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so the tangible assets of the project have limite� resale value if t_he 
debtor defaults because of the failure of the proJect. The only maJor 
assets which would have resale value in an offshore project are �he 
pipelines and the shore terminal, provided they could

_ 
be used to 

_
serv�ce 

other fields in the area. The security of the lender m such a situation
is generally referred to as 'defensi�e•, i.e. prevent�ng the attachment 
of the project assets by other creditors of the vehicle company. 

l. Security over immoveables

Under English private international law, the la:,v governin� the_mortgage
of immoveables is the lex situs. It has been said that the situation where 
a foreign law can intervene in matters affecting security over land in 
foreign territories is almost non-existent. '.4 Thus, �espite the fact that 
the governing law of the loan agreement is not Chmese law, the grant 
of a mortgage over land use rights15 in the _PRC would �ave to comply
with Chinese mortgage law. The problem is that there 1s at present no 
national mortgage law in the PRC. Moreover, Article 30(1) of the Law 
on Civil Procedure 1982 reserves to the People's Court of the PRC the 
exclusive jurisdiction over real property in China. So even if the lenders 
obtained a foreign judgment with regard to a_ mortgage_ over land use 
rights in the PRC, it could not enforce the Judgment m the PRC. 

2. Security over corporeal moveables

Under English conflict of laws rules, the law which gove�ns the transter 
of an interest in corporeal moveables by way of security, �nd which 
moveables remain constantly in one jurisdiction, is the lex situs. In the 
case of corporeal moveables which are not stationed a

_
t one place, e.g.

an oil tanker, or a mobile drilling rig, the proper law is the law of the 
flag. Such petroleum assets which are constantly on the move do not 
normally belong to the owner of the project, but are often the assets 
of the contractors providing services to the operator of t�e project. 16 

For petroleum assets which are stationed in one place m the P�C, 
including the sea areas under its jurisdiction,17. the pro�er law which 
will govern the security is the law of the PRC, mespective of the fact 
that the foreign loan contract is governed by English law. 

14 See Philip Wood, Law and Practice of International Finance (1980), subsectio� 15.3(1). 
15 In China, land cannot be mortgaged as it belongs to the state. Only land use nghts may 

be mortgaged: see Article 1 0(iv) of the 1982 Constitution (as a_me�d_ed). . 16 The operator of a petroleum project is the member ?f the cooperative JOIIlt venture which 
is given the responsibility of managing the operation of the project on behalf of the rest 
of the members of the cooperative joint venture. . . . 17 The legal situation is more complicated with regard to assets s1_tuated m the contmen�al
shelf because under international law, the PRC does not enJOY sovereignty over its
continental shelf. The legaJ issues regarding offshore jurisdiction will not .be discussed 
here. 
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3. Security over incorporeal moveables

Th� m�st i�port�nt incorporeal moveable asset of the petroleum project 
which 1s bemg fmanced 1s the contractual right to have a share of the 
oil recovered. Other incorporeal moveables which the lender would 
require to be secured in their favour are: 

(1) the insurance policies for the project;

(2) the project's accounts receivable;

(3) all licences, permissions, consents and approvals obtained for the
p

_
urpose of or in connection with the development of the project

(m so far as the law allows any of them to be used as security);
and

(4) the benefits of all contracts entered into by the project company
for the purpose of, or in connection with, the project funded by
the loan, for example, a sales contract for the petroleum produced
by the project.

It is in the taking of security over the incorporeal moveables of a 
petroleum project that the complexity of the legal position under English 
private international law is most striking. This is because English conflict 
of laws rules make fine distinctions with respect to the following aspects 
of an assignment: 

(1) assignability of the incorporeal moveables;

(2) the formal validity of the assignment, i.e. the formalities which
the assignment has to comply with to be effective, for example,
assignment before a notary;

(3) essential validity of the assignment, for example, the requirement,
of consideration under English law; and

(4) the priorities of competing assignments.

Under English private international law, the assignability of incorporeal 
moveables is governed by the law under which the incorporeal moveable 
�as created and not by the governing law of the contract of assignment, 
1.e. the debenture. Thus, in the case of the assignment of the borrower's 
�nterest in the petroleum contract to the lender by way of security, it 
is the law of the PRC rather than the governing law of the debenture, 
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since the incorporeal immoveable, i.e. the right to a share in the petroleum 
recovered, is created under Chinese law . 18 

Though under English private international law the parties to a contract 
may under the authority of Vita Food Products v. Unus Shipping 19 

choose what law to govern the contract, the scope of this governing 
law only covers those aspects of the transaction which fall within the 
jurisdiction of contract law but does not extend to cover the transfer 
of proprietary rights which affect the rights of a third party. Thus, where 
a debenture is governed by English law a lender will need to ensure 
that the assignment of an incorporeal moveable by way of security 
complies with the law under which the incorporeal moveable is created. 

