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L egislative recommendations

Disputes between the contracting authority and the concessionair e (see paras. 3-42)

Recommendation 68. The contracting authority should be free to agree to dispute
settlement mechanisms regarded by the parties as suited to the needs of the project,
including arbitration.

[Recommendation 68 his. The law should indicate whether and, if so, to what extent the
contracting authority may raise a plea of sovereign immunity, both as a bar to the
commencement of arbitral or judicial proceedings as well as a defence against
enforcement of the award or judgement.]

Disputes between the concessionaire and itslenders, contractor s and suppliers (see para.
43)

Recommendation 69. The concessionaire And the project promoters should be free to
choose the appropriate mechanisms for settling commercial disputes among project
promoters or disputes between the concessionaireand itslenders, contractors, suppliers
and other business partners.

Disputes between the concessionair e and its customer s (see par as. 44-46)

Recommendation 70. The concessionaire may be required to make available simplified
and efficient mechanismsfor handling claims submitted by its customers or users of the
infrastructure facility.

Noteson thelegidativerecommendations

A. Generalremarks

1. Animportant factor for the implementation of privately financed infrastructure projects
is thelegal framework inthe host country for the settlement of disputes. Investors, contractors
and lenders will be encouraged to participate in projects in countries where they have the
confidencethat any disputesarising out of contractsforming part of theproject will beresolved
fairly and efficiently. By the same token, efficient procedures for avoiding disputes or settling
themexpeditiously will facilitatetheexerciseof thecontracting authority’ smonitoring functions
and reduce the contracting authority’s overall administrative cost. In order to create a more
hospitable climate for investors, the legal framework of the host country should give effect to
certain basic principles, such asthefollowing: foreign firmsshould be guaranteed accessto the
courts under substantially the same conditions as domestic ones; partiesto private contracts
should have the right to choose foreign law as the law applicable to their contracts; foreign
judgments should be enforceable; and there should be neither unnecessary restrictions to
access to non-judicial dispute settlement mechanismsnor legal impedimentsfor the creation of
facilitiesfor settling disputes amicably outside the judicial system.

2. Privately financed infrastructure projectstypically requirethe establishment of anetwork
of interrelated contracts and other legal relationships involving various parties. Legislative
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provisions dealing with the settlement of disputes arising in the context of these projects must
take account of the diversity of relations, which may call for different dispute settlement
methods depending on the type of dispute and the partiesinvolved. The main disputes may be
divided into three broad categories:

(@) Disputes arising under agreements between the concessionaire and the
contracting authority and other governmental agencies. In most civil law countries, the
project agreement is governed by administrative law (see chap. VII, “Other relevant areas of
law”, paras. 24-27), while in other countries the agreement isin principle governed by contract
law as supplemented by special provisions developed for government contracts for the
provision of public services. This regime may have implications for the dispute settlement
mechanism that the parties to the project agreement may be able to agree upon. Similar
considerationsmay al so apply to certai n contractsenteredinto between the concessionaireand
governmental agencies or government-owned companies supplying goods or servicesto the
project or purchasing goods or services generated by the infrastructure facility;

(b) Disputes arising under contracts and agreements entered into by the project
promoters or the concessionaire with related parties for the implementation of the project.
These contracts usually include at least the following: (i) contracts between parties holding
equity in the project company (e.g. shareholders’ agreements, agreements regarding the
provision of additional financing or arrangements regarding voting rights); (ii) financing and
related agreements, which involve, apart from the project company, partiessuch ascommercial
banks, governmental lending institutions, international lending institutions and export credit
insurers; (iii) contracts between the project company and contractors, which themselves may
be consortia of contractors, equipment suppliers and providers of services; (iv) contracts
between the project company and the partieswho operate and maintain the project facility; and
(v) contracts between the concessionaire and private companies for the supply of goods and
services needed for the operation and maintenance of the facility;

(c) Disputes between the concessionaire and other parties. These other parties
include the users or customers of the facility. These users may be, for example, a
government-owned utility company that purchases electricity or water from the project
company so as to resell it to the ultimate users; commercial companies, such as airlines or
shipping lines contracting for theuse of the airport or port; or individual personspayingfor the
useof atoll road. The partiesto these disputes may not necessarily be bound by any prior legal
relationship of acontractual or similar nature.

Disputes between the contracting author ity and the concessionaire

3. Disputesthat arise under the project agreement frequently involve problemsthat do not
often arise in connection with other types of contracts. This is due to the complexity of
infrastructure projectsand thefact that they areto be performed over along period of time, with
a number of enterprises participating in the construction and in the operational phases. In
addition, disputes under project agreements may concern highly technical matters connected
with the construction processes, the technol ogy incorporated in the works and the conditions
for operating the facility. Furthermore, these projects usually involve governmental agencies
and ahigh level of public interest. These circumstances place emphasis on the need to have
mechanismsin place that avoid as much as possibl e the escalation of disagreements between
the parties and preserve their business relationship; that prevent the disruption of the
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construction works or the provision of the services; and that are tailored to the particular
characteristics of the disputes that may arise.

