is possible, the 

disadvantaged obligee in China may require voluntarily and without the interference of any 

third party including the court, that the obligor in breach to complete perform the contract as 

agreed as a measure of remedy.227 Unlike the performance under the contract, the continuing 

performance is compelled by legal obligation which could be enforced through compulsion.228

CL has divided continuing performance into monetary obligations regulated by Article 109 CL, 

and non-monetary obligations by Article 110 CL. According to Mo Zhang, monetary obligation 

which breach of contract is involving monetary payment may not be exempted even by force 

majeure since lack of money will not render the performance of monetary obligation objec-
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Article 113 CL establishes that the amount of damages payable shall be equivalent to the other par-
ty’s loss resulting from the breach.
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P. 304 – 395, Mo Zhang, 2006
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Although common law countries generally do not view specific performance as a measure of reme-
dy but equitable relief, China perceive it as statutory remedy, and has traditionally emphasized heavily 
on specific performance during its planned-economy period where parties were obliged to perform 
their contractual obligations. Specific performance was employed to ensure that the stat plan ulti-
mately would be accomplished. The gradual liberalization of the Chinese market has steadily removed 
the mean of specific performance from implementation of the state plan to a contractual remedy pos-
sibility in Chinese Contract Law. See P. 296 note 17, Mo Zhang, 2006.
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P. 238 – 239, Pengsheng Sui, 2011
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tively impossible. Furthermore, due to the fact that continuing performance is not mutual ex-

clusive with other remedies, the disadvantaged party is entitled to other remedies while it 

seeks continuing performance of the liable obligor in the same time229. In case the breach of 

contract involves non-monetary obligation which money damage is deemed as inadequate, 

the situation is different. As Article 109 CL on monetary obligation, inspired by Article 7.2.2 

UPICC, Article 110 CL also provides continuing performance of non-monetary obligation as a 

remedial option for the disadvantaged obligee, albeit with some additional exceptions, if:

1. The performance is impossible in law or in fact;

This rule of impossibility can be further divided into legal impossibility e.g. 

the bankruptcy of the obligor in breach, and factual impossibility e.g. if the 

specific goods in question is unique and irreplaceable and destroyed230.

2. The subject matter of the obligation is impractical for enforcement by specific 

performance or the cost of performance is excessive; 

And the continuing performance of a non-monetary obligation is deemed 

impractical, if the continuing performance is unreasonable or subject is of 

unnecessary difficulty. For instance Partnership contract that relies heavily on 

the personal relation between the contractual parties may not be proper for 

continuing performance231. On the other hand, the excessive cost of perfor-

mance policy is mainly a result of the application on economic efficiency doc-

trine among Chinese legal academics232, which recognize all remedial 

measures as compensatory rather than punitive.

3. The obligee does not call for performance within a reasonable time233.

The request of continuing performance by the disadvantaged obligee must 

be made within reasonable period of time. Otherwise the request will be 

deemed as renounced or lost234.
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During the period of planned-economy, where the economy was based on state planning, 

China comprehensively emphasized on specific performance as the almost only way to solve 

breach of contract in order to make the state plan intact. Even though theoretically after the 

enactment of CL in 1999 specific performance is only one of many remedial options, as a con-

tinuation from the legal traditions in the past, Chinese court has shown a clear preference to 

use specific performance in breach of contract. For instance, in the case Eastern Film and Tel-

evision Cultural Making Centre V. Litian Enterprise Development Centre, where the collabora-

tion between two production companies collapsed during the final stage of production of a 

TV drama, the court of first example saw the continued cooperation between the parties im-

practical, and applied the rule of impracticability to dissolve the contract. The court of appeal 

however, overruled the judgment with the argument of economic efficiency with the end of 

contract resulting in greater cost to both parties and thus demanding continuing performance. 

Thus, the preference to continuing performance remains real in Chinese legal practice, de-

spite the fact that all remedial measures should have equal standing.

3.1.2.3.2	Remedial	measures

The remedial measures available to the disadvantaged obligee are mostly applied to perfor-

mances that are non-conforming or non-compliance, and they are provided by Article 111 CL 

to include repair, replacement, remaking, acceptance of returned goods, or reduction in price 

or remuneration. The application of repair, replacement and remaking are relevant in defec-

tive performance in quality, and they are sometimes identified by Chinese legal academics to 

be a form of specific performance235. Acceptance of returned goods is normally applied if the 

defects in the quality of the goods are serious enough to violate the fundamental purpose of 

the contract236.

If the defects in the quality of the goods are not severe enough for acceptance of returned 

goods, then reduction of price or remuneration is an alternative. In price reduction, the Chi-

nese legal practice has adopted a rule similar to Article 50 CISG237 that the reduced price shall 

be equivalent to the difference between the original contract price and the value of the re-

ceived defective goods. If any additional costs arises as a result of the before mentioned re-
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medial measures such as repair cost or transport cost, these costs shall in principle be cov-

ered by the obligor in breach238. 