Where the incorporeal moveable is created under Chinese law, then 
the lender has to ensure that the assignment by way of security complies 
with Article 91 of the General Principles of Civil Law: 

A party to a contract shall obtain the prior consent of the other party 
to the assignment of rights and obligations of a contract, fully or 
partially, to a third party, and there shall not be any, profiteering. 
If the contract is subject to the approval of the state as the law 
specifies, approval of the original approving authority shall be obtained, 
unless otherwise specified by the law or in the contract. 

Thus, assignment of rights in the petroleum contract is subject to the 
prior consent of CNOOC in the case of offshore projects and the consent 
of China National Offshore Oil and Natural Gas Corporation for onshore 
projects. Also, the approval of the MOFERT has to be obtained before 
an interest in the petroleum contract can be assigned by way of security 
to the lender. 

4. Limits on freedom of choice

The system of law chosen by the parties to the loan contract to govern 
the contract of assignment only governs the essential or general validity 
of the assignment and may also govern the formal validity of the assignment. 
Questions such as the assignability of the incorporeal moveable, and 
ranking of priorities, fall outside the scope of the governing law of the 
contract of assignment. 

18 The governing law of a petroleum contract between the CNOOC and the foreign
contractors must always be Chinese law, as required by Article S of the FECL and Article
3 of the Regulations of the PRC on the Exploitation of Offshore Petroleum Resources
in Cooperation with Foreign Enterprises 1982. 

19 [1939] A.C. 277. 
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V. SECURITY LAW OF THE PRC

As the transfer of a proprietary interest by way of security over immoveables 
(and also in some respects security over moveables) has to comply with 
the law of the PRC, irrespective of the fact that the governing law is 
not Chinese law, one has to consider the provisions in Chinese law 
regarding the transfer of proprietary interest. In China, the security 
devices that may be used to secure a debtor's assets are "mortgage" 
and "lien". Whereas a "mortgage" in Chinese law is the product of an 
agreement, a lien arises by operation of law. 

Article 89(4) of the General Principles of Civil Law authorises a 
creditor in possession to exercise a lien over the assets of the debtor: 

Where one party according to the terms of the contract has possession 
of the other party's property, if the other party defaults in repayment 
of the debt, the party in possession has the right to retain and to 
sell or otherwise to dispose of it after its value has been appraised. 

Legislative authorisation for the taking of a mortgage is found in 
Article 89(2) of the General Principles of Civil Law: 

The debtor or a third party may offer certain property as security. 
If the debtor fails to repay his debts, the creditor may, through the 
lawful process, have priority of compensation in cash at the same 
value as the security or from the proceeds realised therefrom. 20 

A. Chinese Mortgage Law

Though China's security law is still in an embryonic stage, with no national 
code on mortgages, it is slowly developing. In the past, one could not 
have a mortgage over a lease,21 but the 1982 Constitution of the PRC 
has been amended to allow mortgages over leases. At present, legal provisions 
on �o�gages are found in Articles 80, 81, 89, of the General Principles
of Civil Law; and paragraphs 112 to 117 of the Opinion of the Supreme 
People's Court on the General Principles of Civil Law22 (adopted by the 
Judicial Committee of the Supreme Court on January 26th 1988); as well 
as local mortgage statutes, applicable only in the limited area concerned. 

20 Until the introduction of the 'responsibility system' in the management of state-owned 
enterprises (which depends on the state to fund all the costs and shoulder all the losses), 
the requirement of security from a state-owned corporation by its lenders, the state-owned 
banks, was of little practical relevance. This is because the lending bank was not there 
to make profits. They function as cashiers of the State and not as businesses. Furthermore, 
liquidation or bankruptcy did not tlten exist. 

21 Before the amendment of the 1982 Constitution, leases or land use rights did not exist 
in China. 

22 Hereinafter, Opinion on the Civil Law. 
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of the foreign oil companies are not mining rights. Under Article 5 of 
the Petroleum Regulations 1982, "exclusive rights to explore for, develop, 
produce and market the petroleum within the zones of foreign coop
eration" belong to the CNOOC. The foreign oil companies, in carrying 
out exploration and exploitation, are not assignees of the CNOOC's 
mining rights but, rather, "contractors" carrying out exploration and 
exploitation on behalf of the holder of the mining right, i.e. the CNOOC. 

If the rights of the foreign oil companies are mining rights they should 
have ownership of the petroleum once they have reduced it to possession 
at the well-head. But such is not the case. The oil at the well-head 
belongs to the CNOOC and ownership of a foreign oil company's share 
of oil only passes to them at the outlet flange of the marine terminal 
or other storage facility for loading into tankers or other transportation 
equipment. 