4.  Some of the main considerations particular to the various phases of implementation of
privately financed infrastructure projects are discussed in this section. The settlement of the
concessionaire' s grievances in connection with decisions by regulatory agencies has been
considered in the context of the authority to regulate infrastructure services (see chap. I,
“General legislative and institutional framework”, paras. 51-53). The settlement of disputes
arising during the process of selecting aconcessionaire (that is, pre-contractual disputes) has
also been dealt with earlier in the Guide (seechap. 111, “ Selection of the concessionaire”, paras.
118-122).

1. General considerationson methodsfor prevention and settlement of disputes

5. The issues that most frequently give rise to disputes during the life of the project
agreement are those related to possible breaches of the agreement during the construction
phase, the operation of theinfrastructurefacility or in connection with theexpiry or termination
of the project agreement. These disputes may be very complex and they often involve highly
technical matters that need to be resolved speedily in order not to disrupt the construction or
the operation of the infrastructure facility. For these reasons it is advisable for the parties to
devise mechanismsthat allow for the choice of competent expertsto assist inthe settlement of
disputes. Furthermore, the long duration of privately financed infrastructure projects makesit
important to devise mechanisms to prevent, as much as possible, disputes from arising so as
to preserve the business rel ationship between the parties.

6.  With aview to achieving the objectives mentioned above, project agreements often
provide for composite dispute-settlement clauses designed to prevent, to the extent possible,
disputes from arising, to foster reaching agreed solutions and to put in place efficient dispute
settlement methods when disputes nevertheless arise. Such clauses typically provide for a
sequential series of steps starting with an early warning of issues that may develop into a
dispute unlessthepartiestake actionto prevent them. When adispute doesoccur it isprovided
that the parties should exchangeinformation and discussthe disputewithaview toidentifying
asolution. If the parties are unable to resolve the dispute themselves, then either party may
require participation of an independent and impartial third party to assist them to find an
acceptable solution. In most cases, adversarial dispute settlement mechanisms are only used
when the disputes cannot be settled through the use of such conciliatory methods.

7.  However,theremay belimitstotheparties' freedomto agreeto certain dispute prevention
or dispute settlement methods: one such limit may arise from the subject matter of the dispute;
anotherlimit may insomelegal systemsarisefromthegovernmental character of thecontracting
authority. In somelegal systems, the traditional position has been that the Government and its
agencies may not agree on certain dispute settlement methods, in particular, arbitration. This
position has often been restricted to mean that it does not apply to public enterprises of
industrial or commercial character, which, in their relations with third parties, act pursuant to
private law or commercial law.

8.  Limitationsto thefreedom to agree on dispute settlement methods, including arbitration,
may also relate to the legal nature of the project agreement. Under some civil law systems,
project agreements may be regarded as administrative contracts, with the consequence that
disputes arising thereunder need to be settled through thejudiciary or through administrative
courts of the host country. Under other legal systems, similar prohibitions may be expressly



A/CN.9/471/Add.7

@

®)

included in legislation or judicial precedents directly applicable to project agreements, or may
betheresult of established contract practices, usually based onlegislativerulesor regul ations.

9.  Forcountriesthat wishtoallow theuse of non-judicial methods, including arbitration, for
the settlement of disputesarising in connection with privately financed infrastructure projects,
it is important to remove possible legal obstacles and to provide a clear authorization for
domestic contracting authoritiesto agree on dispute settlement methods. The absence of such
legislative authority may give rise to questions as to the validity of the dispute-settlement
clause and cause delay in the settlement of disputes. If, for example, an arbitral tribunal finds
that the arbitration agreement hasbeen validly concluded despite any subsequent defencethat
the contracting authority had no authorization to concludeit, the question may reappear at the
recognition and enforcement stage beforeacourt in the host country or beforeacourt of athird
country where the award isto be recognized or enforced.

Commonly used methodsfor preventing and settling disputes

10. Thefollowing paragraphs set out the essential features of methods used for preventing
and settling disputesand consider their suitability for thevarious phasesof largeinfrastructure
proj ects,namely, the construction phase, the operational phaseand the post-termination phase.
Althoughtheproject agreement usual ly providesfor composite dispute prevention and dispute
settlement mechanisms, care should be taken to avoid excessively complex procedures or to
imposetoo many layersof different procedures. The brief presentation of selected methodsfor
dispute prevention and dispute settlement methods contained in the following paragraphsis
intended to inform legislators about the particular features and usefulness of these various
methods. It should not be understood as a recommendation for the use of any particular
combination of methods.

Early warning

11. Ealy warning provisions may be an important tool to avoid disputes. Under these
provisions,if oneof the partiesto acontract feel sthat eventsthat have occurred, or claimsthat

the party intends to make, have the potential to cause disputes, these eventsor claimsshould

be brought to the attention of the other party as soon as possible. Delays in making these
claims are not only a source of conflict, because they are likely to surprise the other party and

therefore createresentment and hostility, but they also render the claimsmoredifficult to prove.