3.1.2.3.3 Payment	of	damages

If the disadvantaged obligee is satisfied with neither continuing performance nor remedial 

measures, he may in accordance with Article 113 CL demand monetary payment for his dam-

age from the obligor in breach as a result of the breach of contract. Provided by Article 112 CL, 

the payment of damages could also be used as a supplementary function to other remedial 

measures. 

According to Mo Zhang, the payment of damages shall be equivalent to the total direct loss of 

the disadvantaged obligee in addition to expected benefits. This approach is termed “full 

compensation” that the disadvantaged party may only be restored to the situation before the 

breach of contract if he receives full compensation of his losses. Full compensation is favored 

by most of Chinese legal academics and adopted by CL239. The amount of damages however is 

restricted within certain boundary by the rule of foreseeability240, which means the damages 

should only be awarded if they are the plausible consequences of the breach and such conse-

quences are foreseeable by the party at the time of making the contract241 and also by the 

party in breach in view of his information242. As noticed by Pengsheng Sui, the practical im-

plementation by Chinese court on the rule of foreseeability is somewhat chaotic and without 

a clear pattern. The Article 26 of Interpretation II made by the Supreme People’s Court who

also interpreted the change of circumstances clause has clearly formulated that business risk 

is not included in the rule of foreseeability or change of circumstances. 
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P. 307, Mo Zhang, 2006
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The rule of foreseeability is irrelevant in cases where the breach of contract is a result of the intent 
of obligor in breach, such as fraud.
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The rule of foreseeability in CL is almost identical to that of UPICC, PECL and CISG, which are in-
spired by common law system. Mo Zhang argues that the Chinese court primary accepts direct loss. 
Categories of indirect loss such as reliance interest and restitution interest commonly accepted in 
common law countries are largely refused acknowledgement in China. The only indirect loss that has 
been well accepted by the Chinese court is expectancy interest. Furthermore, it is by the time of the 
making of the contract” and not by “the time of the breach of the contract” that the rule of foreseea-
bility is applied. See P. 306, Mo Zhang, 2006
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P. 242 – 243, Pengsheng Sui, 2011, the measurement of foreseeability of the party in breach is 
based on general circumstance – what a sane and logical person should have reasonably assumed, and 
the special circumstances – where the party in breach, given his specialization and profession should 
have reasonably assumed. 
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In most cases, the disadvantaged obligee would be asked to provide evidence on the fact of 

breach and the causal connection between the breach and his losses. The court will then in-

dependently estimate what damages are foreseeable243. 

3.1.3	The	Dispute	Settlement

Often, the contractual parties can agree on how to settle the dispute that may arises in the 

course of performance of contract in the form of dispute settlement clause. This clause is 

protected by Article 57 CL to remain intact and independent regardless of the legal effect of 

other clauses of the contract, or the contract in whole. As a result, the dispute settlement 

clause is followed when the contract is terminated, voided, rescinded or nulled, for instance 

due to breach of contract244. If the parties did not conclude any dispute settlement clause in 

the contract and breach of contract later occurs, then the disadvantaged and unsatisfied par-

ty can make use of following informal dispute settlements of reconciliation and mediation,

and formal approach of arbitration and litigation.

3.1.3.1	Reconciliation	and	mediation

In the context of CL, reconciliation refers to the voluntary negotiation between the parties in 

dispute to reach an agreement about settling the dispute. No specific Article in CL is specified 

on reconciliation, and the choice is not mandatory. In general, reconciliation process is con-

ducted directly between the parties in dispute or/and their legal representatives. If, however, 

the parties fail to settle, a mediation process involved third party may be instigated.

As reconciliation, mediation in China is also conducted voluntarily245. Practice of mediation as 

dispute settlement is a long-established tradition in China, a tradition explained partly by the 

Chinese preference to avoid court presence246 and partly by the Confucian tradition, which 

regarded mediation as a mechanism to settle the dispute without disturbing the harmony 

and healthy relationship between the parties in dispute247. In China, four forms of mediation 
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exist, namely the civil mediation (non-juridical), administrative mediation248, mediation in ar-

bitration and juridical mediation249. Whereas the first two forms of mediation are performed 

in local People’s Mediation Committees and non-binding. Mediation in arbitration and judi-

cial mediation made by the court have legal effect250. In fact, Article 128 CL has provided the 

judicial mediation agreement with the same legal effect as court judgment and arbitral award. 