If the bundle of rights of a foreign oil company under the petroleum 
contract with the CNOOC is not a mining right (it is submitted that 
this is the correct view), then unless there is a contractual provision 
in the petroleum contract prohibiting the mortgage of a foreign con
tractor's interest in the petroleum contract, such an incorporeal moveable 
is mortgageable. There is no prohibition in the Model Contract24 against 
assignment by the foreign contractors of their interests in the petroleum 
contract. The CNOOC cannot legally assign the mining rights granted 
to it by the State under Article 5 of the 1982 Petroleum Regulations, 
but it could assign its interests in the petroleum contract to its lenders. 

(3) State-owned property

Property of a state enterprise which does not fall within the category 
of property that cannot be mortgaged, as mentioned above, may still 
not be mortgageable under Chinese law if it is caught by paragraph 
113 of the Opinion on the Civil Law. Paragraph 113 provides: 

The mortgage of any property over which the mortgagor does not 
possess exclusive rights or does not have enterprise management 
rights is void. 

Article 2 of the Law of Industrial Enterprises Owned by the Whole 
People (hereinafter 'State Enterprise Law')25 provides: 

24 So far, three sets of the petroleum "Model Contract" have been promulgated, one for 
each of the three bidding rounds for petroleum contracts between the foreign oil 
companies and the CNOOC. 

25 It came into force in August 1988. 
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Property in enterprises shall be owned by the who�e people. In 
accordance with the principle of separating ownership from man
agement the state grants to the state enterprises the right to enga�e 
in business activities relating to their property and to manage their 
property. 

These "enterprise management rights" with regard to the property owned 
by the state include the "right to possess, use and dispose of, according
to the law, the property given to them by the State to operate �nd
manage."26 The right to dispose includes the right to "lease o� as�ign
for value, in accordance with stipulations of the State Council, fixed
assets given to them by the State to operate and m_anage."27 

There is no clear provision in the State Enterprise Law that the 
"enterprise management rights" include the right to mortgage the �n
terprise' s property. It seems that no notice had been ta�en of the precedmg 
Opinion on the Civil Law.28 This lack of close scrutm� of other related
statutes to ensure that the different laws and regulat10ns promulgated 
form a cohesive whole, is not unusual in Chinese legislation. 

2. Legal nature of a mortgage under Chinese law

Under Chinese law, a mortgage gives to the mortgagee a right to
dispose of the mortgaged property when the �ortgagor fails _ to repay
the mortgage loan. This basic feature of a Chmese mortgage is stated, 
with different phraseology, in Article 22 of the Regulations of Shenzhe� 
on Control of Secured Loans 1986, Article 39 of the Measures of Shanghai 
Municipality on Paid Transfer of the Right of Use of Land 1987 and 
paragraph 117 of the Supreme People's Co�rt's Op_in_i�n on the General
Principles of Civil Law. There is no detailed defimt10n of the nature 
of a mortgage in the existing legislation. 

An idiosyncrasy of modern Chinese law, if one may call it, is _that
a new practice sometimes precedes the law which subsequently affirms 

26 State Enterprise Law, Article 2. . . . 
27 Article 29 of the State Enterprise Law. The right to lease and assign for value 1s subJ�Ct

to the proviso that "benefits derived from such assets must be used for re�ewn�g
equipment or improving technology." It is submitted that fail�re to comply with t?1s
proviso would not affect the rights of the lessee but would subject the state enterpnse
concerned to being disciplined. 

28 The State Enterprise Law was passed on the 13th April 1988 by the_ �ational P�ople's
Congress and the Opinion on the Civil Law was adopted by the Judicial Committee of
the Supreme People's Court on 26 January 1988. 
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a party to all important contracts for the petroleum project so that no
effective changes, amendments to or termination of the assigned contract
can be made without the Agent bank's consent. However, because this
arrangement would render the agent liable were a breach of the contract
to occur, an indemnity clause should be incorporated in the loan contract
to indemnify the agent for any damages it has to pay arising from any
breach in the contract to which it is a party.

VI. CONCLUSION

From the preceding discussion, it can be seen that the taking of security
over assets in China is fraught with difficulties because of the undeveloped
state of the Chinese law which is inadequate to deal with the complexities
of international financing. The difficulties cannot be resolved simply
by using a foreign system of law to govern the contract. Thus at present,
protection for international commercial banks which are providing finance
for petroleum projects in China is in the form of a guarantee to repay
the loan if the borrower fails to do so.

Where the security law of China does not have an answer to an
important legal issue, the parties to the loan agreement or security agree-
ment can fill that gap by contractual provisions. However, there are
limits to the parties' freedom to contract. Article 4 of the FECL provides
that the foreign economic contracts "should not be prejudicial to the
public interests of the society of the People's Republic of China." Also,
in drafting those terms the parties need to have regard to the State's
attitude towards mortgage transactions, otherwise the contract when
submitted for approval by the MOFERT may be rejected. If the contractual
provisions touch on issues involving foreign exchange they have also
to meet the approval of the State Administration of Exchange Control.
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