For that reason, early warning provisions typically require the claiming party to submit a
quantified claim, along with the necessary proof, within an established timeperiod. To make the
provision effective, a sanction is frequently included for non-compliance with the provision,

such as the loss of the right to pursue the claim or an increased burden of proof. In

infrastructure projects, early warning frequently refersto eventsthat might adversely affect the
quality of the works or the public services, increase their cost, cause delays or endanger the
continuity of theservice. Early warning provisionsaretherefore useful throughout theduration

of aninfrastructure project.

Partnering

12.  Another tool that is used as a means of dispute avoidance is partnering. The object of
partnering is to create, through mutually developed formal strategies and from the outset of a
project, an environment of trust, teamwork and cooperation among all key partiesinvolved in
the project. Partnering has been found to be useful to avoid disputes and to commit the parties
to work efficiently to achieve the goals of the project. The partnering relationshipsare defined
in workshops attended by the key parties to the project, and usually organized by the
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contracting authority. At the initial workshop, a mutual understanding of the concept of
partnering is established, goals for the project for all the parties are defined and aprocedureto
resolve critical issues quickly isdeveloped. At the conclusion of thisworkshop, a*“partnering
charter” is drafted and signed by the participants, signifying their commitment to work jointly
towards the success of the project. The charter usually includesanissueresol ution procedure
designed to determineclaimsand resol ve other problems, beginning at thelowest possiblelevel
of management and at the earliest possible opportunity. If asolution is not reached within a
given time- frame, theissueisraised to the next level of management. Outsidersto the project
areonly caled in if no agreement by the people responsible for the project is achieved.

Facilitated negotiation

13. The purposeof thisprocedureisto aid the partiesin the negotiation process. The parties
appoint afacilitator at the commencement of the project. Hisfunction is to assist thepartiesin
resolving any disputes, without providing subjective opinionsontheissues, but rather coaxing
them into analysing thoroughly the merits of their cases. This procedure is specially useful
when there are numerous parties involved who would find it difficult to negotiate and
coordinate all the differing opinions without such facilitation.

Mediation and conciliation

14. Theterm “conciliation” isused in the Guide as a broad notion referring to proceedings
in which aperson or apanel assiststhe partiesin an independent and impartial manner in their
attempt to reach an amicable settlement of their dispute. Conciliation differsfrom negotiations
between the partiesin dispute (in which the partieswould typically engage after the dispute has
arisen) in that conciliation involvesindependent and impartial assistanceto settle the dispute,
whereas in settlement negotiations between the parties no third-person assistanceisinvolved.
The difference between conciliation and arbitration is that conciliation ends either in the
settlement of the dispute agreed by the parties or it ends unsuccessfully; in arbitration,
however, the arbitral tribunal imposes a binding decision on the parties, unless they have
settled the dispute before the award is made. In practice, such conciliation proceedings are
referred to by various expressions, including “mediation”. Nevertheless, in the legal tradition
of some countries, adistinction is drawn between conciliation and mediation to emphasize the
fact that, in conciliation, athird party istrying to bring together the disputing parties to help
them reconcile their differences, while mediation goes further by allowing the mediator to
suggest terms for the resolution of the dispute. However, the terms “conciliation” and
“mediation” are used as synonyms more freguently than not.

15. Conciliation is increasingly being increasingly practised in various parts of the world,
including in regions where it was not commonly used in the past. Thistrend isreflected, inter
alia, intheestablishment of anumber of private and public bodiesoffering conciliation services
to interested parties. The conciliation procedure isusually private, confidential, informal and
easily pursued. It may also bequick and inexpensive. Theconciliator may assume multipleroles
and isin general more active than afacilitator. He or she may frequently challenge the parties’
position to stress weaknesses that usually facilitate agreement and, if authorized, may suggest
possible settlement scenarios. The procedure is generally non-binding and the conciliator’s
responsibility is to facilitate settlement by directing the parties' attention to the issues and
possible solutions, rather than passing judgement. This procedureis particularly useful when
there are many partiesinvolved and it would therefore be difficult to achieve an agreement by
direct negotiations.
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16. If the parties provide for conciliation in the project agreement, they will have to settle a
number of procedural questionsin order to increase the chance of a settlement. Settling such
procedural questionsisgreatly facilitated by the incorporation into the contract, by reference,
of a set of conciliation rules such as the UNCITRAL Conciliation Rules! Other sets of
conciliation rules have been prepared by variousinternational and national organizations.

(e) Non-binding expert appraisal

17. Thisisaprocedure whereaneutral third party ischarged with providing an appraisal on
the merits of the dispute and suggested outcome. It serves as a “reality check” showing the
contesting partieswhat the possible outcome of themoreexpensive and usually slower binding
procedures such as arbitration or court proceedings would be. This procedureis useful where
the parties have difficulty in communicating because their positions have become entrenched
or wherethey do not see clearly the weaknesses of their positions or the strengths of the other
party’ s positions. A non-binding expert appraisal is usually followed by negotiations, either
direct or facilitated.