Since 2011 when “People’s Mediation Law” came into force251, several legal academics have 

noticed a preference of Chinese court on civil and administrative mediation as dispute set-

tlement. Minzner (2011) argues the recent overreliance of mediation in China has resulted in 

a decrease of formal legal situation,252 and Jun Xie et al. found CPC increasing emphasis on 

using judicial mediation to promote a “harmonic society”253. This preference exists till today 

as the Chinese court continues to encourage parties in dispute to apply mediation by various 

means, such as halving the court fee if the dispute is settled by mediation.254 Furthermore, 

whereas the number of disputes handled by People’s Mediation Committee has decreased 

cases from 7,919,506 in 1980 to 5,433,319 in 2004,255 this number has dramatically increased 

to 9,265,855 in 2012.256 (See Appendix 2)

If the parties in dispute cannot agree on a mediation agreement to settle their dispute during 

the mediation process or the parties did not engage in mediation at all, then the dispute must 

be settled in formal institutions of either arbitral institution or courtroom.
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3.1.3.2	Arbitration	and	litigation	

The Chinese Arbitration Law of 1994 establishes that arbitration can be commenced if the 

parties in dispute agreed on an arbitration clause in their contract or the parties agreed vol-

untarily after the breach occurs. Furthermore, arbitration award is legally binding and pre-

cluding the court jurisdiction with no possibilities for appeal.257 Culturally, using arbitration as 

dispute settlement is more preferred by Chinese than litigation, due to the Chinese emphasis 

on “mianzi”, or face. An arbitration award, compared to court rulings can save the “face” of 

the party who lost.258 Three types of arbitration awards are recognized in China, which are 

domestic arbitration, international arbitration and foreign-related arbitration259. While inter-

national arbitration has been discussed in Chapter 1, section 1.3.1.3, this section shall focus 

on the other two arbitrations. 

The difference between domestic and foreign-related arbitration are various. First, although 

all arbitration institutions in China accept both domestic and foreign-related arbitration, and 

the contractual parties can in principle freely decide whether to apply Chinese or foreign arbi-

tration institution, the legal practice shows that in reality domestic arbitration can only 

choose Chinese arbitration institutions260. Second, Article 58 AL provides that the People’s 

Court can revoke or refuse to enforce a domestic arbitral award if there is no arbitration 

agreement. Third, In accordance with Article 58 AL, while an international arbitration award 

cannot be set aside on any merits261, a domestic arbitration award may be revoked on the ba-

sis of statutory substantial mistakes262.

Generally, arbitration is in many ways judicially inferior to the People’s Court. As illustrated 

by Article 20 AL suggesting that the jurisdiction of the People’s Court takes precedence over 

that of the arbitration institution when one party has asked the People’s Court and the other 
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party asked the arbitration institution to both rule on the validity of their arbitration agree-

ment. Mo Zhang recognizes that the Chinese court has farfetched authority on the final say of 

a case, resulting in a sidelining of legislations263 in many cases. 

The somewhat maze-like puzzle image of Chinese court264 who is often suspected to be victim 

of intervention from local and personal interest is the main reason why foreign companies 

are much more willing to settle their case in an arbitration institution rather than in the court, 

despite arbitration has the inferior position against litigation. 

The procedural system of Chinese litigation is simple and very much alike other civil law coun-

tries. It begins with case acceptance and pre-hearing preparations, hearings, collection, use of 

evidence and finally the closing of the case. Needless to say, despite these are seemingly just 

procedures, the Chinese litigation system has been deemed by many foreign legal profes-

sionals as inefficient and corrupt, which is attributed to its lack of judicial independence as 

discussed in Chapter 2. Yet remarkably, an empirical study of Xin He (2008) has found signifi-

cant improvement of Chinese formal enforcement in urban area after 2000265. According to 

his study, more than half of creditor-plaintiffs receive 100% of the amount owed, and ¾ are 

able to receive partial enforcement. In conformity with the finding of Woo and Wang that 

Chinese much prefer mediation,266 the study also found 50% of the court cases redrawn vol-

untarily to be settled by mediation.

3.1.2.3	Compulsory	implementation	

In case a party does not voluntarily  comply with the legally binding dispute settlement, be it 

court ruling, arbitration award, or judicial mediation agreement, the other party may ask the 

court for compulsory implementation of the established dispute settlement. The study of Xin

He (2008) finds 77 % of winning plaintiffs applying for compulsory implementation,267 show-

ing the difficulty of enforcing contract in spite of winning the case. 

