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ABSTRACT

ARBITRATION AND THIRD PARTIES
Stavros Brekoulakis

Modern international transactions have become extremely complicated. requiring
the participation of several parties for the delivery of large-scale projects. However,
multiparty commercial projects are invariably executed through several bilateral
contracts providing for bilateral dispute resolution arrangements. Some of the
contracts might include a jurisdiction clause, certain others might provide for
arbitration., while others may not contain any dispute resolution provisions at all. This
practice leads to “jurisdictional fragmentation of the multiparty commercial project”
where the several parties of a single business plan will fall under the jurisdiction of
different adjudicatory fora. Thus. a dispute arising between two persons bound by an
arbitration agreement 1n connection with the multiparty project will have to be
resolved exclusively by arbitration between these two parties. Other persons cannot
take part in the resolution of the dispute, even if they play an active role in the actual
business project, and thus have an interest in the outcome of the dispute. These
persons will remain third parties both to the arbitration agreement and the arbitral
award.

This study focuses on the role and the interests of the wide group of third parties
exhibiting an interest in the dispute pending before a tribunal between two genuine
parties. The thesis, in particular, examines whether arbitration agreements can affect
persons which are not contractuallv bound by these agreements. In addition, the thesis
explores whether arbitral awards can afiect persons that have not participated in the
arbitration proceedings

The thesis challenges the prevailing contractual approach to the issue of
arbitration. focusing exclusively on the contractual characteristics of arbitration
agreements. According to this view, the main question 1s whether a non-signatory can
be contractually bound by an arbitration agreement. The study demonstrates that
focusing exclusively on the contractual nature of arbitration agreements obscures the
real 1ssue here, which 1s whether arbitration agreements may have any jurisdictional
implications vis-a-vis ‘third parties’. Accordingly, the thesis takes a jurisdictional
approach., and argues that the discussion should be focused on the dispute and on any
implications this may have to third parties, rather than on the requirement of consent
to arbitration agreements.

Regarding the effect of arbitral awards on third parties, the thesis argues for a
third-party effect of arbitral awards specially designed for the needs of international
arbitration. More specifically, the case 1s made for the application of an arbitral effect
different from that of res judicata, both in terms of quality and intensity, but that is
nevertheless conclusive. It 1s also suggested that the third party effect of an arbitral
award should be analogous to the degree of substantive association between the
genuine and the false third parties. This 1s consistent with the basic premise of the
whole thesis: the relations between several parties, in terms of jurisdiction and more
generally 1n arbitration procedure, should correspond to the extent of association
between those parties, in terms of substantive rights, interests and hability.



TABLE OF CONTENTS

INTRODUCTION .uuveeereresesscrscsossssssssescssssettossessssssssssssssssssnssasssssssessssssssssssssssssasassassossanes 4
Arbitration and third parties. setting out the framework of the diSCUSSION. ....................... 4
Scope of the thesis- Research QUESIIONS ..........c.c.c..oocciiioiiiiiiiii e, /
Theoretical Background of the discussion on arbitration and third parties- suggestions of
ERC EHESTS oo e e et e e et e e e e ee e e e et b ee e e e ttiaeee et ban e tnnaaen e nan. 9

First, the concept of “false third parties” .. ..o, 9

Second, the effect of arbitration agreements upon third parties.......c.oovvvevveeiiieiiiieennes 10

Third, the effect of arbitration awards upon third parties ........ccccceeeveeiiiiiiiiiiinininn, 14

Research methOdOLOZY. .............ooonee oo ettt et e, 16

StUCTUTE OF ThE TRESIS .....oovioveeee e, e, 17

PART I: PARTIES AND ARBITRATION AGREEMENTS...ccriiiriinninnecnrentennene, 19
CHAPTER 1: GENUINE PARTIES TO ARBITRATION AGREEMENTS- NOTION AND

RELEVANCE TO THE THESIS ..cccreuemetiorenisisecsseneseseassssnessessssrsessessessessssssassessssssssssssses 20
1.1 AGeRnCY - FePFESERIQIION . .....ccccoii et 21
1.2, ASSIGHIIEHL. ...o.oeeiie et e e 22
1.3 SUCCESSION = HOVALION ..ccccoo oo et ee et et e e e e e atte e e e e e e aeeearnes 24
1.4 Specific consent to arbitrate and genuine parties to arbitration agreements ............ 24

CHAPTER 2: THE NOTION OF FALSE THIRD PARTIES .c.uceccecececscencerescsserenesecsossessses 28
2.1 Different groups of false third PArties .............ooouuuueueiiiiiiiiiiieiiiiiiieiii e 29
2.2 String CORSIIUCIION CONIVACLS.....oeieeieieeeeiiiiiee et e 32
2.3 Web-type CORSTFUCLION COMIFACLS ..coocvv ettt 41
2.4 Guarantees and Other SCCUFILY QEVECMEILS ........cccvveeeeeeeieeeeeieeeeieeee e e ee e aeeennss 43
2.5 Several companies with close corporate links: the case of the “group of companies”
IR PAFTICULAT ... e e e e e e 49

CONCLUSIONS OF PART I couuiiiiiriirennnnniieneniisineenonenessssneiineesiesnescieeaseenseccsssnsceassensess 55

PART II: ARBITRATION AND THIRD PARTIES: THE CONTRACTUAL
APPROACH. ... ceereenteceerererrnessesssasssssssssiassssssssssssssssasessenssssssssssnsessassssssssssssssssssssssssssossoes 57

CHAPTER 3: THIRD-PARTY MECHANISMS ...cceeeeieeeesecrnserrensesarsnsscsssssnsrossonssssessesnssnes 60

3.1 Third-party mechanisSms Qnd CONSENL.............ccveverimiuieiiiiiiieieeeeiieteee e ee e ee e, 60
3.1.1 Equal treatment of the several co-respondents or co-claimants in the constitution
OF the tTIDUNAL. ... e e et e et e e e e e et s e e ene e e e enn e 62
3.1.2 Effective interpretation of multiparty arbitration clauses ......ccocooeeeeeiiiiiie 63

3. 2. Third-party mechanisms in arbitration rules and [aWs .............ccccevveveiiviiineninnnien., 64

CHAPTER 4: EXTENSION DOCTRINES- THE DOCTRINE OF EQUITABLE ESTOPPEL68

4.1 general Overview of the dOCIFING ...........cooovviieiiiiiiiiiie e 68
4.2 Commentary on the doctrine: content and conditions of application ........................ 69
4.2.1 The application of the doctrine presupposes a thorough analysis of the dispute
and 1tS factual CITCUIMSIANICES ....ocovmiiieiiiee et ettt eee et e ee et e s rnn e e rnaeansnns 69
4.2.2 Moving away from its equitable origins: the “intertwined factor” and the
conditions for the application of the doctrine ..., 70
4.2.2.1 First, the dispute between the signatory and the non-signatory party must be
intertwined with the contract between the s1ENatories ....cvvvvveiveeeiiiiicie e, 72
4.2.2.2 Second, the non-signatory party must have close contractual or corporate
links with one of the S1gnatory PATtIEs.....ccooivniiiieiii e et 77
4.2.2.3 Concluding remarks on the intertwined version of the equitable doctrine.... 78
4.2.3 Equitable estoppel doctrine and consensual origins of arbatration....................... 79
4.2.4 The court rather than the tribunal will determine whether the dispute between the

stenatory and the non-signatory party 1s arbitrable or not .....oooovevevviiieiiiiieeie e, 32



CHAPTER 5: THE DOCTRINE OF GROUP OF COMPANIES..cceeescecescocsscsssascsssscnsenssassss 84

5.1 OVERVIEW OF THE AOCIFING ... oo e 585
5.2 Legal basis Of the dOCIVIRE.............c.....ccoiviiiiiiiiiiciieeee e, 86
5.3 Conditions for the application of the dOCtFine................ccoovcvieiieeieeeniiiiieannennin. sl 88
5.3.1 First, the group corporate StrUCIUIE .....ueiiviii i e e et e e e e e aanaan, 92
5.3.2 Second, active role of the non-signatory companies in the negotiations,
performance or termination of the CONtract........cccooviiiiiiiiiciiiiicc e, 94
5.3.3 Third, legitimate impression of the co-contracting party that the non-signatory
companies are genuIne CONraCting PATTIES .....ccviiiiimiiiiiuurirrereireereraeeeereeerrrreannennaeresnns 95
CHAPTER 6: CRITIQUE ON THE EXTENSION DOCTRINES ..cvcereeeeereeseeresssescrscscsssnesens 98
6.1 Positive contribution of extension dOCtFIINES...............ccoiuveeeeeeeeieeieeeeiee e, 98
6. 2 Conceptual inefficiencies of the extension dOCHITNES . ................coeeeverveeeeeeiiiieeaeennnnee., 99
6.2.1 The extension doctrines fail to distinguish between the different types of third
01 o 8 £ P RPORRY 99
6.2.2 Limitations of the extension doctrines based on consent (consensual extension
4 L o1 o U 11 T PRSP 100
6.2.2.1 Deduction of implied consent 1s not always justified............ccc.oooovveeee, 102
6.2.2.2 Specific arbitral consent 1s required for the non-signatory to be bound by the
2Ng o310 218 (63 o B Ted (ol1 0 L) 0| SRR 104
6.2.2.3 Misapplication of traditional principles of contract law in the context of the
CXTCTISION AOCITIIIES covvuieeerrriieeeeeeeereeet e ee ettt ee e s s eesabasaeeeressnnessssnessnaerntneesnannesnnass 110
6.2.2.4 Conclusions on the extension doctrines based on consent..........ccccevunen.. 112
6.2.3 Limitations of extension doctrines not based on consent (non-consensual
extension dOCIINES) c.vvvevereeereeeeeeereerenen, e e ——————e e e —————— e e e an s 113
6.2.4 The extension doctrines and the “writing requirement” ........cooooveviiiiiiivenriennn... 118
6.3 Conclusions on the extension doctrines and the contractual approach................... 120
PART III: THE SUGGESTION FOR A JURISDICTIONAL APPROACH TO THE
ISSUE OF THIRD PARTIES AND ARBITRATION.... o ereccteneereeereenneceniecneccernsananes 123

CHAPTER 7: THE CONCEPTUAL PREMISES OF THE JURISDICTIONAL APPROACH:
EFFECTIVE ARBITRAL JURISDICTION AND EXTRA-CONTRACTUAL JURISDICTION
................................. reeeeeesotntennnetrneeesnnte et ettsesnesessnsseessteestesessstssssesessesstensaesnnsasnnes 1.2 7

7.1 The extra-contractual lis pendens effect of arbitration agreements in the context of
MUIIPArty relQiiONSAIDS. .......cooviveeeeeiiie e, 127
7.2 National courts and extraterritorial jurisdiction. the case for application by analogy
i1 the CONLEXT Of QUDIIFALION .......c....ooooeiieeee e, 134

CHAPTER 8: THE UNDERLYING PRINCIPLES AND RATIONALE OF THIRD-PARTY

MECHANISMS couucirruneeresssssanesssesssesssinensissssesesssassssssssssssssssssssssssssssssssssssessessssssesssnnanns 139
8.1 The importance of third-party mechanisms in international arbitration ................. 138
8.1.1 Third-party mechanisms and functional equilibrium between substance and
procedure 1n multiparty relationships ......oouveiiiiiiiie e, 140
8.1.2 Efficiency in arbitration: regulating overlapping parallel proceedings.............. 142

§.1.3 Third-party mechanisms and the interests of the several parties to arbitration.. 144
6.2 Comparative analysis of third-party mechanisms in the context of national and

international litigation.: underpinning rationale and general principles....................... 146
8.2.1 Overview and different groups of third-party mechanisms ..........ccccocvvvienenne. 146
5.2.2 Policy analysis of the third-party mechanisms: distinctions and underpinning
TALIOTIALE ... e e e e e e e e e e e e e e e et e e e e e, 153

8.3 Conclusions Of CRAPDIET & .........ueniieiiieiei e, 164

THE PRINCIPLE OF PROCEDURAL PARTY AUTONOMY ..cccccvvmmeeresscrroscesensenssancessnses 165
9.1 Relevance of the principle of procedural party autonomy ..................cccceeeeeeeeeee..... 165

1D



9.2 Procedural party autonomy, as a rule, will prevails over third-party mechanisms. 167
9.3 Third-party mechanisms in the context of multiparty projects where parties are

contractually interrelated but not strongly associated in substantive terms.................. 170
CHAPTER 10: THE EXCEPTIONAL CIRCUMSTANCES WHERE THIRD-PARTY
MECHANISIMS SHOULD APPLY IN ARBITRATION ..cuuuiceeeerveeceneesssanssonsosesssrsssssassanes 176