) Mini-trial

18. This procedure assumes the form of a mock trial in which site-level personnel of each
party make submissionsto a“tribunal” composed of asenior executiveof each party and athird
neutral person. After the submissions, which aretypically to bemadewithin predeterminedtime
periods, the executives enter into a facilitated negotiation procedure with the assistance of a
neutral person, to try to reach an agreement taking advantage of the issues that have been
elucidated during the “trial”. Counsel for the parties are frequently present and are useful in
identifying the relevant issues. The purpose of the mini-trial is to inform senior executives of
the issues involved in the dispute and to serve asareality check of what the outcome of areal
trial might be.

(g) Senior executive appraisal

19. This procedure is similar to the mini-trial but it is less adversarial and uses a more
consensus-oriented approach. The procedure begins with the presentation of short position
papers by each party, followed by short responses. At an “appraisal conference” headed by
a facilitator, a senior executive from each of the parties makes brief oral presentations
elucidating the issues submitted in the position papers or other points raised by the parties or
thefacilitator. This conferenceisfollowed by a negotiation meeting, chaired by the facilitator,
withaview to reaching an agreement. Both themini-trial and the senior executive appraisal tend
to be less of a strong reality check than the non-binding expert appraisal and therefore less
likely to motivate difficult decisionsin the absence of commercial pressure to do so.

(h) Review of technical disputes by independent experts

20. During the construction phase, the parties may wish to consider providing for certain
types of disputes to be referred to an independent expert appointed by both parties. This
method may be of particular usein connection with disagreementsrelating to technical aspects
of the construction of the infrastructure facility (for example, whether the works comply with
contractual specifications or technical standards).

21. The parties may, for instance, appoint a design inspector or a supervisor engineer,
respectively, to review disagreementsrel ating to theinspection and approval of thedesign, and
the progress of construction works (see chap. 1V, “Construction and operation of



A/CN.9/471/Add.7

infrastructure”, paras. 69-79). The independent experts should have expertisein the designing
and construction of similar projects. The powers of the independent expert (such as whether
the independent expert makes recommendations or issues binding decisions), as well as the
circumstances under which the independent expert’ s advice or decision may be sought by the
parties, should be set forth in the project agreement. In some large infrastructure projects, for
instance, the advice of theindependent expert may be sought by the concessionaire whenever
there isadisagreement between the concessionaire and the contracting authority asto whether
certain aspects of the design or construction works conform with the applicabl e specifications
or contractual obligations. Referral of a matter to a design inspector or to a supervising
engineer, as appropriate, may be particularly relevant in connection with provisions in the
project agreement that require prior consent of the contracting authority for certain actions by
the concessionaire, such as final authorization for operation of the infrastructure facility (see
chap. 1V, “ Construction and operation of infrastructure”, para. 78).

22.  Independent experts have been often used for the settlement of technical disputesunder
construction contracts, and the variousmechanismsand proceduresdevel opedinthe practice
of the construction industry may be used, mutatis mutandis, in connection with privately
financed infrastructure projects. However, it should be noted that the scope of disputes
between the contracting authority and the concessionaireisnot necessarily the same aswould
be the case for disputes that typically arise under a construction contract. Thisis so because
the respective positions of the contracting authority and the concessionaire under the project
agreement are not fully comparable with those of the owner and the performer of works under
aconstruction contract. For instance, disputes concerning the amount of payment due to the
contractor for the quantities of works actually performed, which are frequent in construction
contracts, are not typical for the relations between contracting authority and concessionaire,
since the latter does not usually receive payments from the contracting authority for the
construction works performed.

Disputereview boards

23.  Project agreements for large infrastructure projects often establish permanent boards
composed of experts appointed by both parties, possibly with the assi stance of an appointing
authority, for the purpose of assisting in the settlement of disputes that may arise during the
construction and the operational phases (referred to in the Guide as* disputereview boards”).
Proceedings before adisputereview board can beinformal and expeditious, and tail ored to suit
the characteristics of the dispute that it is called upon to settle. The appointment of a dispute
review board may prevent misunderstandings or differences between the parties from
developingintoformal disputesthat would requiresettlementin arbitral or judicial proceedings.
Infact, its effectiveness as atool for avoiding disputesis one of the special strengths of this
procedure, but a dispute review board may also serve as a mechanism to resolve disputes, in
particular when the board is given the power to render binding decisions.

24.  Underthedisputereview board procedure, thepartiestypically select, at the outset of the
project, three experts renowned for their knowledgeinthefield of the project to constitute the
board. Theseexpertsmay bereplaced if the project comprisesdifferent stagesthat may require
different expertise (that is, different expertise will be required during the construction of the
facility from during the later administration of the public service), and in some large
infrastructure projects more than one board has been established. For example, one dispute
review board may deal exclusively with disputes regarding matters of a technical nature (e.g.
engineering design, fitness of certain technology, compliance with environmental standards)
whereas another board may deal with disputes of a contractual or financial nature (regarding,



A/CN.9/471/Add.7

for instance, the amount of compensation due for delay in issuing licences or disagreements
on the application of price adjustment formulas). Each board member should beexperiencedin
the particular type of project, including experience in the interpretation and administration of
proj ect agreements, and should undertake to remain impartial and independent of the parties.
These persons may be furnished with periodic reports on the progress of construction or on
the operation of the infrastructure facility, as appropriate, and may beinformed immediately of
differences arising between the parties. They may meet with the parties, either at regular
intervals or when the need arises, to consider differences that have arisen and to suggest
possible ways of resolving those differences.