In China, compulsory implementation can sometimes be a more difficult task than winning a 

case in court. As illustrated in Chapter 2, Chinese courts are under considerably interference 
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from local authority, and they are sometimes wiling to set aside law to promote local and 

personal interests. This perception of Chinese court is also in accordance with foreign impres-

sion.268 However, the huge geographic distance in China means there are considerably large 

differences between each province on the efficiency of compulsory implementation. By com-

paring quantity of successful compulsory implementation in urban and rural China, Xin He 

(2008) found that urban areas such as Nanjing have a relatively high rate of successful com-

pulsory implementation. 55.5% of cases applied for compulsory implementation were suc-

cessful, compared to 41% success rate of New Jersey, this is remarkably well-done269. Fur-

thermore, the local protectionism that foreign companies are so frightened of are actually 

not so bad in urban area, as Xin He finds the final enforcement outcomes between cases ini-

tiated by local and non-local plaintiffs roughly the same.270 On the other hand, Xin He has 

noted a continuing local protectionism issue in less-developed rural area where the private 

sectors are limited.271 An explanation provided by Xin He is that because urban areas are 

generally wealthier and their local government is also well-funded, thus local government be-

comes less interested in protecting local companies who provide tax. In addition, courts in 

urban areas have better funding and more qualified judges. All of these are lacking in rural 

area, where the local government is often heavily relied on the taxes from local companies 

and therefore more attracted to protect their source of income.

To summarize, analysis in section 3.1 shows that in accordance with its civil law tradition and 

most of the international laws, the Chinese contract law has an efficient procedure to deter-

mine liability, breach of contract, remedial measures and dispute settlement. Those proce-

dures are well-executed in more developed urban area, while in rural area legal rules are 

sometimes set aside by the court due to local protectionism. The findings of section 3.1 have 

provided sufficient evidence to begin the final analysis of this Thesis: game theory.  

3.2 Game	Theory

Having defined the Chinese contract law as prerequisite and gathered sufficient evidences, 

this section shall apply this information to prepare a game theoretical analysis on contract 
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enforcement. The aim of this analysis is to clarify the rational and logical incentives to honor 

or breach a contract by two parties and identify the underlying mechanism of contract en-

forcement actions.

The analysis shall be organized as following: (i), creating a basic normal game with game pris-

oners’ dilemma in order to present the basic strategy, pay-offs and equilibrium of the con-

tractual parties. (ii), using the same evidence and additional constraints from the prisoners’

dilemma to construct a normal game to explain the mechanism of formal contract enforce-

ment. (iii), further utilizing the evidence to construct a repeated game with reputation effect. 

3.2.1	Prisoners’ Dilemma

In order to construct a basic normal game, three basic values of each player must be found. 

These are strategy, pay-offs and equilibrium. Joel Watson (2008) has defined strategy of 

players as a complete contingent plan for a player in the game272. With the information avail-

able to the player, a strategy describes what he will do at each of his given information sets. 

In this section, Si refers to the strategy of player 1, while S—i refers to the strategy of other 

players. Consider a traditional prisoner’s dilemma normal game with perfect information and 

pure strategy shown in figure 1, where both players act simultaneously, the Si is {H, B}, and S—

i for player 2 is {HH, HB, BH, BB}.

A player’s Pay-off is the expected outcome of chosen strategy which reflects his motivation 

and preference. The game theoretical analysis of this section shall illustrate the pay-offs in 

numbers, the higher the better. Player’s pay-off function is ui : S  R. 273

Suppose two players enter a sales contract, where player 1 pays money for a set of goods to 

player 2, in which transaction is simultaneous. If both players honor the contract, they will 

get what they preferred and be equally satisfied. If one breach whiles the other honors, then 

the player who breaches will obtain the money/goods without giving his share to the player 

who honors the contract. If both players breach, they will receive only a fraction of what they 

would receive if they honor the contract.
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Figure 1 illustrates this situation where both players consider whether to breach or honor a 

contract in a world without contract enforcement. So that if player 1 breaches and player 2 

honors, player 1 will receive 4 pay-off, and player 2, 0 pay-off274. Both players make their de-

cision independently, and player 1 has to choose between Si {H} and Si {B}. For him, Si {H} will 

result in either 2 or 0 pay-offs, while Si {B} will result in either 4 or 1 pay-off. {B} will provide 

better pay-off than {H} regardless of player 2s decision. As such, Si {B} will net player 1 most 

pay-off. This is his dominant strategy. For player 2, S—I {BH} will net him most pay-off, so he 

will also choose {B} no matter what. The result is that even though strategy (H, H)275 will give 

the best combined pay-off for both of them; the dominant strategy is (B, B) with least com-

bined pay-off.276 This strategy is also Nash-equilibrium, as no player can do better by unilat-

erally changing his strategy277.

In the game demonstrated by figure 1, driven by rationality and self-interest, both players will 

choose to breach the contract – the least efficient strategy, despite both of them could re-

ceive better result if the contract was honored. This tension between Pareto efficient strategy 

and Nash equilibrium strategy has caused considerable discussion in economic and law field. 