10.1 The fundamental role of the pending dispute for the determination of the jurisdiction
OF G EFIDURGL ........ooooeeeeeeiee ettt ettt et e e et s 174
10.2 Co-liability or community of rights between the several parties as a threshold for
extra-contractual jurisdiction and third-party mechaniSms............cco.cocvveeinieiiiii e, [79
10.2.1 First: co-liability resulting from the contractual arrangements of the several
0120 4 = T O PR UP PSRRI 178
10.2.2 Second: co-liability resulting from the applicable substantive law ................. 187
10.2.3 No lower threshold than co-liability or community of rights and duties warrants
extra-contractual junisdiction and third-party mechanisms..........ccccooiiiiiiininiiincennnne.e. 190
CHAPTER 11: FINAL REMARKS ON THE JURISDICTIONAL APPROACH.................. 201
11.1 applying third-party mechanisms in arbitration: The third party remains a party not
bound by the arbitration AGreemiEnt .. .......ccccc..oiiiiiiiie e, 201
11.2 Examining the dispute at the stage of determination of the jurisdiction does not lead
to prejudgment of the merits Of the diSPULE .......ccocoeieiiiiiieee e, 203
11.3 Practical relevance of the jurisdictional approach.............ccceeeeveeeeieiienieeiiiniananne. 205
11.3.1 The law applicable to the validity and the interpretation of the arbitration
ZY0a (1o 1531 | U OO OO 205
11.3.2 Jurisdiction in accordance with the jurisdictional approach 1s determined on a
basis closer 10 coOmmErC1al T€AIILY ....ivnre e e 210
CHAPTER 12: THE EFFECT OF AN ARBITRAL AWARD AND THIRD
PARTIES ININTERNATIONAL ARBITRATION ..ccrrriiiiiirencnceencnesanncnes 215
[2.1 THE ARBITRAL EFFECT ..ot e 217
12.1.1 Legal Framework Regarding Arbitral Effect ... 218
12.1.2 National Regimes on Res Judicata: Differences and Constituent Elements 220
12.1.2.1 DIerenCeS. et s eeee e eeene e eeeneeee 220
12.1.2.2 Constituent Elements of Res Judicata...........ooooeeiiiiiiiiiiie. 218
12.2 RES JUDICATA AND THIRD PARTIES. ... 220
12.2.1 The “Same Parties” Requirement: Rule and Exceptions ........c..ooeiiniiiiinn. 220
12.2.2 False Third Parties: The Problem......c..ooviiimiiieiiiii e 223
12.2.2.1: Solutions 1n the context of litigation: unification and harmonisation
TNIECHATIISIIS ..evveeeeeeiiiie e et ereeneersaereeeresensnresasnsasenseasarennsensnsaensassnsessnsarnssaesnneensesrenns 224
12.2.2.2 Solutions in the context of ArbItration .......ccooiiiiiiiiiiii e 228
12.3 THE SUGGESTED THIRD-PARTY ARBITRAL EFFECT .....ooviiiiiiiiiiaii e, 230
12.3.1. Examination of the Suggested Effect......ooeeiiii e, 234
12.3.2 Characteristics of the Third-Party Arbitral Effect- Distinction from Res
(117§ Tee 1 e SO OOR PR RUUPPN 234
12.3.3 Requirements of the Arbitral Effect. ..., 236
12.3.4 The Parties AfTeCted ....ouveieiieeeeeeee et e 238
12.4. THE LEGAL BASIS OF THE EFFECT OF AN INTERNATIONAL AWARD ....... 245
[2.5. CONCLUSION ... e e e e e, 248
CONCLUSTON S e rrrcettetnectrineroncisacsesccerssesssescensassnsssssnsossossssesssnssassassascassns 250
Remarks on existing views on arbitration and third parties..............ccccoveveveeeeenieeernnnnn., 246
Suggestions of the thesis on “arbitration and third parties” ...........cccoeevevviieeeeeeeennin., 254
Table of cases and awards ... .....oooiiiii i 267
B ography. oo 284



TN T R O DU CTTION oo e e e i 4

Arbitration and third parties: setting out the framework of the discussion............ 4
Scope of the thesis- Research QUESTIONS ............c.oooiiiiiiiiiiiieiiieieeeieeee e, /
Theoretical Background of the discussion on arbitration and third parties-
SUTTCSTIONS Of THC TRCSIS ..ovveeeeiiiieet et e e e e et e e, 9

First, the concept of “false third parties” ... 9

Second, the effect of arbitration agreements upon third parties ........................ 10

Third, the effect of arbitration awards upon third parties...........c.ooovrieeieennnnn, 14
Research methOdOlOZY ............coeeieieeneeeee et e s 16
SIPUCIUYrE OF TRE TRESIS ..cccooeeeeeee e e e e e e, 18

INTRODUCTION

ARBITRATION AND THIRD PARTIES: SETTING OUT THE FRAMEWORK OF THE
DISCUSSION

The study of the interrelation between arbitration and third parties 1s an integral
part of any discussion touching upon elements of arbitration. This owes to the very
definition of arbitration as a consensual dispute resolution mechanism binding only

those persons that have unequivocally consented to an arbitration agreement.’

The contractual foundations of arbitration constitute the fundamental difference
between arbitration and litigation. In litigation the capacity to become a party to court
proceedings 1s determined on the basis of interest(s). Provided that it 1s subject to the

territorial jurisdiction of the particular national court,” a legal or a natural person is

entitled to commence court proceedings whenever it needs to protect its legal or

financial interest.-

! See J. Lew, L. Mistelis and S. Kroell, Comparative International Commercial Arbitration. (Kluwer
Law International 2003), para 7-3 et seq; P. Fouchard, E. Gaillard and B. Goldman, On International
Commercial Arbitration, E. Gaillard and J. Savage (eds.) (1999), para. 498.

° Which 1s usually determined on the basis of the domicile, residency or even presence of the
defendant.

* See in US Federal Rules of Civil Procedure. r.17:

“Parties Plaintiff and Defendant-
Capacity (a) Real Party 1n Interest:
Every action shall be prosecuted in the name of the real party in interest”
Cf English Civil Procedure Rules (CPR) r.19.6:
“Representative parties with same interest:
(1) Where more than one person has the same interest in a claim—
(a) the claim may be begun; or
(b) the court may order that the claim be continued.



By contrast, in the context of arbitration, 1t 1s generally accepted that the capacity

to take part in proceedings is exclusively determined on a contractual basis.® Entering

Into an arbitration agreement 1s the indispensable requirement for a person to
participate into the arbitration proceedings and be bound by the resulting arbitral
award.

The principle of procedural party autonomy provides parties with the freedom to
determine in their contract the circle of the persons that can participate 1n the arbitral
proceedings. Parties not bound by an arbitration agreement, 1.e. third parties, are
excluded from the arbitration process. Any legal or financial interest that a third party
might have in the dispute between the parties bound by the arbitration agreement 1s 1n
principle 1rrelevant.

The pninciple of procedural party autonomy and the contractual foundations of
arbitration make arbitration a very flexible dispute resolution mechanism, allowing
the parties to establish a dispute resolution mechanism in accordance with their
commercial needs. This has proved a significant advantage of arbitration over
litigation, and it has contributed to the increasing popularity of the former amongst
members of the international commercial community, particularly in the last thirty
years.

By the same token, in the context of multiparty commercial relationships, the
contractual, and thus relative, nature of arbitration frequently leads to untavourable
results. Modern international transactions have become extremely complicated,
requiring the participation of several parties for the delivery of large-scale projects.
For example, a typical construction project will usually involve, apart from the
employer and the main contractor, an engineer and/or an architect, several
subcontractors, suppliers, financiers and possibly more commercial parties.
Multiparty situations may also result from finance and security agreements, such as
guarantees, indemnities or performance bonds, where a bank, an insurance company
or a protection and indemnity association will come into play providing security for
the main contract exclusively concluded between two other parties. Particular mention
should also be made to the modern corporate structure of multinational companies.

Nowadays the typical form of business organisation views large corporations carrying

by or against one or more of the persons who have the same interest as representatives of any
other persons who have that interest”.

* Russell, On Arbitration, D. Sutton, J. Gill, M. Gearing (.’-13“:’l ed. Sweet & Maxwell London 2007).
para 3-002.

FL



out their affairs through a number of subsidiaries 1n several countries. Thus, several
companies (affiliates, or subsidiary companies, or officers, directors, stockholders and
members of that legal entity) of the same group will often take part in the execution ot
a contract concluded by only one company of the group.

However, multiparty commercial projects are invariably executed through several
bilateral contracts rather than through a single agreement applicable to the several
parties to the project. Accordingly, the several bilateral substantive contracts will
usually provide for bilateral dispute resolution arrangements. Some of the contracts
might include a jurisdiction clause, certain others might provide for arbitration, while
others may not contain any dispute resolution provisions at all. Even those contracts,
including jurisdiction or arbitration clauses will usually fail to provide for the same
national court or the same type of arbitration. Thus, 1t often happens that the several
parties make jurisdictional arrangements on a bilateral basis, against the backdrop of a
multiparty commercial project. In other words, the parties will opt for a scheme of
several bilateral proceedings rather than a single set of multiparty proceedings. This
practice leads to what 1s called, here, “junisdictional fragmentation of the multiparty
commercial project”, which occurs when the several parties of a single business
project are subject to the jurisdiction of different adjudicatory fora.

Thus, a dispute arising between two persons bound by an arbitration agreement 1n
connection with the multiparty project will have to be resolved exclusively by
arbitration between these two parties, which for the purposes of the thests are named
genuine or original parties to an arbitration agreement and arbitration proceedings.
Other persons than the genuine parties cannot participate in the resolution of the
dispute, even if they play an active role in the actual business project, and, therefore,
they have an interest in the outcome of the dispute. These persons will remain third
parties both to the arbitration agreement and the arbitral award between the genuine
parties.

Therefore, procedural fragmentation leads to a discrepancy between the circle of
persons taking part to the resolution of a dispute by arbitration, and the circle of
persons not entitled to participate therein despite the fact that they have a legal and
financial interest 1n the dispute.

To give some examples:

e A guarantor may remain outside the arbitration between a creditor and a

debtor. This may be the case despite the fact that this arbitration may well



determine that the guaranteed debt has been extinguished, in which case the

guarantor would cease to be lable.

e A subcontractor may not take part in the arbitration between an owner and
a contractor, although this arbitration may well determine that the work

actually delivered by the subcontractor 1s defective.

e A team of stockholders may not take part in the arbitration between the
corporation and another party, although the arbitration may find against the

corporation with considerable financial repercussions for the stockholders.

Conversely, the parties to the arbitration process are denied the chance to confront

other parties that play an active role in the actual business project:

e A parent company of one of the parties to an arbitration agreement would
stay out of the arbitration between its subsidiary and the other genuine
party, although the parent company might have taken a decisive role in the
performance of the contract.

e A guarantor would stay outside the arbitration between the creditor and the
principal debtor, although, the arbitration might well determine that the
guaranteed debt exists, in which case the creditor would have an obvious
interest 1in seeing the guarantor be bound by the award.

Consequently, jurisdictional fragmentation of multiparty commercial transactions
excludes parties with a significant interest in a particular transaction from taking part
in the resolution of the disputes arising out of this transaction. Additionally, 1t leads to
multiplicity of legal proceedings, either arbitral or judicial, which in turn, may result
in a considerable waste of legal and financial resources. More importantly, though,
jurisdictional fragmentation may result in inconsistent, 1f not conflicting, decisions.
This outcome will eventually frustrate parties’ expectations from arbitration and may

well undermine the tribunal’s main goal, namely the effective resolution of the

dispute.

SCOPE OF THE THESIS- RESEARCH QUESTIONS

This study focuses on the wide group of third parties with an interest in the dispute
pending before a tribunal between two genuine parties. Third parties of this group are

not bound by an arbitration agreement, but they are not strangers to the dispute and



the arbitration proceedings either. Since their interests are related to the outcome of
the dispute, any factual or legal determination in the arbitral proceeding may well
affect their legal position. Therefore, third parties having an interest in the dispuie
between to other parties bound by an arbitration agreement are labelled by the thesis

“false third parties”. The main research questions that will be addressed here are:
e The role and the inrerests of talse third parties

e Whether an arbitration agreement can have an eifect on any persons not

contractually bound by 1t

e Jf ves, under which circumstances this would come into effect and what

potential results would arise

o Whether an arbitral award can affect any person that has not participated

in the arbitration proceedings

e [f yes, what would the specific conditions and possible outcomes of such
circumstances be

Generally speaking, the thesis explores whether it 1s possible for arbitration to
interact with persons that are neither contractual parties to an arbitration agreement,
nor parties to arbitration proceedings. Ultimately, the thesis tests the consensual
boundaries of arbitration.

Thus, the thesis will not be looking 1nto cases where all the parties involved 1n the
same commercial project have consented to arbitration. Even in situations when
consent to multiparty proceedings 1s not disputed, several 1ssues may well anise. For
example, matters with regard to the constitution of the tribunal, the allocation of the
costs of the arbitration or the conduct of the arbitral proceedings will often arise in the
context of multiparty arbitrations. However, these issues are in the periphery of the
conceptual boundaries of this work, and therefore, they will only briefly be mentioned
in the thesis.