25. Intheir capacity asagentsto avert disputes, the members of the board may make periodic
visitsto the project site, meet with the parties and keep informed of the progress of the work.
These meetings help identify any potential conflictsearly, before they start festering and turn
intofull-fledged disputes. When potential conflictsare detected, theboard proposessol utions,
which, given the expertise and prestige of its members, are likely to be accepted by the parties.
Referral of adispute triggers an evaluation by the board, which isdonein aninforma manney,
typically by discussion with the parties during a regular site visit. The board controls the
discussion, but each party isgiven afull opportunity to stateitsviews, and the dispute review
board isfree to ask questions and to request documents and other evidence. The advantages
of conducting hearings at the job site, soon after the events have occurred and before
adversarial positions have hardened, are obvious. The board then meets privately and seeks
to formulate arecommendation or adecision. If the parties do not accept these proposals and
disputes do arise, the board, if authorized to do so by the parties, is in a unique position to
solve them expeditiously because of its familiarity with the problems and contractual
documents.

26. Given their usually long duration, many circumstances relevant to the execution of
privately financed infrastructure projects may change before the end of the concession term.
While the impact of some changes may be automatically covered in the project agreement (see
chap. IV, “ Construction and operation of infrastructure”, paras. 126-130) thereare changesthat
might not lend themselves easily to inclusionin an automati c adjustment mechanism or that the
parties may prefer to exclude from such amechanism. It isthereforeimportant for the partiesto
establish mechanisms for dealing with disputes that may arise in connection with changing
circumstances. Thisisof particular significancefor the operational phase of the project. Where
the parties have agreed on rules that allow a revision of the terms of the project agreement
following certain circumstances, the question may ariseastowhether those circumstanceshave
occurred and, if so, how the contractual termsshould be changed or supplemented. Withaview
to facilitating a resolution of possible disputes and avoiding astalematein casethe partiesare
unable to agree on acontract revision, it is advisable for the parties to clarify whether and to
what extent certain contractual terms may be changed or supplemented by the dispute review
board. It may be noted, in this context, that the parties might not always be able to rely on an
arbitral tribunal or adomestic court for that purpose. Indeed, under somelegal systems, courts
and arbitratorsare not competent to change or supplement contractual terms. Under other legal
systems, courts and arbitrators may do so only if they are expressly so authorized by the
parties. Under yet other legal systems, arbitrators may do so but courts may not.

27.  Thelaw governing arbitral orjudicial proceedings may determinethe extent to which the
parties may authorize arbitrators or a court to review a decision of the dispute review board.
Excluding such review has the advantage that the decision of the dispute review board would
beimmediately final and binding. However, permitting such areview gives the parties greater
assurance that the decision will be correct. Early clauses on dispute review boards did not



A/CN.9/471/Add.7

10

()

(k)

provide that their recommendations would become binding if not challenged in arbitral or
judicial proceedings. In practice, however, the combination of the persuasive force of

unanimous recommendations by independent experts agreed by the parties has led both

contracting authoritiesand proj ect compani esto accept therecommendationsvoluntarily rather
than litigate. Recent contract provisions on dispute review boards usually provide that a
decision of the board, while not immediately binding on the parties, becomes binding unless
one or both parties refer the dispute to arbitration or initiate judicial proceedings within a
specified period of time. Apart from avoiding potentially protracted litigation, the partiesoften

take into account the potential difficulty of overcoming what might be regarded by the court

or arbitral tribunal as a powerful recommendation, inasmuch as it had been made by

independent experts familiar with the project from the outset and was based on

contemporaneous observation of the project prior to, and at thetime of, thedispute having first
arisen.

28.  Although this occursvery rarely, the partiesmay agreeto maketheboard’ sdecisionfinal

and binding. It should be noted, however, that despite the parties’ agreement to be bound by

theboard’ sdecision, under many legal systems, the decision by thedisputereview board, while

binding as a contract, may not be enforceable in asummary proceeding, such asaproceeding

for the enforcement of an arbitral award, sinceit does not have the status of an arbitral award.

If the parties contemplate providing for proceedings before a dispute review board, it will be
necessary for them to settle various aspects of those proceedingsin the project agreement. It

would be desirable for the project agreement to delimit as precisely as possible the authority

conferred upon the dispute review board. With regard to the nature of their functions, the
project agreement might authorize thedisputereview board to makefindingsof fact andto order
interimmeasures. It may specify thefunctionsto be performed by the dispute review board and

the type of issues with which they may deal. If the parties are permitted to initiate arbitral or
judicial proceedings within aspecified period of time after the decision isrendered, the parties

might specify that findings of fact made by a dispute review board are to be regarded as

conclusive in arbitral or judicial proceedings. The project agreement might also obligate the
parties to implement a decision by the dispute review board concerning interim measures or a
decision onthe substance of specifiedissues; if the partiesfail to do so, they will be considered

as having failed to perform a contractual obligation. Regarding the duration of the board’'s

functions, the project agreement may provide that the board will continue to function for a
certain period beyond the expiry or termination of the project agreement, in order to deal with
disputes that may arise at that stage (for example, disputes as to the condition of and

compensation due for assets handed over to the contracting authority).