As Pareto efficient strategy is the most desirable strategy from a combined perspective and 

often the most desirable outcome for the society, it is problematic when the Nash equilibri-
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um strategy of players are socially undesired such as in the prisoners’ dilemma. In relation to 

the problem of breaching contract, the most practiced solution in real world is to properly en-

force the contract by having a third party, such as a court, that can impose consequences to 

player to promote a socially desirable outcome. By imposing contract enforcement, we can 

lessen the incentives of the player to breach contract, and thus avoiding inefficient coordina-

tion278. To illustrate the inclusion of contract enforcement, a normal game based on the ad-

dressed prisoners’ dilemma shall be conducted in the next section.

3.2.2	Normal	Game	with	Contract	Enforcement

Consider the tension between Nash equilibrium and Pareto efficiency, if the players’ could 

transfer some of their pay-offs, then we may well avoid this tension, as players could internal-

ly distribute pay-offs to maximize their gain. In the context of a contract, this transfer be-

tween players takes the form of contract enforcement supervised by a legal system. Accord-

ing to Joel Watson, in game theory, there are three methods of contract enforcement: (i) self-

enforced, (ii) externally enforced, and (iii) automatically enforced279. Only the (i) and (ii) 

methods are relevant to this game.

Self-enforced contract implies that the contractual players will honor their contract based on 

their individual incentives without interference. The self-enforced contract is therefore also 

Nash-equilibrium. Externally enforced contract, on the other hand, refers to the situation 

where the players are motivated to honor the contract by the actions of a third party, such as 

a court or arbitrator280. To illustrate both enforcement methods, this section shall make use 

of the situation from prisoners’ dilemma.
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Figure 2 is called underlying game by Watson. It illustrates that both players are again facing 

the decision on whether to breach or honor a sales contract. The pay-off is in thousand RMB, 

the currency used in China. Suppose the sum of the players’ combined monetary pay-offs is 

highest when (H, H), the mathematical formula will be: z1 + z2 > x1 + y2, z1 + z2 > x2 + y1, and z1

+ z2 > 0. In other words, the joint value of both players is highest when both of them honor 

their contract.  If z1 ≥ x1 and z2 ≥ x2, then (H, H) is the Nash equilibrium, and the contract is 

self-enforced.

However, if either of these inequalities fails to hold, we may end up in the same problem as 

the case in prisoners’ dilemma. To avoid this, a third party such as the court involvement is 

required to impose enforcement of the contract and thus change the nature of the game be-

tween player 1 and player 2. If both parties play (H, H), then the court will not intervene since 

contract is honored as desired. But, if either or both players have incentive to deviate from 

the contract and breach it, then the court could affect players’ incentives by imposing reme-

dial measures to enforce some sort of transfer between the parties. This remedial transfer

that affects the pay-offs of both players will be different depending on which game is played, 

and shall be denoted α, β, and γ.

Knowing that the one who breaches the contract will be punished by the actions of third par-

ty court that will reduce his pay-off, figure 3 imply the players’ true pay-offs. Watson charac-

terizes it as the induced game281. In order to achieve the desired (H, H), the remedial actions 

α, β, and γ of the court must create enough change in players’ play-off to make (H, H) Nash 

equilibrium.
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3.2.2.1	Remedial	actions

As rational players, player 1 and player 2 should consider their actual pay-offs with court re-

medial action in mind, and conclude an enforcement clause within their contract that will 

combine Pareto efficiency and Nash equilibrium into one strategy. However, in real world in-

cluding China, people tend to write what Watson referred as incomplete contract – contract 

without an enforcement clause, leaving the choice of remedial action to the court282. As the 

emphasis of this Thesis is on Chinese contract enforcement, only the remedial action relevant 

to Chinese contract will be addressed in the game theory analysis. The findings of section 

3.1.2.3 show that the Chinese contract law provides three remedial actions: continuing per-

formance, remedial measures and payment of damages. 

As clarified in section 3.1.2.3.1, the principle of continuing performance in China is basically 

the court compelling the players to perform their contract. Furthermore, most of the remedi-

al measures including repair, replacement, remaking, acceptance of returned goods, or re-

duction in price or remuneration, in game theory term can also be included into continuing 

performance due to their similar nature. As such, if a player breaches a contract, the court 

will compel him to perform the contract in addition to extra cost such as court fee and fine. 

What is more, due to the principle of remedial measure, the player in breach must also pro-

vide sufficient remedial measures to the disadvantaged player. In the following game, for 

simplification, both court fee and remedial measures are combined to one factor, which shall 

be denoted σ. 

Figure 4 shows that under continuing performance with remedial measures, if either player

breaches the contract, his pay-off will be the same as if he honored the contract minus addi-
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tional cost to the court and/or as remedial measure to the other party. Thus, under continu-

ing performance, the players have minimum incentive to breach the contract. In fact, con-

tract will only be breached if the strategy (H, H) turns out to be inefficient: z1 < z1–σ, in which 

Watson argues breach is an efficiency-enhancing choice283.