Equally, the thesis will not focus on matters that, although touch on arbitration and
involve more than two parties, predominantly relate to general contract law. Thus, for
example, problems concerning the succession of arbitration agreements or the
conclusion of arbitration agreements by an agent are more relevant to general
principles of succession applicable to all substantive contracts than to principles of

arbitration law. Accordingly, they will only shortly be discussed in the first Chapter of



the thesis, but they will not be examined any further. The discussion in the thesis 1s

based on the assumption that a third party has not consented to arbitration.

THEORETICAL BACKGROUND OF THE DISCUSSION ON ARBITRATION AND
THIRD PARTIES- SUGGESTIONS OF THE THESIS

Arbitration and third parties, or multiparty arbitration as is usually referred to, 1s
one of the most pervasive topics in arbitration law and practice. However, 1n spite of
the extensive relevant literature, the issue is far from settled. In particular, further
study pertains to three relative areas, namely the notion of “false third parties”, the
effect of arbitration agreements upon third parties and the effect of arbitration awards
upon third parties. At this stage, it is useful to explain and briefly discuss the existing
theoretical background of these issues and, at the same time, outline the main
suggestions of this study, which will be then presented in analytical detail in the main

part of the thesis.

First, the concept of “false third parties”

[t is essential to establish a theoretical basis for defining the notion of “false third
parties” as opposed to that of third parties in general. Strictly speaking, every person
not bound by an arbitration agreement is a third party. However, not all third parties
would be relevant in an arbitration between the two original parties. Only third parties
that have a legal or financial interest in the dispute pending before the tribunal may be
relevant, namely the “false third parties”.

Thus, the interest that a third party may have in the pending dispute 1s a key factor
to determine which persons are pertinent to the discussion on arbitration and third
parties. From this perspective, the thesis explores in detail the notion of “false third
parties”. The aim here 1s to canvass the interests of false third parties, and, on that
basis, distinguish between different types of false third parties. The analysis takes a
substantive viewpoint, focusing on the association between the genuine and the false
third parties, in terms of contractual rights, duties and liabilities. In the light ot the
findings of this analysis, it will be argued that we should distinguish between two
oroups of false third parties: those that share the same rights, duties and lhabilities
with the genuine parties to the arbitration, and those that are merely contractually

interrelated with them. It will be shown that the interests of the former in the



arbitration between the two genuine parties are stronger and, thus, more relevant than
the interests of the latter.

This distinction is essential for the purposes of the thesis, as it provides the
conceptual grounds for the working hypothesis of the thesis, namely whether
arbitration agreements and arbitral awards may have any effect upon false third
parties depends on the degree of the association between the genuine and the false

third parties, in terms of substantive liability and interests.

Second, the effect of arbitration agreements upon third parties

To date, the legal discourse and arbitral practice have opted for two different
viewpoints on this matter. The first suggests that arbitration agreements cannot have
any impact whatsoever on any person who has not clearly consented to arbitration, as
this consent is evidenced by their signature. According to this view, non-signatory
parties are total strangers to an arbitration agreement and the ensuing proceedings
between the signatories.

The second stance proposes that arbitration agreements, as substantive contracts,
may be “extended”, under certain circumstances, even to persons that have not signed
them. This is the view taken by what is called in the thesis “extension doctrines”, the
most prominent of which are the “group of companies” doctrine in the European
continent and the “equitable estoppel” in the USA. According to extension doctrines,
signature should be distinguished from consent to arbitrate. Thus, it 1s possible under
certain conditions for non-signatories to enter into an arbitration agreement,
notwithstanding the fact that they have failed to sign it. In the context ot “group of
companies” doctrine, in particular, it has been argued that the existence of consent of
a non-signatory party to arbitrate may even be presumed.

As will be demonstrated, neither of the above mentioned views succeed 1n giving
satisfactory answers to the problem of arbitration agreements and third parties. This 1s
largely because they both take a strict contractual approach to the issue, focusing
exclusively on the contractual characteristics of arbitration agreements. In this
contractual context, the main question 1s whether a non-signatory, rather than a stricto
sensu third party can be contractually bound by an arbitration agreement. As will be
explained, not even the extension doctrines challenge “consent” as an indispensable

requirement for the participation of the non-signatory party to the arbitration between
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the signatories. The core argument of the extension doctrines 1s merely that signature
on an arbitration agreement is not the only means to assert consent to arbitrate.

Effectively, the whole discussion on arbitration agreement and third parties, until
now, is limited to issues of “signature” and “evidence of consent”. In other words,
from the viewpoint of the prevailing contractual approach, the debate on arbitration
and third parties relates only to the boundaries of the arbitration agreement as a
substantive contract. Thus, this discussion 1s mainly related to contract law and
principles of contract interpretation, rather than arbitration law. In the context ot the
prevailing contractual approach, arbitration agreements are exclusively viewed as
ordinary substantive contracts.

The thesis examines the contractual approach in detail and at, the end,
demonstrates its theoretical and practical limitations. The attention 1s particularly
focused on the extension doctrines the conceptual premises of which, the thesis
argues, are undermined by a conceptual contradiction: although they adhere to the
requirement of consent, they violate fundamental principles of contract law and
contract interpretation as they effectively establish presumptions for the existence of
the intention of the non-signatories to arbitrate.

If arbitration agreements are exclusively viewed as ordinary substantive contracts,
any discussion on arbitration agreements and third parties 1s necessarily rendered
superfluous or contradictory in terms. From a strict contractual viewpoint, an
arbitration agreement, as any other ordinary contract, have inherent constrains: they
bind only those persons that have clearly consented thereto. In such terms, consent
constitutes the indispensable requirement for a person to be bound by an agreement,
and can neither be substituted nor presumed. In other words, in this contractual
context there is no room for third parties to come 1nto play at all.

By contrast, the thesis argues that a jurisdictional approach to the issue of
arbitration and third parties should be adopted. Arbitration agreements have important
jurisdictional effects. Arbitration law is not, and should not be viewed merely as an
advanced version of contract law. Arbitration agreements differ from ordinary
contracts in that they provide tribunals with significant jurisdictional powers. These
jurisdictional powers are necessary for the tribunal to achieve their primary goal,
namely the authentic determination of the dispute at hand. Focusing exclusively on

the contractual nature of arbitration agreements obscures the real issue, which 1s



whether arbitration agreements may have any jurisdictional implications vis-a-vis
third parties.

The thesis does not dismiss the relevance of contractual foundations of arbitration.
However, it does argue that the 1ssue of third parties in arbitration can be better
addressed, if the focus is shifted from the contractual nature of arbitration agreements
to their jurisdictional effects. In particular, it is suggested that the focus should be
shifted from whether arbitration agreements as ordinary contracts may bind third
parties to whether arbitral tribunals may assume jurisdiction over third parties and if
so, under what circumstances. In this jurisdictional context, the dispute pending
before the tribunal rather than the arbitration contract is the key factor to determine
the boundaries of the jurisdiction of the tribunal.

In the light of this jurisdictional approach, the thesis focuses on the dispute and on
any implications this dispute may have for third parties, rather than on the
requirement of consent to arbitration agreements. On this premise, the thesis examines
whether a tribunal may assume jurisdiction over parties not bound by an arbitration
agreement and under which circumstances this can be feasible.

More specifically, the concept of effective arbitral jurisdiction 1s introduced, which
comes as a necessary corollary of the jurisdictional approach. According to the
concept of effective arbitral jurisdiction, a tribunal should be able to assume as much
jurisdiction as is necessary for a tribunal to achieve its main goal, namely the
determination of the pending dispute. Therefore, 1t 1s argued that a tribunal 1n order to
assert its jurisdiction should not only examine the contractual scope of an arbitration
agreement but it should also take into account the full implications of the pending
dispute. This is particularly necessary when third parties are integral part of the
dispute pending before the tribunal. Indeed, as will be demonstrated, when the
pending dispute necessary implicates third parties, arbitration agreements may
produce jurisdictional effects that stretch beyond their contractual boundaries and the
parties thereto. In fact, 1t i1s argued that arbitration agreements may have collateral
Jurisdictional effects on third parties.

Since tribunals should be able to assume as much jurisdiction as 1s necessary for
them to resolve the pending dispute and since arbitration agreements may stretch
bevond their contractual origins, the thesis concludes that 1t 1s possible for a tribunal
to assume extra-contractual jurisdiction. As will explained, extra-contractual

jurisdiction can be achieved 1n practice by the application of third-party mechanisms,



which constitute the procedural means for a tribunal to assume jurisdiction over a
third party by way of joinder, interpleading, intervention or consolidation.

To prevent misinterpretation, this argument is delimitated by a caveat: 1t 1s only 1n
extremely exceptional circumstances and with particular caution that a tribunal
should assume extra-contractual jurisdiction. Furthermore, the thesis by reference to
national procedural systems, determines the exceptional character of extra-contractual
jurisdiction and third-party mechanisms. Nevertheless, the principle of the argument
is established: extra-contractual jurisdiction is not incompatible with arbitration, and
therefore tribunals may assume jurisdiction over third parties.

Once the principle is set out, the thesis addresses some equally important 1ssues:
first, it examines whether the tribunal should assume extra-contractual jurisdiction
and apply third-party mechanisms. Here, the thesis embarks on a policy-oriented
analysis, which demonstrates that third-party mechanisms are necessary in the context
of international arbitration. As will be shown, there are important policy reasons
suggesting that arbitration despite its contractual basis should not remain a closed
system, reserved only for parties that have agreed to an arbitration agreement. Instead
it should be a dispute resolution system, which -under particular circumstances-
should be open to pertinent third parties. A procedural system of communication
between the genuine and third parties should be established in arbitration.

Secondly, it explores the rationale behind third-party mechanisms as procedural
tools, and looks into the way they operate and the purposes they serve. The
exploration of these questions takes place against a comparative background of
several national litigation and regional procedural systems. Again here, 1t 1s suggested
that the key-element for the operation of third-party mechanisms 1s the pending
dispute and its implications for the third parties.

In particular, it will be shown that the extent to which a third party may participate
in the proceedings between two original parties is directly relevant to the degree of
association between the third party and one of the original parties, in terms of
substantive liability and interests. Here, the rule 1s: the closer the substantive
association between the original and the third party, the more effective third-party
mechanisms are provided by procedural systems. More specifically, third-party
mechanisms of compulsory character are provided when the third party and the
original parties are strongly associated in substantive terms, whereas third-party

mechanisms of permissive character are provided when the third party and the



original parties are contractually interrelated but not strongly associated 1n
substantive terms. H

The findings of this analysis are then tested on arbitration against the background
of the principles prevailing in arbitration and, in particular, the principle of procedural
party autonomy. The question here is whether extra-contractual jurisdiction and third-
party mechanisms are compatible with the freedom of the parties to determine the
forum and the procedures for the resolution of their disputes in the way 1t best serves
their commercial interests (procedural party autonomy). It is argued that in the
majority of the cases the principle of procedural party autonomy should prevail,
rendering third-party mechanisms inapplicable to arbitration. As will be
demonstrated, the right of the parties to opt for a scheme of several bilateral
proceedings rather than third-party mechanisms should be observed, even if this
scheme would result to the jurisdictional fragmentation of the multiparty relationship.
Jurisdictional fragmentation, despite its unfavourable consequences, should be
accepted as a legitimate collateral inconvemence.

However, as already indicated, the thesis argues that there are exceptional
circumstances where third-party mechanisms should take precedence over procedural
party autonomy. It is suggested that this should happen whenever the third parties are
strongly interrelated with the parties to the arbitration, so that third and genuine
parties are co-liable or co-holders of rights and duties. As will be demonstrated, 1n
such a case the several parties (third and genuine) constitute an inseparable unit in
terms of jurisdiction. This jurisdictional unit, due to the strong substantive
interrelations of the several parties, should not be separated and, thus, should prevail
over the scheme of bilateral dispute resolution agreements of the several parties.
Therefore, it is concluded that the tribunal should be able to assume jurisdiction over

the whole jurisdictional unit, consisting of the several genuine and false third parties.

Third, the effect of arbitration awards upon third parties

This issue has been relatively overlooked since the interest of academic doctrine
and jurisprudence has focused principally on the effect of arbitration agreements
rather than the effect of arbitral awards upon third parties. The sole viewpoint here 1s
that arbitral awards should be equated to national decisions. Accordingly, the question
of whether the arbitration award may have any sort of impact upon third parties

depends on the national provisions regarding res judicata. As will be shown, national
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provisions invariably provide that the res judicata effect 1s strictly limited to the
persons taking part in the proceedings. The only persons, apart from the parties to the
proceedings, which are bound by the res judicata effect of a national judgment and,
therefore, an arbitral award are third parties with identical interests with the parties to
the proceedings, namely the privies to the parties to the proceedings.

The thesis challenges the prevailing view on the grounds that it overlooks the
differences, in nature and purpose, between international awards and national
decisions. Most importantly though, the prevailing view fails to accommodate the
systemic problems arising in international arbitration with regard to multiparty
commercial relationships.

