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*N42 It is well known that the PRC Arbitration Law sets a unique and strict standard in determining the effectiveness of an arbitration clause. For example, an arbitration clause has to specify the arbitration institute administering the arbitration proceedings or it will be invalid. Furthermore, in drafting an arbitration clause, if the parties are not aware that PRC law will be applied in determining the effectiveness of the arbitration clause, the contract might end up with an arbitration clause which will be later invalidated by a PRC court.

Therefore it is important to know when a PRC court will apply the PRC Arbitration Law to determine the effectiveness of an arbitration clause, especially when the parties did not expressly choose PRC law as the governing law for the arbitration clause.

The case of China Hi-tech Wealth Group Co, Ltd and Beijing Beida Jade Bird Co, Ltd v Guangsheng Investment and Development Co, Ltd and Hong Kong Jade Bird Science and Technology Development Co, Ltd, which involved disputes over a loan contract and guarantee contract,1 is a very good example. In this case, art.10 of the Agreement on Issuance of Convertible Bonds, which was entered into by the four parties, provided that:

“Four parties shall properly settle disputes occurred in execution of this Agreement, and any disputes that can't be settled upon negotiations shall be settled by arbitration. This Agreement shall be governed by the laws of Hong Kong Special Administrative Region of the People's Republic of China.”

The Supreme People's Court of the PRC (Supreme People's Court) ruled that the disputed arbitration clause was invalid, and that the Higher People's Court of Beijing had jurisdiction over the lawsuit. In its reasoning, the Supreme People's Court first distinguished “the law applicable to determining the effectiveness of the arbitration clause” from “the governing law of the Agreement”. Secondly, the Supreme People's Court held that it is disputable whether the sentence that “this Agreement shall be governed by the laws of Hong Kong Special Administrative Region of the People's Republic of China” refers to the governing law of the agreement or to the governing law of the arbitration clause. Hence, the parties did not clearly agree on the governing law of the arbitration clause. In addition, the parties did not agree on the place of arbitration either. Therefore, according to art.16 of the Interpretation of the Supreme People's Court on Several Issues Concerning the Application of the Arbitration Law of the People's Republic of China2 (the Interpretation), as excerpted below, the PRC law, as “the law of the place of the court”, should be the governing law in determining the effectiveness of the arbitration clause.

Article 16 of the Interpretation reads:

*N43 “The law applicable to the determination of the effectiveness of a foreign-related arbitration agreement shall be the law stipulated by the parties concerned; if the parties concerned did not stipulate the applicable law but have stipulated the place of arbitration, the applicable law shall be the law of the place of arbitration; if they stipulated neither the applicable law nor the place of arbitration, or they failed to expressly stipulate the place of arbitration, the applicable law shall be the law of the place of the court.”

Article 24 of the Civil Procedure Law of the PRC further provides that:

“[A] lawsuit brought about a contract dispute shall be under the jurisdiction of the People's Court located in the place where the defendant has his domicile or where the contract is performed.”

In light of the provision above, in situations where the PRC courts might exercise jurisdiction over disputes arising from the contracts, namely when there is a Chinese contracting party or when the contract is to be performed within the territory of China, if the parties intend to circumvent the likelihood that the PRC Arbitration Law is to be applied in determining the effectiveness of an arbitration clause, the parties are advised either to agree clearly on a non-PRC law as the governing law for the arbitration clause, or to specify clearly a place outside of mainland China as the place of arbitration.

Last but not least, art.16 of the Interpretation relates to the choice of governing law for a “foreign-related arbitration agreement ” [emphasis added] only. In a contract without any foreign-related element, the parties cannot arbitrate outside of China, nor can they choose a foreign law as the governing law for an arbitration agreement. “Where there is no foreign-related element but the domestic parties have agreed on arbitration outside China” is one of the incidences in which an arbitration clause shall be deemed invalid, as provided by art.20 of Several Regulations Concerning the Handling of Foreign-related and Foreign Arbitration Cases by the People's Court (Draft for comments). Although the aforementioned article is only part of a draft for comments, it undoubtedly reflects the prevailing view of Chinese courts.

A foreign-related contract is one involving:

1. at least one foreign party; or

2. if the parties are all Chinese, where (a) either the facts establishing the legal relationship between the parties occurred in a foreign country; or (b) the subject-matter in dispute is in a foreign country.

It is also noteworthy that foreign-invested enterprises registered under PRC law, including Chinese subsidiaries of foreign companies and Sino-foreign joint ventures and the like, are all considered “Chinese” for the purposes of the PRC Arbitration Law. Thus, without other foreign-related elements, to have a legally effective arbitration agreement, Chinese parties can neither choose to arbitrate outside of China nor specify a foreign law as the governing law for the arbitration clause.
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