However, sometimes continuing performance is impossible either legally or practically. The 

court would then have to apply other remedial actions of either remedial measure and pay-

ment of damages, or both of them combined. As illustrated in section 3.1.2.3.3 the court can 

impose payment of damages in addition to remedial measures. The Chinese legal practice 

adopts the principle of full compensation. That is, the payment of damages from the player in 

breach (transfer in game theory definition) shall equal the total direct loss plus expected 

benefits of the disadvantaged player. Watson regards this principle as reliance damages284. 

Using the model of Watson and with reference to figure 2 and 3 from sections above, the sit-

uation where no contract existed should equal 0, implying that α = y2 and β = –y1. As such, (H, 

H) is only Nash equilibrium if: z1 ≥ x1 + y2 and z2 ≥ x2 + y1. The induced game under full com-

pensation is shown in figure 5  

As figure 5 demonstrates, the continuing performance approach is better at achieving socially 

desired outcomes compared to full compensation approach. 

From the analyses above, the two remedial actions available in China, in terms of game theo-

ry definition, are respectively continuing performance with remedial measures and payment 

of damages utilizing full compensation approach. In practice, a great deal of information is

required in order for the court to estimate transfer to provide appropriate incentive and pay-
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off parameter to the contractual players. First, the court must identify the liability for breach. 

Second, the court must somehow let the contractual players to realize the changed pay-off. 

As for full compensation approach, the court must in addition to the above-mentioned in-

formation obtain knowledge both on the direct losses of the disadvantaged player and his 

expected benefits from the contract. Determination on appropriate pay-off parameters may 

therefore be extremely difficult in the real world285.

The fact that additional information is required for applicable full compensation, as well as 

more socially efficient outcome of continuing performance, makes the Chinese courts pre-

ferred continuing performance identified in section 3.1.2.3.1 as a reasonable choice from 

game theoretical perspective. On one hand, continuing performance is easier to verify, on the 

other hand, it also creates better outcome.

The game theoretical analysis of this Chapter to this point is based on the assumption that 

the Chinese judicial system has efficient contract enforcement. Analysis from section 3.1.2.3 

shows that it is not always the case, especially in rural area where corruption and local inter-

ventionism are widespread. For contractual players in such environment with inefficient for-

mal and legal contract enforcement, other measures must be applied to supervise the per-

formance of contract. This other measure is most likely the guanxi networks of which the 

analysis from section 2.2.2.2 of Chapter 2 found very dominant in Chinese relationship. In or-

der to prove game-theoretically that guanxi networks might be the informal substitute to 

contract enforcement when formal legal contract enforcement is inefficient, such as rural 

China, new condition and concept must be provided.

3.2.3	Repeated	Game	

So far, the games analyzed are non-repetitive. The contractual players were only supposed to 

deal with each other once, and their strategy and pay-off is only connected to one game. In 

real world, nevertheless, people more than often interact in ongoing relationship in which 

one’s behavior will influence the strategies of other in the future286. In the context of game 

theoretical contract relations, if one player has always honored his obligation, the other play-

er will find it highly likely that he also honors his obligation in the future. In other words, the 
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choice of strategy by players in presence will influence their game in the future which in turn 

will affect their combined pay-offs. This mutual causal relation between presence and future 

is described as reputation by Watson287. Player that has breached a contract in the past will 

have a bad reputation, while player who always honor his obligation will have a good reputa-

tion. As players with bad reputation are often punished, reputation may motivate the con-

tractual players to cooperate even though it might be less attractive in short term. The nature 

of reputation is thus very similar to guanxi networks. By analyzing how reputation influences 

players, this Thesis can clarify the importance of guanxi networks on environment with ineffi-

cient formal contract enforcement.

In game theoretical term, the ongoing relationship is, in accordance with Watson, illustrated 

by a repeated game which is played over discrete periods of time288. T denotes the total 

number of periods and can be either finite or infinite289. t denotes any given period within T. 

In each period, players play the same stage game and choose their strategy which leads to a 

stage-game pay-off for the players. The stage game can be denoted by {A, u} where A is the 

set of strategy profiles and ui (a) is player i’s stage game pay-off when strategy a is played. In 

each t period, the players have observed the sequence of strategy profiles from the first peri-

od through period t – 1. The pay-off of the entire game is the sum of all stage-game pay-offs 

in periods 1 – T.