Instead, the thesis argues for a third-party effect of arbitral awards specially
designed for the needs of international arbitration. The case 1s made for the
application of an arbitral effect different from that of res judicata, both 1n terms of
quality and intensity, which 1s nevertheless conclusive.

Accordingly, it 1s argued that arbitral awards should be able to affect a wider circle
of third parties than the one affected by national judgments. A wider arbitral effect
would compensate for the lack of unification mechanisms at an earlier stage
analogous to the mechanism provided in the context of litigation. It 1s suggested, in
particular, that arbitral awards should somehow atfect the false third parties rather
than just the privies to the parties in the proceedings.

However, 1t 1s noted that the substantive links between the privies and the original
parties to the proceedings are stronger than those between the false third parties and
the original parties. Therefore, 1t 1s argued that the third-party arbitral effect vis-a-vis
false third parties should be different and certainly less drastic than the res judicata
effect upon privies. This suggestion accords to the overarching argument of work
here, namely that the procedural relationships between several parties must correlate
to their relationships in substantive terms.

More specifically, it 1s submitted that arbitral awards should have both conclusive
and preclusive effects on false third parties. Thus, the preclusive effect of the award
between two parties will prevent the re-litigation of any factual and legal issue that
might arise again in the second set of proceedings between a false third party and one
of the parties in the first set of proceedings. In addition, the conclusive effect of the
award between two parties will provide the logical and legal basis for the second

forum, be that a national court or an arbitral tribunal, to reach a decision in




accordance with the determination of the first award. Applied in this way, the
combination of preclusive and conclusive effects of an arbitral award will harmonise
the several sets of proceedings, in the context of a multiparty relationship, and 1t will
ensure that any conflicting awards are avoided.

Despite its conclusive and preclusive consequences, the third-party arbitral effect
suggested here is less effective than the res judicata effect. The award will merely
affect rather than bind a false third party, and, therefore, any issues in terms ot due
process will not arise. The award given in proceedings between the two genuine
parties will not be able to be enforced by or against the false third parties. Thus, this
third-party effect will not pre-empt rights or duties of the third party. A second trial
will still be indispensable for the claims of the third party to be determined.

RESEARCH METHODOLOGY

The basic methods employed in this study were research and qualitative analysis of
primary and secondary legal sources, including national and international laws and
rules, case law of national courts and arbitral tribunals, and academic treatises.

More specifically, as far as arbitration rules are concerned, the rules of all the
major arbitration institutions are examined. Attention, of course, 1s particularly
focused on the United Nations Convention on Recognition and Enforcement of
Foreign Arbitral Awards of 1958 (the New York Convention), the international
arbitration treaty that has been enjoying an unprecedented success, and has been
immensely influential to the development of arbitration doctrine and practice.

In terms of national jurisdictions, the research takes an international comparative
viewpoint. The legislation and case law of different countries are reviewed, although
emphasis 1s especially placed on England, the USA, France, and to a lesser extent on
Switzerland, Germany and the European Union. The selection of the above
jurisdictions was mainly made for two reasons. First, it provides equilibrium between
common and civil law legal traditions. Second, 1t covers almost all the major
arbitration centres with advanced arbitration laws and procedural systems.

The following notes should also be made with regard to the methodological
approach of the thesis:

First, as already indicated, despite the fact that the literature on “third parties 1n

arbitration” 1s extensive, the discussion 1s still largely open. Additionally, regulation
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on the topic 1s lacking in a national, regional or international level. Accordingly, the
analysis performed here 1s policy orientated, whereas the final suggestions go beyond
black letter law.

Secondly, the analysis on arbitration agreements draws to some extent on material
regarding jurisdiction agreements. Arbitration and jurisdiction are very similar, if not
identical, in nature, while they also have the same objective. In particular, they are
both of contractual ongins and they both serve procedural party autonomy. Procedural
party autonomy provides the parties with the ability to choose 1n advance the forum
that suits them best, instead of having their disputes resolved by the default forum,
which in many cases 1s difficult to predict. Arbitration and jurnisdiction agreements
give effect to procedural party autonomy and, thus, constitute fundamental tools for
commercial parties to establish an effective dispute resolution policy. Therefore, case
law on junsdiction agreements 1s occasionally used to support, by analogy,
suggestions regarding arbitration agreements.

Similarly, part of the research focuses on national and regional civil procedural
systems. It 1s true that arbitration 1s 1n many respects a very difterent adjudicatory
system from litigation, and an arbitral tnibunal will normally try the case differently
from a national court. Nevertheless, both arbitral tribunals and national courts are, 1n
principal, equal adjudicatory fora vested with the same power: jurisdiction to
determine the dispute and 1ssue an authoritative binding decision. Therefore, in
jurisdictional terms, national courts and arbitral tribunals perform a very similar
function.

Accordingly, the thesis makes an in-depth comparative analysis of national
litigation systems with regard to the participation of third parties in court proceedings.
The aim of this comparative study 1s to reveal the rationale behind third-party
mechanisms in dispute resolution systems in general. The outcome of this analysis 1s
used as a policy guideline in order for the thesis to determine the right impact of
arbitration agreements and awards upon third parties.

It should be highlighted that the thesis merely seeks guidance from the study of
litigation procedural systems to arbitration. It does not suggest the ad hoc application
of Iitigation systems to arbitration. Due attention i1s always paid to the existing

differences between the two dispute resolution systems.
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STRUCTURE OF THE THESIS

The thesis 1s divided into three parts.

Part I consists of two chapters and focuses on the notion of third parties and false
third parties in particular. Chapter 1 looks into some particular types of parties, whose
status in relation to arbitration agreements 1s not clear. This is in particular the case
for a principal, when an arbitration agreement is concluded by an agent; an assignee,
after the assignment of an arbitration agreement; a consignee in a bill of lading
containing an arbitration agreement; a successor in a contract containing an arbitration
agreement. It 1s argued that, although they are some times taken as third parties, the
above persons should be considered genuine parties rather than third parties, because
they will be contractually bound by an arbitration agreements by reference to rules of
contract law.

Chapter 2 then focuses on “false third parties”, which ratione personae define the
scope of this study. Here the attention is focused on the different types interests ot
“false third parties”. Thus, false third parties are distinguished into two groups on the
basis of the difference in the degree of association between the genuine and the false
third parties, in terms of contractual interests and liability. The chapter examines each
eroup in detail and presents some typical examples of false third parties, which are
then used throughout the thesis as case studies.

Part II consists of four chapters, dealing in detail with the prevailing contractual
approach to the issue of arbitration and third parties. Chapter 3 explains the role of
consent in this contractual approach and gives a bnief overview of the existing
arbitration laws and rules relating to third-party mechanisms. Chapter 4 and 5 explore
the two most important extension doctrines: the doctrine of “Equitable Estoppel”
developed in USA, and the Continental doctrine of “Group of Companies”. Chapter 6
further discusses the extension doctrines adopting a more critical stance. This chapter
highlights the conceptual and practical limitations of the extension doctrines and of
the contractual approach in general. The discussion 1n Chapter 6 will demonstrate that
a different approach to the issue of arbitration and third parties needs to be adopted.
the jurisdictional approach that will be presented 1n Part 111.

Part III 1s the largest part. It consists of six chapters and it puts forward the main
suggestion of the thesis: the substitution of the contractual with a jurisdictional

approach to the issue of arbitration and third parties. Chapter 7 presents the
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conceptual premises of the suggested jurisdictional approach and introduces the
concept of effective arbitral jurisdiclzion,, according to which a tribunal should be able
to assume as much jurisdiction as is necessary for the tribunal to determine the
pending dispute. Here, particular attention 1s focused on the role of the “dispute” for
the determination of the jurisdiction of the tribunal. It is argued that whenever the
dispute has jurisdictional implications for third parties, arbitral tribunals may assume
extra-contractual jurisdiction over third parties and apply third-party mechanisms.

While Chapter 7 establishes the principle that a tribunal may assume extra-
contractual jurisdiction, Chapter 8 addresses some equally important 1ssues: first, 1t
examines whether the tribunal should assume extra-contractual jurisdiction and apply
third party mechanisms, and secondly, 1t explores the rationale behind third-party
mechanisms in general. The exploration of these questions takes place against a
comparative background of several national litigation and regional procedural
systems, where various third-party mechanisms such as joinder, consolidation,
intervention, are examined in detail under the light of national case law.

The findings on the rationale behind third-party mechanisms as procedural tools 1s
applied in the next two chapters to arbitration against the backdrop of the particular
principles prevailing in arbitration and, 1n particular, the principle of procedural party
autonomy. More specifically, Chapter 9 shows that in the majority of the cases the
principle of procedural party autonomy should prevail, rendering third-party
mechanisms inapplicable to arbitration. Jurisdictional fragmentation, despite 1ts
unfavourable consequences, should be accepted as a legitimate repercussion of
procedural party autonomy.

However, Chapter 10 argues that there are exceptional circumstances where third-
party mechanisms should take precedence over procedural party autonomy. It 1s
sugeested that this should happen whenever the third parties are strongly interrelated
with the parties to the arbitration, so that third and genuine parties are co-liable or co-
holders of rights and duties.

Chapter 11 makes the final remarks on the jurisdictional approach and discusses its
practical relevance and advantages over the contractual approach, whereas in Chapter
12 the attention 1s shifted from the arbitration agreements to the arbitral awards. In
particular, the chapter examines first the effects that arbitral awards may have on third

parties and second the legal basis of the arbitral effect at an international level.
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PART I: PARTIES TO ARBITRATION AGREEMENTS

The aim of Part I is to define the notion of false third parties and delimitate the
oroup of persons that are relevant for the discussion on arbitration and third parties
and, therefore, for the purposes of this study.

Chapter 1 distinguishes the group of false third parties from that ot genuine parties
to arbitration agreements. The focus here i1s on particular types of persons whose
status in relation to arbitration agreements 1s not clear. This 1s, for example, the case
with a principal, whenever an agent concludes an arbitration agreement, an assignee,
after the assignment of an arbitration agreement, a consignee in a bill of lading
containing an arbitration agreement and a successor in a confract containing an
arbitration agreement. These types of persons are sometimes regarded as ‘third
parties’. However, the thesis revisits this view, arguing that all persons, such as the
above, who are bound by an arbitration agreement by reference to general principles
of contract law should be regarded as genuine rather than third parties to an
arbitration agreement. In effect, the question of which parties are contractually bound
by an arbitration contract is a matter that mainly relates to contract law, and,
therefore, it falls outside of the scope of this work. Here, the only question pertinent
to arbitration law is whether separate consent to arbitrate is required for the above
types of persons to become bound by the arbitration agreement included 1n a
substantive contract, or general consent to the latter as a whole would suffice. Chapter
I look into this issue in the light of the principle of separability and the principle of
autonomy of arbitration agreements.

Chapter 2 differentiates the notion of false third parties from that of third parties 1n
general. Strictly speaking, every person not bound by an arbitration agreement 1s a
third party. However, not all third parties would be relevant in an arbitration between
the two original parties. Only third parties that have a legal or financial inferest 1n the
dispute pending before the tribunal may be relevant, namely the “false third parties”.
Thus, based on the criterion of interest, Chapter 2 explores in detail the notion of
“false third parties”, focusing on their association with the genuine parties, 1n terms of

contractual nghts, duties and liabilities.
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CHAPTER 1: GENUINE PARTIES TO ARBITRATION AGREEMENTS-
NOTION AND RELEVANCE TO THE THESIS

Arbitration agreements must meet specific requirements of formal and substantive
validity. While the formal requirements are determined by specific arbitration

provisions, the substantive requirements of validity of arbitration agreements are
governed by ordinary principles of contract law.” As a rule, any individual or

corporate body validly entering into an arbitration agreement becomes a party

thereto.” In effect, the question of whether a person 1s a party to an arbitration

agreement is relevant to principles of contract rather than arbitration law. Theretore, it
would be fair to argue that arbitration law becomes pertinent only after contract law
rules have irrevocably determined which parties are contractually bound by an
arbitration agreement.

Naturally, thus, the discussion about which persons are bound by an arbitration
agreement in accordance with principles of contract law is only peripheral to this
study, which principally focuses on jurisdictional issues related to arbitration rather
than contract law. Although the issue of substantive validity of arbitration agreements
and the requirement of consent, in particular, are touched upon in many chapters, the

scope of the thesis goes beyond them.

For example United Nations Convention on Recognition and Enforcement of Foreign Arbitral

Awards, at New York., 1958 (hereafter NY Convention) Art.II(2), or English Arbitration Act 1996

(hereafter EAA) s.5. UNCITRAL Model Law on International Commercial Arbitration (hereafter
Model Law) art.7(2) etc.