Non-binding arbitration

29. This procedure is sometimes used when less adversarial methods such as facilitated
negotiation, conciliation or dispute review board procedures have been unsuccessful.
Non-binding arbitration is conducted in the same manner as binding arbitration, and the same
rules may be used except that the procedure ends with a recommendation. The procedure
contempl ates that the parties will proceed directly to litigation if the disputeisstill unresolved
under non-binding arbitration. Those who choose this procedure do so (a) if they have
reservations about the binding nature of arbitration; or (b) as an incentive to avoid both
arbitration and litigation, arbitration because it would seem redundant to go through the same
procedure twice and litigation because of its length and cost.

Arbitration
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30. Inrecent years, arbitration hasbeen used increasingly for settling disputesarising under
privately financed infrastructure projects. Arbitration istypically used both for the settlement
of disputes that arise during the construction or operation of the infrastructure facility and for
the settlement of disputes related to the expiry or termination of the project agreement.
Arbitrationispreferred by privateinvestorsandlenders, in particular foreign ones, sincearbitral
proceedings may be structured by the parties so asto be lessformal than judicial proceedings
and better suited to the needs of the parties and to the specific features of the disputes likely
to arise under the project agreement. The parties can choose as arbitrators personswho have
expert knowledge of the particular type of project. They may choosethe placewherethearbitral
proceedings are to be conducted. They can al so choose the language or languages to be used
inthe arbitral proceedings. Arbitral proceedings may be less disruptive of business relations
between the partiesthan judicial proceedings. The proceedingsand arbitral awards can bekept
confidential, while judicial proceedings and decisions usually cannot. Furthermore, the
enforcement of arbitral awards in countries other than the country in which the award was
rendered is facilitated by the wide acceptance of the Convention on the Recognition and
Enforcement of Foreign Arbitral Awards of 1958.

31.  With regard, in particular, to infrastructure projectsinvolving foreign investors, it may
be noted that aframework for the settlement of disputes between the contracting authority and
foreign companies participating in a project consortium may be provided through adherence
to the Convention on the Settlement of Investment Disputes between States and National s of
Other States? The Convention, which hasthus far been adhered to by 131 States, established
the International Centre for the Settlement of Investment Disputes (ICSID). ICSID is an
autonomous international organization with close links to the World Bank. ICSID provides
facilities for the conciliation and arbitration of disputes between member countries and
investors who qualify as nationals of other member countries. Recourseto ICSID conciliation
and arbitrationisvoluntary. However, once the partiesto a contract or dispute have consented
to arbitration under the ICSID Convention, neither can withdraw its consent unilaterally. All
ICSID members, whether or not parties to the dispute, are required by the Convention to
recognize and enforcel CSID arbitral awards. Theconsent of the partiesto | CSI D arbitration may
be given with regard to an existing dispute or with respect to adefined class of future disputes.
The consent of the parties need not, however, be expressed in relation to a specific project; a
host country might in its legislation on the promotion of investment offer to submit disputes
arising out of certain classes of investment to thejurisdiction of ICSID and theinvestor might
giveits consent by accepting the offer in writing.

32. Bilateral investment agreements may also provide a framework for the settlement of
disputes between the contracting authority and foreign companies. In these treaties, the host
State typically extends to investors that qualify as nationals of the other signatory State a
number of assurances and guarantees (see chap. V11, “ Other relevant areas of law”, paras. 4-6)
and expresses its consent to arbitration, for instance, by referral to ICSID or to an arbitral
tribunal applying the UNCITRAL Arbitration Rules.

Sovereign immunity

33. When arbitration is allowed and agreed upon between the parties to the project
agreement, the implementation of an agreement to arbitrate may befrustrated or hindered if the
contracting authority is able to plead sovereign immunity, either asabar tothe commencement
of arbitral proceedings or as a defence against recognition and enforcement of the award.
Sometimes the law on this matter is not clear, which may raise concerns with the interested
parties (for instance, the concessionaire, project promoters and lenders) that an agreement to
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arbitrate might not be effective. In order to address such possible concerns, it is advisable to
review the law on this topic and to indicate the extent to which the contracting authority may
raise apleaof sovereign immunity.

34. Inaddition, acontracting authority against which an award has been issued may raisea
pleaof immunity from execution against public property. Thereis adiversity of approachesto
the question of sovereign immunity from execution. For example, under some national laws
immunity does not cover governmental entitieswhen engagedin commercial activities. Inother
national laws alink is required between the property to be attached and the claim in that, for
example, immunity cannot be pleaded in respect of funds all ocated for economic or commercial
activity governed by private law upon which the claim is based or that immunity cannot be
pleaded with respect to assets set aside by the Stateto pursueitscommercial activities. Insome
countries, it is considered that it is for the Government to prove that the assets to be attached
arein non-commercial use.