3.2.3.1	Infinite	Repeated	Game	with	Reputation

It is common in real world that the contractual players in an ongoing relationship have no 

idea when that relationship would end. This kind of situation is best illustrated by an infinite 

repeated game, where we assume T = ∞. This way, in theory the game will be repeated per-

petually, and the stage game is played each period for an infinite number of periods. In addi-

tion to the concepts from presented from section 3.2.3 above, a new value discount is added 

to simulate the assumption that players weight their pay-offs from current stage games more 

than their pay-offs from later periods. This discount factor is denoted for both players by δ, a 

number between 0 and 1. Pay-offs obtained two periods from present are discounted by δ2

and so forth. 
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The sum of a stream of discounted pay-offs can be calculated as290:

���	�� = �
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For the matter of simplicity, Watson proposed a trigger strategy to capture the concept of 

reputation in a game. Trigger strategy specifically refer to two strategies for the stage game; 

cooperative or punishment profile. In the context of a prisoners’ dilemma, players are sup-

posed to honor the contract (cooperative profile) each period, but will shift to breach (pun-

ishment profile) forever after, if one or both of them choose to breach the contract and thus 

destroy his reputation. 

To demonstrate how infinite repeated game works, consider the prisoners’ dilemma from 

figure 1. As (B, B) is the only Nash equilibrium, it will become the punishment profile. On the 

other hand, the Pareto efficient (H, H) will be cooperative profile. The infinite game will stay 

cooperative as long as players always play (H, H); otherwise, they are to play (B, B). Watson 

refers to this as grim-trigger strategy.292

For a player, he could breach the contract and obtain an immediate pay-off of 4 due to the 

other player plays cooperative in the first period, but then end in punishment profile and only 

obtain 1 pay-off for the eternity. Or, he could cooperate and obtain 2 pay-off forever. In case 

the player decides to breach in the first game, his discounted pay-off should be:	4 +	
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then the player receives better pay-off by honoring the contract forever than breaching it in 

the first period293. This analysis applies for every period t in the game, which means that nei-

ther player has sufficient incentive to breach in period t if the discount factor exceeds 2/3.

The game analysis of this section proves that without formal contract enforcement, the in-

formal contract enforcement by using reputation mechanism as grim-trigger strategy along 

can sustain an infinite contract as long as players weight their future pay-offs relatively equal 

with their present pay-offs. As such, this Thesis reconfirms the finding of Chapter 2 that in 

places where formal contract enforcement is inefficient, guanxi networks become the infor-

mal contract enforcement. Furthermore, it is not unthinkable that reputation will also affect 

the other games of the player, supposing he has more than one contractual relationship. A 

breach in one game might also ruin his reputation in other games, punishing him in multiple 

games and significantly lower his incentive to breach. 

The fact that guanxi networks are very important to contract enforcement in situation where 

formal contract enforcement is inefficient provides new aspects to several findings from 

Chapter 2. First, the Chinese traditional emphasis on guanxi networks, in addition to the cul-

tural influence from Confucianism, is also partly due to the relatively efficient contract en-

forcement of reputation mechanism. Second, at the initial stage of Chinese reform during 

1980’s when the Chinese legal system is inefficient, the trigger strategy of guanxi networks is 

the reason why it partly facilitated the enforcement of contract, and as such is one of the ma-

jor explanations to Chinese rapid economic development.  

As this Chapter and the whole Thesis is approaching a final conclusion, there are two interest-

ing topics left untouched. First, the role of reputation in complete and infinite repeated game 

is established, but some empirical evidence has shown instances where reputation mecha-

nism was inefficient and contracts were breached during times of turmoil and instability, such 

as the mass businessmen run away incidents across China in 2011294. An explanation to this 
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may be that players are willing to play cooperative as long as the game continues, but if in-

stability causes his discount factor to fall significantly and/or implies an end to the contractu-

al relationship, he may have high incentive to breach the contract. Second, the efficiency of 

informal and formal contract enforcement in different stages of economic development has 

not been analyzed. 

The above-mentioned two topics are left untouched due to limitation of this Thesis. Should 

the topics become subject of research in the future, either by the author of this Thesis or 

someone else, they surely would provide some very interesting new aspects to the formal vs. 

informal issue.

3.3 Summary	

To summarize, in consistency with the finding of Chapter 2, the analysis of section 3.1 found 

Chinese contract law established during the 1980’s with strong influence from civil law. Many 

basic principles were established during that period, but CL remains more reserved on relin-

quishing its instructive status, resulting in a situation Mo Zhang referred as “Bird in a cage”.

Since 1990’s, Chinese contract law has adopted several common law elements and concepts 

such as anticipatory breach and strict fault approach from international legislations. Never-

theless, Chinese CL remains largely civil law based both in its procedure and legal philosophy 

such as its preference of applying continuing performance and utilizing mediation as dispute 

settlement. 

The influence of civil law tradition is even more in many courts, where the inconsistency of 

adopted common law concepts and their civil law tradition have resulted in numerous ac-

counts of confusion. In addition, the legal analysis of this Chapter finds several more conflicts 

or blurred lines that cause confusion: (i) non-distinction of several concepts in CL and GPCL, 

such as the conflict between fault and strict liability approach, and that between defense of 

certainty and anticipatory breach. (ii) Confusion between the judgments of different court. 