= J.Lew, L.Mistelis and S.Kroell, Comparative International Commercial Arbitration. (Kluwer Law
International 2003), para 7-34 et seq; G.A. Bomn. International Commercial Arbitration, {Kluwer

Law International 2™ ed. 2001), chapter 3. Williston, On Contracts, (4‘h ed), ed. R. Lord.
(WestGroup 2001) para 57:1.

* Russell, On Arbitration, D. Sutton. J. Gill. M. Gearing (23™ ed. Sweet & Maxwell London 2007).
para 3-002.




Nonetheless, it would be useful to look briefly into some particular types of parties,
whose status in relation to arbitration agreements 1s not clear. This 1s in particular the

case for a
e Principal, when an arbitration agreement 1s concluded by an agent
e Assignee, after the assignment of an arbitration agreement
e Consignee in a bill of lading containing an arbitration agreement

¢ Successor in a contract containing an arbitration agreement
The above types of persons are sometimes incorrectly regarded as ‘third parties’.
However, as this section shows a principal, an assignee, a consignee and a successor
should be considered genuine rather than third parties to arbitration agreements, since
they are contractually bound by the arbitration agreements by reference to rules ot
contract law. Here, the term “genuine party” equally applies to persons who have not
personally concluded an arbitration agreement, but who nevertheless are bound by it

in accordance with general principles of contract law. More specifically.

1.1 AGENCY - REPRESENTATION

Here the position 1s reasonably straightforward. It 1s a well-established principle 1n
the theory of contract law that the person in whose name and on whose behalf the
contract was made 1s bound by all the rights and obligations deriving from this
contract.* An agent is not ordinarily liable under the contract he executes on behalf of
h1s principal, SO long as his agency 1S disclosed.”
This fundamental principle of agency will equally apply to arbitration agreements. As
is generally accepted both by legal discourse and case law, 1t 1s the principal rather

than the agent who is entitled to enforce an agreement to arbitrate by referring the

dispute to arbitration in his own name.® It is clear, thus, that the principal becomes the

* Bowstead and Reynolds, On Agency. 17" ed. (Sweet & Maxwell London 2001), p. 67.
> The agent will be personally liable only in case it has undertaken an independent duty, see

Westmoreland v Sadoux, 299 F.3d 462 (5th Cir. 2002). Interbras Cavman Co. v Orient Victory
Shipping Co., S.A., 663 F.2d 4, 6-7 (an Cir. 1981):; A/S Custodia, 503 F.2d at 320; Car! Fisser and
Martha Fisser v International Bank., F.2d 231 (2™ Cir. 1960) at 233-38; Kevstone Shipping Co. v
Textport Oil Co. 782 F.Supp. 28, (NYDC 1992} at 31-32.

 P. Fouchard. E. Galliard and B. Goldman. On International Commercial Arbitration, E. Gaillard and

J. Savage (eds.) (Kluwer Law International 1999), para. 498; M. Mustill and S. Bovd, Commercial
Arbitrarion, (2nd ed. Butterworths London-Edinburgh 1989 and 2001 Companion) p. 136; Domke,
On Commercial Arbitration, (NY 1993) p.125.; Williston, supra n. 2, para 57:19.

For case law 1n the US see Berlage Co. v Littlecjohn & Co., 20 App Div 2d 697, 698, 247 NYS2d 5§,
60, affd 15 NY2d 530, 254 NY2d 122, 202 NE 2d 566 (1964): Rieger v Elco Coat Co., 34Misc 2d
359, 228 NYS2d 242 (1962); David v Merrill Lvnch, Pierce, Fenner and Smith, Inc., 440 N.W.2d
269 (N.D. 1989). Westmoreland v Sadoux. 299 ¥.3d 462 (5th Cir. 2002); Merrill Lvnch Inv.



genuine party to the arbitration agreement from the time this agreement 1s concluded,

while the agent is in essence a third party thereto.

1.2. ASSIGNMENT

Although was disputed for some time, 1t 1S oenerally accepted nowadays that

arbitration agreements can be transferred by way of assignment.” Thus, after the

assignment of the main contract including the arbitration agreement is completed, the
assignee 1s entitled to enforce the arbitration agreement on its own name and in its
own right. In other words, the assignee becomes a genuine party to the arbitration
agreement. This is the view taken by the courts in several countries. This 1s for
example the case in England,® the USA,” France,!’ Switzerland'' and other

12

jurisdictions.

Managers v Optibase, Ltd 337 F.3d 125 (2™ Circ 2003); Contra Pritzker v Merrill Lynch, Pierce,
Fenner & Smith, Inc.7 F.3d 1110 (3™ Cir 1993) holding that not only the principal was bound under
terms of a valid arbitration clause but also its agents, employees, and representatives.

In France it also is accepted that the principal rather than the agent 1s bound by an arbitration
agreement, see Cass. 2e civ., Oct. 14, 1987, Ampafrance v. Wasteels, 1988 Rev. Arb. 288, with note
J.-L. Goutal.

The same is accepted in arbitral case law: ICC award case no 6519 of 1991, 118 (1991) JD.J
(Clunet) 1065,

In England, see Charles M Willie v Ocean Laser Shipping [1999] 1 Lloyd’s Re. 225, for an example
of the relationship between agent and principal in the context of arbitration.

7 See, in general, D. Girsberger and C. Hausmaninger, “Assignment of Rights and Agreement to
Arbitrate”, (1992) 8 Arb Int’l 121; S. Jagusch and A. Sinclair, “The Impact of Third Parties on
International Arbitration —Issues of Assignment” in L..Mistelis and J.Lew (eds), Pervasive Problems
in International Arbitration, (Kluwer Law International 2006) Chapter 15; see also VV Veeder
“Towards a possible solution: Limitation, Interest and Assignment in London and Paris”, in A. van
den Berg (ed) Planning Efficient Arbitration Proceedings: The Law Applicable to Arbitration,
(ICCA Congress Series No.7, Kluwer Law Arbitration International 1996) p. 268 et seq.

5 At one time English courts considered arbitration agreements as personal covenants, rejecting the

possibility of their assignment: Cottage Club Estates v Woodside Estates, [1928] 2KB 463. This
position changed in Aspell v Seymour [1929] W. N. 152 and Shavier v Woolf, [1946] Ch 320, were
courts recognized arbitration agreement’s assignability. This was further accepted 1n Montedipe v
JTP-Ro Jugotanker (The Jordan Nicolov), [1990] 2 Lloyd’s Rep. 11 and in Schiffahrtsgeselischafi
Dedlev Von Appen v Voest Apline Trading, [1997] 2Lloyd’s Rep 279; however, see the recent The
London Steamship Owners v Bombay Trading (The Felicie) [1990] 2 Lloyd’s Rep. 21, where Phillips
J expressed doubts about the assignability of arbitration agreements: “I am driven to the conclusion
that there 1s no wholly satisfactory explanation ifor the basis upon which [...] by assignment inter
partes the transferee acquires the right and obligation to arbitrate 1n his own name”. Note that under
English law (s.82(2) Arbitration Act) the assignee 1s considered to be a person “claiming under or
through a party to the [arbitration] agreement” (although 1n essence the assignee claims instead (in
place of) rather than under or through the assignor). see also R. Merkin, Arbitration Law, (Llovd’s
London 1991), para.1.37 and 2.33; Mustill and. Boyd. supra n.6, p.137 et seq. '

v Star-Kist Foods v Diakian Hope, 423 F.Supp.1220 (C.D.Ca 1976); Asset Allocation and Management
v Western Emplover, 892 F.2d 3566 (7th Cir.1989); Asset Allocation and Management v Western
Emplover, 892 F.2d 566 (7th Cir.1989).

'0 Cour de cassation, 5 January 1999, Bangue Worms v Bellot, (2000) Rev. Arb. 85, with note Mayer;

Cour de cassation, 8 February 2000, Soc. Taurus Films v les Films du Jeudi, (2000) Rev. Arb. 280,
with note Gautier: « la clause d arbitrage international s’ impose a toute partie venant aux droits de
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However, unlike the principal, the assignee becomes a genuine party to an
arbitration agreement only after the assignment of the arbitration agreement 1s
completed rather than from the time of its conclusion. It 1s the assignor who 1s the
original real party to the arbitration agreement. However, according to the most
convincing view, once the assignment ts completed, the assignor ceases to be a party

to an arbitration agreement,'’ since he also ceases to be a party to the substantive
contract containing the arbitration agreement.'”

The same applies to the case of an arbitration agreement contained in a bill of
lading. Here, a consignee, according to the prevailing view, 1s considered an assignee

of the shipper.!® Accordingly, the former by holding the bill of lading becomes the

new genuine party to the arbitration agreement incorporated thereto, taking the place

of the shipper.

I’un des contractants) [...] la convention d’arbitrage stipulée dans le mandat [...] devait recevorr
application a ’égard des mandataires substitués»; Cour d’appel de Paris, 28 January 1988, (198%)
Rev Arb 5635; Cour d’appel de Paris, 25 November 1999, S4 Burkinabe des ciments et materiaux v
soc. Des ciments d’ Abidjan, (2001) Rev Arb 163; see also Delebecque, “La transmission de la clause
compromissoire”, 1991 Rev. Arb. 19, 26 arguing that arbitration agreements are incidental to the
substantial claims.

'l See cases of Swiss Tribunal Fédéral: Muller v Bossard, (1977) 103 1I AFT 75, and Clear Star v

Centromor, (1991) 8(2) J Int Arb 21.
l2 The same is accepted in Sweden, see for example, Sweden Supreme Court of Sweden, Oct. 15 1997,

MS Emja Braack Shiffahrts v Wirtsili Diesel Aktiebolag, (1998) Rev Arb 431, with note Jarvin, and
in Greece AJIT 176/1976, (1976) NoB 706; E@A6 4830/1977, (1978) Eid 720; EQAB 1343/199)5,
(1998) 4 473, and, Mavtokov, H Kataption ¢ Lvupwviac Aiaatyoias oty dicvy Lovailapy,
(ABnva 1998), p. 260.

13 See Read v Brown (1889) LR 22 QBD 128; The Jordan Nicolov, supra n.8; See also Jagusch-

Sinclair, supra n.7, para 15-22. However, there 1s US authority, holding that the assignor may still
enforce the arbitration agreement against its original co-contractor, on the condition that the assignee
would be the person entitled to any rights arising out of the award American Renaissance Lines v
Saxis, 502 F2d 674 (CA2 1974). Cf also Lew-Maistelis-Kroell, supra n.2, par.7-57, arguing that the
extent to which the assignor remains bound by the arbitration agreement 1s primarily an issue of
interpreting the arbitration agreement.

14 Tt is the assignee, rather than the assignor or both jointly, that will be liable vis-a-vis its original co-

contractor after the assignment. See The Jordan Nicolov, supra n.8, Hobhouse J: “The legal
assignment extinguishes the legal cause of action of the assignor against the party hable so that the
assignor cannot thereafter himself ask for an award against the party hable™ and *...a jomnt award
could not be right since on any view there was no joint right in the plainufts, ie the charterers and
insurers; only one or the other could be entitied to an award”.

15 Cf R. Goode, Commercial Law, 2™ ed. (Penguin 1995), p.1075: “...the consignee or indorsee

becomes the statutory assignee of the shipper’s rights under the carriage contract...” (referring to
both Bills of lading Act 1855, s.land Carriage of Goods by Sea 1992, s.2). See Also Remond-
Gouilloud. “Des Clauses de Connaissements Maritimes Attribuant Compétence a une Juridiction
etrangere; Essai de Demystification”, (1995) DMF 339,

For the various theories regarding the legal nature of a consingee see Rodiere, 7raite General de
droit Maritime, Affretement et Transport, (1968) par 408; Rodiere et du Pontavice, Droit Maritime.
11¢ éd (Précis Dalloz 1991) par 359; Rémond-Gouilloud, Droit Maritime, 2° éd (1993) par 610; note
Goutal on Mediterranean Shipping. (1995) Rev Arb, at 624.

[ J
4



1.3 SUCCESSION - NOVATION'®

Here the position 1s also relatively straightforward. Whenever a person succeeds
either by law or by contract in the rights and obligations of another person, who 1s a
party to an arbitration agreement, the former becomes the new party to that arbitration

agreement. '/ As in the case of assignment, here the original party cannot enforce the
arbitration agreement, as he no longer has any status in the contractual relationship.'®

Thus, a successor takes the place of the original party to the arbitration agreement and

becomes a genuine party thereto.’”

1.4 SPECIFIC CONSENT TO ARBITRATE AND GENUINE PARTIES TO
ARBITRATION AGREEMENTS

Agency, assignment and succession are sometimes wrongfully considered as cases

involving third parties.”’ However, as was explained, a principal, an assignee, a

consignee and a successor are genuine parties to an arbitration agreement by reference
to rules of contract law. These persons become parties to the substantive contract and,
therefore, genuine parties to the arbitration agreement included therein. Thus, the
question of whether these persons are entitled to take part to arbitration proceedings 1s
effectively a matter of consent which will be exclusively determined by rules of
contract law and general principles of contract interpretation. In this discussion,
arbitration law 1s largely 1rrelevant.