35.  In some contracts involving entities that might plea sovereign immunity, clauses have
been included to the effect that the Government waivesits right to plead sovereign immunity.
Such a consent or waiver might be contained in the project agreement or an international
agreement; it may belimited to recognizing that certain property is used or intended to be used
for commercial purposes. Such written clauses may be necessary inasmuch as it is not clear
whether the conclusion of an arbitration agreement and participationin arbitral proceedingsby
the governmental entity constitutes an implied waiver of sovereign immunity from execution.

36. Thelegislator may wish to review its laws on this matter and, to the extent considered
advisable, clarify in which areas contracting authorities may not plead sovereign immunity.

Effectiveness of the arbitration agreement and enfor ceability of the award

37. Theeffectiveness of an agreement to arbitrate depends on the legislative regime where
the arbitration takes place. If thelegislative regimefor arbitration in the host country is seen as
unsatisfactory, for instance, because it is found to pose unreasonable restrictions on party
autonomy, a party might wish to agree on a place of arbitration outside the host country. Itis
therefore important for the host country to ensure that the domestic legislative regime for
arbitration resolves the principal procedural issuesin a manner appropriate for international
arbitration cases. Such aregime is contained in the UNCITRAL Model Law on International
Commercia Arbitration.*

38. Ifthearbitration takes place outside the host country or if an award rendered in the host
country would needto beenforced abroad, the effectivenessof thearbitration agreement would
also depend on legislation governing the recognition and enforcement of arbitral awards. The
ConventionontheRecognitionand Enforcement of Foreign Arbitral A wards (seepara. 30), inter
aia, dealswith the recognition of an arbitration agreement and the grounds on which the court
may refusetorecognizeor enforceanaward. TheConventionisgenerally regarded asproviding
an acceptable and balanced regime for the recognition and enforcement of arbitral awards. The
fact that the host country is a party to the Convention islikely to be seen as acrucia element
in assessing the legal certainty of binding commitments and of the reliability of arbitration as
a method for solving disputes by arbitration with parties from the country. It would also
facilitate the enforcement abroad of an arbitral award rendered in the host country.

Judicial proceedings

39. Asindicated earlier, in some legal systems, pursuant to mandatory rules of a public law
nature, the settlement of disputesarising out of project agreementswhereby theconcessionaire
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is entrusted with the provision of public servicesisamatter of the exclusive competence of the
domestic judiciary or administrative courts. |n some countries, governmental agencieslack the
power to agreeto arbitration, except under specific circumstances (seeparas. 7-9), whilein other
legal systems the partieshavethefreedomto choosebetween judicial and arbitral proceedings.

40. Whereitispossible forthe partiesto choose between judicial and arbitral proceedings,
the contracting authority may seereasonsfor leaving any disputeto beresolved by the courts
of the host country. Those courts are familiar with thelaw of thecountry, which oftenincludes
specific legislation directly applicable to the project agreement. Furthermore, the contracting
authority and other governmental agencies of the host country that might be involved in the
dispute may prefer local courts because of the familiarity with the court procedures and the
language of the proceedings. It may also be considered that, to the extent project agreements
involveissues of public policy and the protection of public interest, state courtsarein abetter
position to give them proper effect.

41. However, such aview by the contracting authority may not be shared by prospective
investors, financiers and other private parties. These parties may consider that arbitration is
preferable to judicial proceedings because arbitration, being to alarger degree subject to the
agreement of the partiesthan judicial proceedings, isin a position to resolve a dispute more
efficiently. Private investors, in particular foreign ones, may also be reluctant to submit to the
jurisdiction of domestic courts functioning under rules unfamiliar to them. In some countries
it has been found that allowing the partiesto choose the di spute settlement mechanism hel ped
to attract foreign investment for the development of itsinfrastructure.

42.  Inconsideringwhether any disputeshouldberesolvedinjudicial proceedingsor whether
an arbitration agreement should be entered into, where such choice is permitted under the
applicable law, factors typically taken into account by the parties include, for example, their
confidence that the courts competent to decide adisputewill be unbiased and that the dispute
will beresolved without inordinate delay. The efficiency of the national judicial systemandthe
availability of formsof judicia relief that are adequate to disputes that might arise under the
project agreement are additional factors to be taken into account. Furthermore, in view of the
highly technical and complex issues involved in infrastructure projects, the parties will also
consider the implications of using arbitrators selected for their particular knowledge and
experience as compared to domestic courts which may lack specific knowledge or experience
in handling thetechnical questionsin the areawherethe dispute arose. Another consideration
may bethe confidentiality of arbitration proceedings, relativeinformality of arbitral procedures,
and the possibly greater flexibility arbitrators may have in awarding appropriate remedies, all
of which may be beneficial for preserving and devel oping the long-term relationship implicitin
project agreements.