For instance where one court identified a circumstance as force majeure, another court de-

fined the same circumstance as change of circumstances. (iii) Concern that court may neglect 

law in favor of local and personal interest. 

                                                                                                                                                                       
reports on this social phenomenon have caused many concerns in China. See report of China daily: 
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Nevertheless, the empirical study of Xin He found the formal contract enforcement in urban 

cities to be improved. In contrary to many assumptions by foreign and Chinese academics,

more than half of creditor-plaintiffs in urban area receive 100% of the amount owed. On the 

other hand, these awards and rulings more than often require the compulsory implementa-

tion by court.

The empirical study of He Xin also shows inefficient formal contract enforcement in rural Chi-

na, but the game theoretical analysis in section 3.2 demonstrates that in spite of the ineffi-

ciency of formal institution, the informal reputation mechanism similar to guanxi networks 

could independently provide enough constraint on contractual players to prevent them from 

selecting strategy that are individually efficient but inefficient to the society. In addition, 

among other essential principles of game theory, how legal contract enforcement affects the 

incentive of contractual players in their choice between breaching and honoring a contract 

has also been demonstrated.

Furthermore, the game theoretical analysis has reconfirmed the summary of Chapter 2 that 

guanxi networks are a significant factor in economic development in circumstances where 

formal contract enforcement is inefficient or lacking. Several other findings in Chapter 2 have 

also been given new perspectives as the result of the game theoretical analysis.

Chapter 4	– The	Conclusion

After comprehensive legal and game theoretical analyses, this Thesis has provided answers to 

all problems formulated in Chapter 1. Based on the summaries of each Chapter, a combined 

and thorough conclusion will be provided.

By comparing the legal origin theory of LLSV, this Thesis found that the neoclassic liberal’s ex-

cessive attention on free market and efficient formal legal institution are unable to explain 

the rise of Chinese economy, and however it is economic development that results in a more 

efficient legal system. Nevertheless, this Thesis found that protection of private property and 

enforcement of contract are essential to economic development, proposed by North, is accu-

rate. However, the real influence on these protection and enforcement is not formal legal in-

stitutions, but a combination of informal constraint of guanxi and the political will of CPC, 

which is also the reason behind initial Chinese economic development. 
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Consistent with the limited role of law in Chinese economic development and despite having 

a relatively thoughtful legislation, the formal legal system in China is under substantial inter-

ference from all directions. The legal system is controlled firmly by the political power of CPC, 

while at the same time it is also a vulnerable target of local and personal interest. As such, 

the implementation of Chinese law is often troublesome and inefficient, and legal academics 

together with the public have been anticipating a more thorough legal reform to make the 

legal system efficient, which is necessary for China to sustain its economic growth and meet

the new challenges. 

The recent improvement on formal contract enforcement combined with the experimental 

judiciary reform show optimism to the Chinese legalization progress, but the informal guanxi

in China that helps to facilitate the initial economic success becomes a hindrance to legaliza-

tion progress and further economic development.

On the other hand, the extensive adoption of guanxi also offers necessary informal contract 

enforcement that affects the incentive of contractual players and motivates them to perform 

their obligation. This is because that the reputation mechanism provides punishment to the 

player in breach while awarding players that honor their obligation.  By contrast, formal con-

tract enforcement uses remedial actions as an alternative method to ensure a transfer be-

tween contractual players so that it is less attractive to breach. The most preferred remedial 

action by Chinese court is the more efficient continuing performance, but the reason for the 

preference is likely due to the tradition of Chinese CL and legal system in general, which re-

mains very civil law dominated in spite of adoption of common law concepts.

As being proposed several times, just as enforcement of contract utilizes both formal and in-

formal mechanism, an appropriate arrangement of informal constraint and formal rule is re-

quired for a successful economy. For China who has developed into current stage, a greater 

proportion of formal rule in the arrangement is required.

Fortunately, legalization progress has gained extensive support all over China, and it seems 

that the new political leader has seized the momentum by initiating reforms. Hopefully these 

reforms will place China on the right track in the future. As for now, we must wait and ob-

serve.
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Appendix	1

Source: La Porta, Rafael & Lopez-de-Silanes, Florencio & Shleifer, Andrei, 2007. "The Econom-

ic Consequences of Legal Origins". Journal of Economic Literature, American Economic Associ-

ation. Vol. 46(2), pages 285-332.
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Appendix	2

Translation:

Figure 13 2012 National Statistic on Court Enforcement

Source: China Legal Yearbook 2012.

Index Cases accepted Cases closed

Criminal cases 105,092 106,372

Civil cases 1,969,532 1,976,716

Administrative cases 8,559 8,904

Administrative non-litigation 160,865 162,251

Arbitration 115,957 115,817

Notary debt 18,449 17,770

Other 80,765 77,959

Total 2,459,219 2,465,789
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