In this discussion, the only question pertinent to arbitration law 1s whether separate
consent to arbitrate is required for the above persons to be bound by the arbitration
agreement in the main contract, or general consent to the main contract as a whole
would suffice. Here, arbitration principles such as the principle of ‘separability’ or the

principle of ‘autonomy of arbitration agreements’ will come into play. According to

6 Novation is a contract that transfers both rights and obligations from one of the original parties to a
new party, whereas an assignment 1s a contract where the original party transfers only contractual
rights.

"7 See Smith v Pearl Assurance co Ltd, [1939] 1 All ER 95; Oakland Metal co Lid v D Benaim & Co
Lid, [1953] 2 Lloyd’s Rep 192; Socony Mobil Oil Co Ltd v West of England Ship Owners Mutual
Insurance Association Ltd (The Padre Island) [1984] 2 Lovd™s Rep 408.

'* Mustill and Boyd, supra n.6 p. 137; the same B. Hanotiau, Complex Arbitrations, Multiparty, Multi-
contract, Multi-issue and Class Actions. (Kluwer Law International 2005) para 33; The same has
been held 1n arbitral case law: see for example ICC award no.7154 of 1993, 121 JD/I (Clunet) 1059.

9" Cf Damon Compania Naviera S.A. v Hapag-Llovd International S.A. (The Blankenstein), [1985] 1
Liovd's Rep. 93;[1985] 1 W.L.R. 435.

20 See for example, Mustill and Boyd, supra n.6, dealing with agency, succession and assienment under
“Chapter 8: Arbitration and Third Parties™.




one view, evidence for distinct intention to arbitrate ot a principal, an assignee etc 1s
required rather than just evidence for general intention to be bound by the main

contract.”! Otherwise, this view argues, the principles of separability and ‘autonomy

of arbitration agreements’ would be violated, and the independent status of the
arbitration agreement from the main contract would be undermined.

However, the prevailing view 1n arbitration 1s that general consent of the above
persons to the whole transaction would be enough for them to become parties to the
arbitration agreement too. This 1s especially the case with regard to assignment where
the rule of “automatic transfer of the arbitration agreement” seems to prevail in the

I'}

context of international transactions, in particular.”~ According to this rule an

21 See for example Cour de cassation, 6 November 1990, Fraser v Compagnie Euorpéene de Pétroles,
(1991) Rev Arb., p. 73, holding that:

“an arbitration clause remains subject to the principles of privity of contracts and cannot
therefore circulate in a chain of contracts, unless the parties have expressly provided
otherwise” (translation by the author)

The same was held by the Paris Cour d’appel, 22 March 1995, SMABTP v Statinor, (1997) Rev Arb.,
p.550 1n the context of assignment; cf also Article 1989 of the French Civil Code that forbids the
agent to bind the principle with an arbitration agreement unless there 1s express mandate for that:

“an agent may act only within the scope of 1ts mandate, and the power to settie disputes does
not confer a power to enter into arbitration agreements’. (*“ Le mandataire ne peut rien faire au
dela de ce qui est porte dans son mandat; le pouvoir de transiger ne renferme pas celur de
compromettre” note that in French “compromettre” means both “reach a settlement” and
“agree to resort to arbitration”).

For the US see Lachmar v Trunklin LNG, 753 F 2d 8 (2d Cir 1985).
For arbitral case law, see the Award of the Foreign Trade Arbitratton Commission of the USSR
Chamber of Commerce and Industry, 9 July 1984, All Union Foreign Trade Association
(“Sojuzneftexport”} v Joc Oil Ltd, (1993) XVIII YBCA, p. 92.

22 Lew Mistelis and Kroell, supra n.2, par. 7-52 and see also Jagusch and Sinclair, supra n. 7, para 15-

50:; ¢f. however, Girsberger- Hausmaninger, supra n.”7, p.136, who argue that a uniform international
substantive rule on this 1ssue does not exist; see also Fouchard-Galliard-Goldman, supra n.6, par.707
et seq., who argue that on the one hand the express acceptance of the assignee 1s required for the
completion of the assignment, but on the other hand that this express acceptance should be presumed.
In the context of agency, Fouchard Galliard and Goldman argue that a liberal approach should be
taken so that a general authorization to the main contract would sutfice for principal to be bound by
the arbitration agreement signed by the principal, supra n.6, para 468.

In England, see The Jordan Nicolov, supra n.8, “...the assignee 1s bound by the arbitration clause in
the sense that he cannot assert the assigned right without also accepting the obligation to arbitrate”.

In the US see for example the Star-Kist Foods v Diakian Hope, supra n.9; Asset Allocation and
Management v Western Emplover, supra n.9; contra Lachmar v Trunline, 753 F.2d 8 (2d Cir.1985),
on the basis that an arbitration agreement confers duties as well as rights, requiring the acceptance of
the co-contractor. In Switzerland, for example, see the Clear Star case, supra n.11. In France, for
example, see Cour de cassation. Banque Worms v Bellot and Cour d’appel de Paris, SA Burkinabe
des ciments et materiaux v soc. Des ciments d” Abidjan, supra n.10. «une cession de créance ou de
contrat implique nécessairement la transmission par le ceédant au cessionaire du bénéfice dee la
clause compromissoire, laquelle est indissociable de 1'economie du contrat initial»....(contra Fraser
v Compagnie europeene des Pétrles, 6 November 1990, (1991) Rev Arb. p.73 where the Cour de
cassation held that an arbitration agreement, contained in a contract between an intermediate seller
and 1ts buyer in a chain sale could not be enforced by former against the ultimate buyer who had not
accepted whatsoever the arbitration clause); the same view in Delebecque. “La transmission de la
Clause Compromuissoire”,. (1991) Rev Arb. p.25. In Sweden, for example, see MS Emja Braack
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arbitration agreement, due to its subsidiary character 1s transferred automatically to an

23

assignee alongside the substantive rights of the contract. The rule of automatic

assignment effectively means that no specific consent of an assignee to arbitrate 1s
required. An assignee will be bound by an arbitration agreement automatically.
Otherwise 1t would possible for the assignee to escape an otherwise valid arbitration

clause unilaterally by the mere fact of the assignment.”* Similarly, no previous

consent of a debtor to arbitrate with the specific assignee is required either.
Therefore, a debtor cannot argue that it has agreed to arbitrate specifically with the

. . . ) . . .
assignor “but not with some outsider”.=” The automatic transfer of an arbitration

agreement can only be prevented if the latter has been concluded in view of a specific
assignor (intuitu personae). However, arbitration agreements are 1in general

considered not to be personal covenants (intuitu personae).*®

The rule of “automatic transfer of the arbitration agreement” applies equally to
bills of lading. Although there 1s a view arguing that a consignee must be aware of the
arbitration agreement and must specifically accept the arbitration agreememnt before

he takes delivery of the goods,?’ the prevailing view dispenses with the prior consent

Shiffahrts v Wartsila Diesel Aktiebolag, supra n.12. In Greece, a decision of a court of first instance,
[ToAAB 2690/1976, (1977) NoB 220, held in obider that a notice to debtor rather than the consent of
the debtor would suffice.

2> The intuitu personae arbitration clause can either be provided expressly in the contract or be inferred

from the factual circumstances surrounding the contract, see Fouchard Galliard and Goldman, supra
n.6, para 720 et seq. An arbitration agreement could be intutu personae for example when an
arbitration agreement provides for a personal appointment of an arbitrator by the assignor. see
Corbin, On Contracts, (1951 Supplement 1991) par.892. See also the US cases Star-Kist Foods v
Diakian Hope, supra n.9; Asset Allocation and Management v Western Emplover, supra n.9. See also
the position taken by the Swiss Tribunal Federal in: Muller v Bossard, and Clear Star, supra n.11.,
which, in the context of assignment, reaffirmed the ancillary character of the arbitration agreement to
the substantive rights and held that a conditional prohibition of the assignment of the substantive
rights was also covering the arbitration agreement; in the same vein, Werner, “Jurisdiction of
Arbitrators in Case of Assignment of an Arbitration Clause™, (1991) 8(2) J Int Arb, p.13. Cf also the
Shayler v Woolf , supra n.8, by Lord Greene M.R ““the arbitration clause also follows the assignment
of the subject matter of the contract™.

%t See the MS Emja Braack Shiffahrts v Wirtsild Diesel Aktiebolag, supra n.12 and Hosiery Mfg Corp

v Golston, (1924) 143 NE 779; 238 NY 2d 22; ¢f Girsberger and Hausmaninger, n.7, p.138.
*> Mustill and Boyd, supra n.6, p.138.

6 See Shavier v Woolf, supra n.8, at 324 and the MS Emja Braack Shiffahrts v Wartsild Diesel

Aktiebolag, supra n.12; ¢f Lew, Mistelis and Kroell, supra n.2, par 7-33 and Jagusch — and Sinclatr,
supra n.7, para 15-14.

*7 See in the context of arbitration clauses Cour de cassation. Mediterranean Shipping v GAFL

assurance et autres, 20 June 1995, (1995) Rev Arb 622, with note Goutal who criticizes the decision.
and Cour de cassation. The navire Stolt Osprev, 29 November 1994, (1995) DMF 218. note Tassel.
in the context of jurisdiction clauses. In the past, US courts have held, on different grounds. that
arbitration agreements stipulated in a bill oi lading are not opposable to the consignee. The argument
was that these arbitration agreements were negated by US COGSA s.3(8). on the ground that they
were unduly Iimiting the liability of the shipowner, eg Indussa Corp. v SS Randborg. 377 F.2d 200
(SC 1967). However. the US courts now take the opposite view, see the following note.




of the consignee.”® Thus, arbitration agreements are transferred to the holder of the

bill of lading automatically together with the substantive rights on the goods.
Otherwise, the negotiability and commercial effectiveness of the bill of lading would

. >
be compromised.”’

It follows from the above that the principle of separability or “autonomy of
arbitration agreement” does not create any theoretical difficulties to the automatic
transfer of the arbitration agreement. In effect, an assignee, a consignee or a successor
‘oets into the shoes’ of the original party to the main contract as a whole. Theretore,
the former assumes the contractual position of the latter in exactly the same terms,
which of course include the arbitration clause. In all the above cases, the transfer of an
arbitration agreement 1s mainly linked with the transfer of the substantive contract
including the arbitration agreement and, therefore, 1t remains predominately a
question of contract law. Accordingly, the thesis will not discuss the 1ssue of “genuine
parties’ to arbitration agreements any further. It will focus on the impact of arbitration
upon persons not contractually bound by arbitration agreements. The following
section defines the notion of ‘third parties’ and determines which particular groups of

persons will be examined by the thesis.

8 In the US, courts require only the actual notice of the consignee rather than its consent; see for

exampie Amoco Oil Co. v. M. T. Mary Ellen, 529 F. Supp. 227 (S.D.N.Y. 1981); Vimar Seguros v
Reaseguros 8.4 v Sky Reefer, 29 F.3d 727 (1994 U.S. App.); atfirm. by 515 U.S. 528 (U.S. S.C.
1993) Japan Sun Oil v M/V Maasdijk, 864 F.Supp.561 (U.S. Dist. 1995); Japan Sun Oil v M/V
Maasdijk. 864 F.Supp.561 (U.S. Dist. 1995).
In England see The Rena K [1978] 1 Lloyd's Rep. 545 The Nerano [1994] 2 Llovd's Rep. 50, upheld
[1996] 1 Lloyd’s Rep. 1 (C.A.); The Delos [2001] 1 Lloyd's Rep. 703.
The same in Greece, (OX)ATT 8/1996. (1997) EEunA 85; (OA)ATL 236/1986, 17 EEunA 290; Ee®eg
1602/1983. 25 EEunA 311.
The same view has been taken by the European Court of Justice (ECJ) 1n the context of jurisdiction
clauses: 19 June 1984, C-71/1983. Partenreederei Tillv Russ v Haven, [1984] ECR 2417.

2% See note Goutal on the Mediterranean Shipping, above note. at p.626. Cf also Rémond and

Goulloud, supra n.15.
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As already mentioned, not every third party falls under the scope of this work. The
thesis focuses on “false third parties”, i.e. third parties with an interest in the dispute
between two other persons bound by an arbitration agreement.

False third parties are typically found in the context of multiparty contractual
relationships, which are jurisdictionally fragmented. Jurisdictional fragmentation
occurs when several parties involved in a single commercial project conclude
different bilateral dispute resolution agreements. Thus, a person participating in a
multiparty commercial project may be left unable to participate in the arbitration
proceedings between two other persons involved in the same project, if the former 1s
not party to the arbitration agreement binding the latter. In other words, persons with
an active role and a significant interest in a project might not be able to take part in
the resolution of the dispute arising out of the project, the outcome of which might
affect their own interests. These persons cannot take part in the determination of the
dispute since they are not parties to the arbitration agreement, which has exclusively
been concluded between two other persons (genuine parties). Nevertheless these
persons are not strangers to the dispute between the genuine parties, as they are
closely involved in the execution of the project from which the dispute arises. Hence,
they can be named false third parties.