Disputes between the concessionaireand itslenders, contractorsand
suppliers

43.  Itisgeneraly accepted in domestic laws that parties to commercial transactions, and in
particular international commercial transactions, are free to agree on the forum that will decide
in a binding decision any dispute that may arise from those transactions. In international
transactions, arbitration has become the preferred method, whether or not it is preceded by, or
combined with, conciliation. As to contracts between the concessionaire and the lenders,
contractors and suppliers, which invariably form part of privately financed infrastructure
projects, in many countries the parties are free to subject disputesto arbitration, to select the

13



A/CN.9/471/Add.7

14

placeof arbitration and to determinewhether or not any arbitration case should beadministered
by an arbitral institution. These contracts are generally considered commercial agreements to
which, as regards dispute settlement clauses, general rulesregarding commercial contractsare
applicable. Host countries wishingto establish ahospitablelegal climatefor privately financed
infrastructure projects would be well advised to review their laws with respect to these
contracts so as to eliminate any uncertainty regarding the freedom of the parties to agree to
dispute settlement mechanisms of their choice.

Disputesbetween theconcessionaireand itscustomer s

44.  Depending on the type of project, the concessionaire’ s customers may include various
personsand entities, such as, for exampl e, agovernment-owned utility company that purchases
electricity or water fromthe concessionaire so asto resell it to the ultimate users; commercial
companies, such as airlines or shipping lines contracting for the use of the airport or port; or
individual persons paying for the use of atoll road. The considerations and policiesregarding
contracts with the end-purchasers of the goods or services supplied by the project company
may vary according to who the parties to those contracts are, the conditions under which the
services are provided and the applicable regulatory regime.

45. In some countries, public service providers are required by law to establish special
simplified and efficient mechanisms for handling claims brought by their customers. Such
special regulation istypically limited to certain industrial sectors and applies to purchases of
goods or services by customers. Statutory requirementsfor the establishment of such dispute
settlement mechanisms may apply generally to claims brought by any of the concessionaire’s
customers or may be limited to customers who are individual persons acting in their
non-commercial capacity. The concessionaire’s obligation may be limited to the establishment
of a mechanism for receiving and dealing with complaints by individual consumers. Such
mechanisms may include aspecial facility or department set up within the project company for
receiving and handling claimsexpeditiously, for instance by making available to the customers
standard claim forms or toll-free telephone numbersfor voicing grievances. If the matter is not
satisfactorily resolved, the customer may have the right to file a complaint with a regulatory
agency, if any, which in some countries may have the authority to issue abinding decision on
the matter. Such mechanisms are often optional for the consumer and typically do not preclude
resort by the aggrieved personsto courts.

46. If the customers are utility companies (such as a power distribution company) or
commercia enterprises (for instance, a large factory purchasing power directly from an
independent producer) who freely choose the services provided by the concessionaire and
negotiate the terms of their contracts, the parties would typically settle any disputes by
methods usual in trade contracts, including arbitration. Accordingly, there may not be aneed
for addressing the settlement of these disputes in legislation relating to privately financed
infrastructure projects. However, wheretheconcessionaire’ scustomersaregovernment-owned
entities, their ability to agree on dispute settlement methods may be limited by rules of
administrative law governing the settlement of disputes involving governmental entities. For
countries that wish to allow the use of non-judicial methods, including arbitration, for the
settlement of disputes between the concessionaire and itsgovernment-owned customers, itis
important to remove possible legal obstacles and to provide a clear authorization for those
entities to agree on dispute settlement methods (see paras. 7-9).

Notes
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1 For the report of the United Nations Commission on International Trade Law on the work of its
thirteenth session, see Official Records of the General Assembly, Thirty-fifth Session, Supplement No.
17 (A/35/17), para. 106 (Yearbook of the United Nations Commission on International Trade Law,
vol. X1, 1980, part one, chap. I, sect. A (United Nations publication, Sales No. E.81.V.8)). The
UNCITRAL Conciliation Rules have also been reproduced in booklet form (United Nations
publication, Sales No. E.81.V.6). Accompanying the Rules is a model conciliation clause, which
reads:“Where, in the event of a dispute arising out of or relating to this contract, the parties wish to
seek an amicabl e settlement of that dispute by conciliation, the conciliation shall take place in
accordance with the UNCITRAL Conciliation Rules as at present in force”. The use of the
UNCITRAL Conciliation Rules was recommended by the General Assembly in its resolution 35/52 of
4 December 1980.

2 See United Nations, Treaty Series, vol. 330, No. 4739, p. 38, reproduced in the Register of
Conventions and Other Instruments concerning International Trade Law, vol. Il (United Nations
publication, Sales No. E.73.V.3).

3 United Nations Treaty Series, vol. __, No. 8359, p. 160.

For the report of the United Nations Commission on International Trade Law on the work of its
eighteenth session. See Official Records of the General Assembly, Fortieth Session, Supplement

No. 17 (A/40/17), para. 332 and annex |. The General Assembly, in its resolution 40/72 of 11
December 1985, recommended that all States give due consideration to the Model Law on
International Commercial Arbitration, in view of the desirability of uniformity of the law of arbitral
procedures and the specific needs of international commercial arbitration practice.
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