This chapter examines in detail the notion of false third parties. The analysis takes
a substantive viewpoint, focusing on the contractual rights, duties and liabilities of the
several parties involved the same commercial project. From this substantive
perspective, the chapter distinguishes between two different groups of false third

parties: those who share the same rights, duties and liabilities with the genuine parties



to the arbitration, and those who are merely contractually interrelated with them. It
will be shown that the interests of the former group in the arbitration between the two
genuine parties are stronger and, thus, more relevant than the interests of the latter
group. Furthermore, the chapter looks mto each of the two groups in detail and
presents some typical examples of false third parties. These typical examples are used
throughout the thesis as case studies in order to test and demonstrate i1ts main
arguments.

The emphasis on the substantive status of the parties is a key point for this work.
As will be argued in Part 1Il, there 1s a direct relevance between the substantive and
the jurisdictional status of the several persons in a multiparty commercial relationship:
the closer the several persons are associated in substantive terms the less likely 1s for
them to be separated in terms of jurisdiction. Whenever several persons constitute a
substantive unit, they should also be regarded as a jurisdictional unit, and, therefore,
they should be subject to the jurisdiction of a single adjudicatory forum. Therefore,
the findings on the interests of false third parties and their substantive association with
genuine parties will provide the conceptual basis for the final suggestions of the thesis
regarding the impact of arbitration on third parties. In fact, the analysis performed

here provides the groundwork for the whole thesis.

2.1 DIFFERENT GROUPS OF FALSE THIRD PARTIES

Depending on how closely they are associated with the genuine parties, in terms of
interests and liability, the false third parties may be distinguished 1n the following two
groups:

The first group includes persons that are strongly associated with a genuine party
to an arbifration agreement or arbitral proceedings, 1n terms of contractual interests
and liability. Here, genuine and false third party will have concurrent interests in the
pending dispute and the commercial project they are both involved in. In particular,
cenuine and false third party will usually be co-liable or co-holders of rights or duties
(community of rights and lability). They will typically be joint or joint and severally

liable vis-a-vis the other genuine party to the arbitration proceedings.’ These two

' Joint or indivisible nights or obligations may occur i two cases. First, when the object of the

obligation cannot be actually divided; this 1s the case, for example. when two persons undertake the
same obligation with regard to the same property. Second. when the parties have expressly agreed to
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types of liability, joint and joint and several, are similar in that in both cases the co-
promisors are jointly rather than cumulatively liable, so that the performance of the
obligation by one promisor will discharge all them.- It should be noted however, that
the terms “joint” and “joint and several liability” have a very strict technical meaning
which varies, sometimes significantly, from jurisdiction to jurisdiction. Thus, for the
purposes of the thesis, which adopts an international viewpoint, reference to ‘joint’ or
‘Jjoint and several’ liability should be should be understood as a reference to ‘co-
liability’. Typical examples of this group are:
e Co-holders of rights in property”

e Partners in a legal entity”

e Persons mmvolved 1n the making and transter of the same negotiable instrument

(e.g. promissory notes, bills of exchange, bonds etc).”

undertake an obligation jointly. In either case, each of the promisors 1s liable for the whole
performance. For more details on joint obligations:

In England, see Halsbury’s, Laws of England, (Lexis Nexis Butterworths 2007), para 1080;

In the US, see Restatement (Second) Contracts, para 289;

In France see Bacache 1n Rep. Civ. Dalloz (2007), Indivisibilité, art.1217-1225; ¢f also French Code
Civil art. 1217 « L’obligation est divisible ou indivisiblie selon qu’elle a pour objet ou une chose qui
dans sa livraison, ou un fait qui dans l'execution, est ou n'est pas suscepuible de division, soit
matérielle, soit intellectuelle ».

On the other hand, joint and several liability arises when two or more persons join in the same
instrument in making a promise to the same person, and at the same time each of them individually
makes the same promise to that same promisee. Joint and several liability 1s similar to joint liability
in that the co-promisors are not cumulatively hable, so that the performance of the obligation by one
promisor will discharge all them.

For more details on joint and several liability:

In England. see Halsbury’s, ibid, para. 1079.

In the US, see Restatement (Second) of Contracts, para 288.

In France, see Tourneau and Julien, in Rep. Civ. Dalloz (2007), Solidaritée ; cf also Code Civil art.
1197 « 1 obligation est solidatre entre plusieurs créancier lorsque le titre donne expressement &
chacun d’eux le droit de demander le pavement du total de la créance, et que la payement fait a ['un
d’eux libere le débiteur, encore que le bénéfice de ’'obligation soit partageable et divisible entre les
divers créanciers ».

? See Halsbury’s, ibid, para 1079.

* For example, two purchasers of real property will joint and several obligors under the agreement of
sale, see Converse v James, 89 Hawai’1461, 974 P.2d 1051, (Hawai’1 App. 1997).

In France a typical example of such type of hability will come from when several people share
property rights, such as servitutes reelles (real servitude i.e. a burden imposed upon one estate in
favor of another estate of another proprietor).

* For example, in the US, section 15 of the Uniform Partnership Act provides that partners are liable
jomntly and severally for tort or breach of trust. but jointly on partnership contracts: see also Bullis v
Bear, Stearns & Co Inc, 553 N.W.2d 599 (Iowa 1996).

In England see the Partnership Act 1890 s 9; The liability of the partners of a firm on contracts
entered 1nto by the firm 1s joint, not joint and several cf also Halsbury’s, supra n.1, para 1083,

> For example. the maker, the acceptor or drawer or indorser of the same negotiable instrument.

In the US. see section 3-118(e) of the Uniform Commercial Code that provides that “unless the

instrument otherwise specifies” two or more persons who sign commercial paper as maker. acceptor
or drawer or indorser and as part of the same transaction are jointly and severally lable.



The second group includes persons that are contractually linked but not strongly
associated with a genuine party to an arbitration agreement or arbitration proceedings,
in terms of contractual interests and liability. Here, genuine and false third party will
have related but not concurrent interests in the pending dispute and the commercial
project they are both involved in. In particular, genuine and false third party will be
contractually linked but they will not be sharing the same rights or duties. They will
not be co-liable vis-a-vis the other genuine party to the arbitration agreement and the
proceedings. Either they will be liable in the alternative or one of them only will be
liable vis-a-vis the other genuine party. Here, the contractual obligations of genuine
and false third party relate to the same commercial project. However they will assume
distinct duties to deliver distinct performances. In short, genuine and false third party
will be “commercial partners” but not co-liable or co-holders of the same rights and
duties.  Consequently, although contractually associated, the degree of their
association, 1n terms ot contractual interests and liability will be lesser than 1n the first
group.

Typical examples of this group are:

e Several persons contractually linked by bilateral contracts with regard to
the same construction project. Here, the several persons may be linked

o Either, in several string contractual relationships, where for

example an owner 1s contractually related with a contractor who 1n

turn is contractually related with a subcontractor.®

o Or, in web type contractual relationships, where an owner 1s
contractually related an architect/engineer, a contractor and a

financial institution regarding the same construction work.

e Several persons contractually linked in the context of security agreements.

A typical example here 1s the contractual relationships between a creditor, a

debtor and a guarantor.

in England, the makers of a promissory note may be liable on it either jointly, or jointly and
severally. according to the tenor of the note; but the acceptors of a bill of exchange can only be liable
jointly: see the Bills of Exchange Act 1882 ss 6(2), 85: ¢/ Halsbury’s. supra n.1. para 327.

° String contractual relationships can also be found in the context of commercial transactions with

regard to the same goods: the typical example here would be the consecutive transactions between
the manufacturer. the wholesaler, the retailer and the consumer. Thus, any suggestion made by the
thesis 1n connection to construction string contracts will be equally applicable by analogy to the case
of string transactions between the manufacturer, the retailer and the consumer.




e Several corporate entities with close corporate links, as for example the
links between the several companies belonging 1n the same group.

Arbitration agreements are very frequently used in the context of all the above
types of contractual relationships that involve several parties. Naturally, thus, the
question of whether, for example, a subcontractor will be bound or in some way
affected by an arbitration agreement or arbitral proceedings between an owner and a
contractor artses very often. The same question arises

In the context of web-type construction contracts: will a contractor, for example.
be bound or affected by an arbitration agreement or proceedings between an owner
and an architect?

In the context of security agreements: will a guarantor be bound or affected by an
arbitration agreement or arbitral proceedings between a debtor and a creditor?

In the context of several companies with close corporate links: will a parent
company by bound by an arbitration agreement or proceedings between a subsidiary
and another party?

In more general terms, the question here would be whether a false third party (in
the above scenarios: a subcontractor, a contractor, a guarantor or a parent company
respectively) would be bound or in any way atfected by an arbitration agreement or
proceedings between the genuine parties?

These questions are directly relevant to arbitration law and they will be in the heart
of the discussion in this study. However, the exploration of these questions from an
arbitration viewpoint requires first an analysis ot the substantive status of the several

parties involved in a commercial multiparty relationship. This 1s the aim of the

following sections.

2.2 STRING CONSTRUCTION CONTRACTS

Due to the increase in specialisation and technology in the construction industry,
the completion of a construction work will invariably require the participation of more
than two persons. In a typical construction project several different professionals may
get 1nvolved: an owner, a contractor, a quantity surveyor, a civil or structural
engineer, an architect, a project manager, a architectural or engineering consultants,
several subcontractors (e.g. substructure subcontractor, superstructure subcontractor,

mechanical and electrical subcontractor), suppliers, sureties and others.



The above persons will usually get linked in pairs by way of several bilateral
agreements rather than a singe multilateral one. Typically, the several bilateral
agreements will take the form of a contractual chain: an owner will enter into a
contract with a contractor, who 1n turn will enter into a contract with a subcontractor,
who may then agree with a supplier or another subcontractor and so on.

The use of substantial subcontracts has become a general practice in construction
industry nowadays. The proliferation of subcontracts in the last decades is due to the
fact that contemporary construction industry becomes geographically dispersed and
increasingly complex in terms of technology. Construction projects may require
different types of skills, services and materials from different countries of the world.
It 1s more economical for a contractor to employ local specialised subcontractors 1n
view of a particular construction project each time than to keep permanently

employed craftsmen in all of the necessary trades within each region of activity.” The

use of subcontracts 1s commercially suitable for an owner too. The latter only needs to
enter into a single contract and obtain a single price for the whole work. In general,
the use of several subcontracts is considered more efficient than one multilateral
contract for the completion of the project. Complicated problems of multiplicity of
contracts and liability, which would anise if the works were to be carried out by
various contractors each separately employed by an owner, are avoided by the

execution of several bilateral contracts.®

A subcontractor may either be selected by or agreed with an owner under

nomination arrangements in the main contract itself (nominated subcontractor),” or be

left to the commercial discretion of the main contractor (domestic subcontractor).'’

By getting the owner involved in the selection of a subcontractor, the main contractor
seeks to minimise 1ts own liability for defective work or other failures of the
performance of the subcontractor. However, as 1s generally accepted, it 1s the main

contractor that will be invariably liable under an express or implied obligation in the

7 J. Murdoch and W. Hughes, Construcrion Contracts, (.'5’3”j ed Spon Press 2000), para. 19.1.
* Hudson's, Building and Engineering Contracts. (1 1" ed Sweet & Maxwell London 19935}, para.l3-

022: see also F. Nicklisch. “Multi-Party Arbitration and Dispute Resolution in Major Industrial
Projects” (1994) 11(4) J. Int’l. Arb.. p. 69 et seq.

? Hudson's, supra n.§. para 13-002; ILN.D. Wallace. Construction Contracts. Principles and Policies in
Tort and Contract, (Sweet & Maxwell London 1986), Ch. 21; Murdoch- Hughes, supra n. 7, para
20.1 et seq.

10 Murdoch- Hughes. supra n.7 para 19.4.
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main contract for any default work performed by subcontractors.!! Indeed, under the

principle of “chain liability” the main contractor, whether or not personally in default,

remains fully liable to the owner for any default of the sub-contractor.!” The same

principle, will in turn entitle the main contractor to hold a defaulting subcontractor

responsible for his own damages. "

In general, it can be argued that the principle of chain liability sums up the delicate
balance between the several contractual relationships in the case of string contracts:
although contractually interrelated, the several bilateral contracts maintain a
substantive degree of autonomy. This 1s evidenced in more detail by the following.

On the one hand, the several string contracts are interrelated. Thus, both the
contract between an owner and a contractor and the one between a contractor and a
subcontractor have the same subject matter: construction works on the same project.
The construction work of the specific project 1s the common denominator of both
contracts, as it constitutes the commercial cause underpinning both agreements. In
essence, the subcontract 1s concluded 1in view and in the light of the main contract.
Hence, the main contract and the subcontract very often contain cross-references,
resulting to a ‘direct communication’ 1n confractual terms between the two
agreements. This 1s achieved by various ways. For example, subcontracts frequently

incorporate parts of the main contract by way of express reference thereto.'* Also,

subcontracts are very often drafted on the same contractual pattern of the main
contract, a practice called drafting on back-to back terms. Some institutions well
know 1n the construction industry have 1ssued standard forms of subcontracts to be
used 1n tandem with the standard forms of contracts 1ssued by the same institution.
For example, the International Federation ot Consulting Engineers (FIDIC) has 1ssued
the FIDIC (Red Book) Conditions of Subcontract to be used back-to-back with the
provisions of the FIDIC (Red Book) Conditions of Construction Contracts.'

"' Murdoch- Hughes, supra n.7, para 19.5.2.

12 Young & Marten Ltd. v McManus Childs Ltd, [1969] 1 AC 454; Hudson’s. supra n.8, para 13-002 et
seq.

¥ Hudson's, idem: Murdoch — Hughes, supra n.7, para 19.3.

1* Without incorporation the terms of the main contract would not apply to the subcontractor. even if
the terms are well known to both the contractor and the subcontractor. Also, imprecise or generic
references, such as “‘the sub-contractor shall be deemed to have notice of all the provisions of the
main contractor’” will not have a full-scale incorporation effect. See Hudson’s, surpa n. 8, para 13-
100 et seq.

5> The FIDIC (Red Book) Conditions of Construction Contracts is widely used in international

construction practice and has obtained an international acceptance in the construction industry. It
provides an international norm or standard by which construction works and contracts are
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Similarly the Federation of Civil Engineering Contractors (FCEC) has 1ssued a
standard form of subcontract for use on contracts based on the Conditions of

Contracts issued by the Institution Civil Engineers (ICE). '

All these standard forms of subcontract are filled with express references to the
corresponding standard forms of the main contract. For example, 1n the FIDIC

conditions of subcontract:

e Sub-clause 4.1 provides for the duty of the contractor to provide the
subcontractor with a copy of the main contract. Sub-clause 4.1 adds that the
subcontractor shall be deemed to have full knowledge of the main contract

(except details of the contractor’s price)

e Sub-clause 4.2 provides that the subcontractor shall generally have all the
obligations and liabilities of the contractor under the main contract in
relation to the subcontract works. In particular 1t reads:

“save where the provisions of the Subcontract otherwise require, the
Subcontractor shall so design (to the extent provided for by the
subcontract), execute and complete the Subcontract Works and
remedy any defects therein that no act or omission of his in relation
thereto shall constitute cause or contribute to any breach by the
Contractor of any of his obligations under the Main contact. The
Subcontractor shall, save as aforesaid, assume and perform
hereunder all the obligations and liabilities of the Contractor under

the Main Contract in relation to the Subcontract Works™

e Subclause 7.provides that when the subcontractor 1s delayed in the
execution of the subcontract works, he shall be entitled to extension of time
for completion if the delay i1s due to any circumstances 1n regard to which

the Contractor 1s entitled to receive an extension of his time for completion

of the Main Work under the Main Contrac

e Subclause 7.3 provides that the main contractor has to notify the
subcontractor of all extensions of time obtained under the main contract,

which affect the subcontract!’

determined. Thus, even when it 1s not incorporated into a particular contract it 1s generally accepted
as a point of reference in construction contracts and works.
16 See also the Joint Contracts Tribunals (JCT) standard conditions of subcontract 1ssued for use on

contracts based on Intermediate Form of Building Contracts (IFC) 98.
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e Also Clause 8 and 9 of the FIDIC subcontract provide that, as regards
instructions and variations, the subcontractor shall have similar rights and
duties vis-a-vis the contractor to those owed by the contractor vis-a-vis the
employer.

Moreover, significant rights or duties of the subcontractor vis-a-vis the contractor
are often hinged upon rights and duties of the latter vis-a-vis the employer. For
example, the liability of the main contractor to make payments to subcontractor 1s
frequently conditioned upon the certification of the sums in question by the owner’s

architect or engineer under the terms of the main contract.'® In the same vein,

architects often indicate in their certificates for interim payments to the main
contractor what proportion of the sums so certified 1s referable to nominated

subcontractors.'”

In addition, it 1s not unusual that the subcontract will contain “pay if and when
paid” clauses, which provide that the subcontractor will be entitled to be paid the
balance of the subcontract price only if and when the contractor has been paid by the
employer under the main contract. This kind of clauses are rightly crniticised and are
expressly excluded by some standard forms of subcontracts, including the FIDIC

. e B . . . .
subcontract provisions for example.”” This is because “pay if and when paid” clauses

largely hinder ultimate recovery of the subcontractor and totally shift the nisk of the
employer becoming insolvent to the latter who 1s not a in contractual terms with the
employer.”! Nevertheless, they are not unusual in the construction industry, especially

)

In construction subcontracts in the countries of South-east Asia.<-

Although 1n prninciple no privity exists between the employer and the

subcontractor, there are cases where either person will be entitled to a direct

7 J. Winter “The FIDIC Conditions of Subcontract and the UK FCEC ‘Blue Form’ of contract”, (1997)

14 ICLR. p. 435, who argues that by virtue of this provision any extension of the main contract
should automatically extend the subcontract too, although this 1s not expressly provided in the
provision.

18 Hudson'’s, supra n. 8 para 13-108.

1 Hudson’s, ibid, para 13-121.

Y See Sub-clause 16.5.

- The crucial question here is whether “the pay if and when paid” clauses hinge the liabilinv of the

main contractor vis-a-vis the sub-contractor upon the payment of the former by the owner; see
further on this, Hudson's supra n.§, para 13-108 et seq and Murdoch —Hughes, supra n.7, para
19.6.1: the prevailing view 1n the US case law 1s that such clauses do not mean that the subcontractor
will be paid if the main contractor i1s ever paid. This construction 1s accepted in order to ameliorate
the consequences of such clauses. see for example Thomas J Dver co v Bishop International
Engineering Co., 303 F 2d 655 (1962).

> Murdoch — Hughes. supra n. 8 para 19.6.1.




contractual claim against the other. For example, the main contract may expressly
provide that the employer has to pay the subcontractor directly, deducting the sums

paid from the amount due to the main contractor.” Such a contractual provision will

give the subcontractor the nght to sue the employer directly. The same will apply,
whenever the applicable substantive law expressly provides that the employer may be

24

directly liable to the subcontractor. This is the case under French law~" and the law of

some of the countries influenced by French law.*

Similarly, the employer will be entitled to a direct contractual claim™® against the

subcontractor, in case the latter provides the employer with a direct warranty on the

work.”’ Direct warranties are often provided in construction contracts and are even
included in some standards forms of contraction contract.”® Faced with an action from

the employer, the subcontractor may raise defences arising out of the contract
between the contractor and the subcontractor, or even defences arising out of the main

contract between the contractor and the employer.~’

The contractual interrelation between the main contract and the subcontract means
that a dispute arising out of the former 1s likely to refer to the same factual and legal
1ssues as a dispute arising out of latter. Thus, for example, the tssue of causation or
l1ability will probably arise 1in both disputes. Likewise, defects or delay 1in the work of

the subcontractor will atfect the hiability ot the contractor vis-a-vis the employer, and

23 Hudson’s, supra n. 8 para 13-121.
¢ Law No. 75-1334 of December 31, 1975. See further on this, C. Seppala, “French Law on

Subcontracting” [1991] ICLR, p. 78.

In Swiss law see F Chaix and S. Marchand, “The night of Recourse of an Employer against a
Subcontractor”, (1998) 15 JCLR, p. 21: there is no specific provision in Swiss law providing for a
direct claim/relationship, but they argue that the Code of Obligations art. 339(3) (*if the agent has
assigned the obligation to a third person (...) the Principal may bring any claims which he has
against his agent directly against the third person™) regulating the relationships between agent-
principal and the third party should be applied by analogy to the contractors for work and materials.

25 See for example, Algerian Code art. 565, Egyptian Code art.662, Libyan Code art. 661.

¢ The other option will be of course that the employer files tort claims against the subcontractor, in

which case the employer must establish that the subcontractor owes him a duty of care, see In
Henderson v Merrett Syndicates Lid, [1994] 3 All ER 506 HL; Halsbury’s, supra n. 1, para 48 and
Hudson’s, supra n. §, para 13-042 et seq.

*" Greater Nottingham Co-operative Society Ltd. v Cementation [1988] Q.B. 71; see also Halsbury’s,
supra n.1. para 47 and Chaix — Marchand. supra n. 24. p.227. According to Hudson the direct
warranties provided by the subcontractor to the employer entirely subvert the no-privity subcontract
objective of the English nomination system. Hudson's. supra n. 8 para 13-055.

The same will apply when the manufacturer provides for warranty 1n the context of string contracts
regarding the same goods.

*% See for example in the RINA/JTC standard form: “exécution sans défaut”.

* However, the subcontractor cannot invoke the defences based on the personal relationship between
the contractor and subcontractor. see Chaix - Marchand. supran. 24. p. 223 et seq.
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the amount of damages owed by him against the employer.”® In case the contractor is

found liable for works actually constructed by the subcontractor, the former will most
likely sue the latter. It follows, that the interests of the contractor and the
subcontractor in the project and the outcome of the proceedings between the
contractor and the employer are closely related.

On the other hand, the several string contracts remain distinct. As a matter of

principle there is no privity between the employer and the subcontractor.’! Even,

when the subcontractor i1s nominated or selected by the employer, the main contractor

is not regarded as the agent of the owner.”= Acceptance by the employer of work done

by a sub-contractor does not establish or even imply a contractual link between these

two persons.33

The principle of no privity between the employer and the subcontractor in effect
means that the economic risk and the contractual duty of performance of the main
contract rest entirely on the main contractor. The latter rather than the subcontractor

will be held liable for defective work performed by the subcontractor.”® Equally,

unless otherwise is expressly provided in law or in contract, the employer will not be
liable to pay the subcontractor directly for work done or materials supplied with

regard to the main work.”

The principle of no privity applies even to back-to-back standard forms of contract
and subcontract. Thus, the FIDIC Subcontract provides in Sub-clause 4.3 that:
“Nothing herein shall be construed as creating any privity of contract between

the Subcontractor and the Employer”;
While, Sub-clause 4.4 provides that:

“If the Subcontractor commits any breaches of the Subcontract, he shall
indemnify the Contractor against any damages for which the Contractor

becomes liable under the Main Contract as a result of such breaches. In such

9 Hudson'’s, supra n. 8, para §-169.
31 Unless the contractor assigns the subcontract to the employer, see FIDIC (Red book) clause 4.5:

Assignment of Benefit of subcontract. See also Murdoch- Hughes, supra n. 7, para 19.3; Hudson's,
ibid. para 13-016; Wallace, supra n. 9, para 21-02 et seq: Halsbury’s, supra n. 1, para 47. Cf Davies
& Co (Shopfitiers) Ltd v William Old Ltd (1969) 67 LGR 3935.

32 See Murdoch- Hughes. supra n. 7, para 20.3 et seq and 20.4.1; Chaix- Marchand. supra n. 24, p. 223.

See also Hampton v Glamorgan, [1917] A.C. 13; Vigers Sons & co Ltd v Swindell, [1939] 3 All ER
590.

33 Halsubry’s. supra n. 1, para 47. |
¥ Murdoch - Hughes, supra n.7, para 19.5.2.
35 See the seminal decision in Hampton v Glamorgan. [1917] AC 13.



event, the Contractor may, without prejudice to any other method of recovery,
deduct such damages from monies otherwise becoming due to the

Subcontractor.” >°

The reason the parties draft the subcontract in back-to-back terms with the main
contract is to ensure that the two contracts will be compatible and, thus, more
effective. However, back-to-back terms by no means break the contractual autonomy
of the main contract and the subcontract. The performance promised by the contractor
to the emplover is different from that promised by the subcontractor to the contractor,

despite the fact that both performances concern the same project.”’

The rights, duties and liability of the contractor in the main contract can never

correspond exactly to those of the subcontractor in the subcontract.’® This is because,

the flow of the contractual rights and duties of the employer stops at the contractor.
Unless there is an express provision in the subcontract, benefits that the contractor

might obtain from the main contract cannot be passed over the subcontractor.>”

In Lafarge Redland Aggregates Ltd. v Shephard Hill Civil Engineering Ltd.* the

subcontract contained a preamble making express references to the main contract:
“Whereas the contractor has entered into a contract (hereinafter called ‘the
main contract’) particulars of which are set out in the First Schedule hereto”

and

36 Cf also the SEA art.29(2) Rule 118 providing that “Dans ’execution de ses travaux, le sous-traitant

n’a rapport contractuel qu’avec I’entrepreneur’.
37 Nicklisch. supra n. 8, p. 68-69.

33 Hudson’s, supra n.§, para 18-116.
39 See Mooneyv v Henrv Boot Construction Lid [1996] 80 B.L.R. 66; 53 Con. L.R. 120; see also the

Balfour Beatty Construction Ltd v Kelston Sparkes Contractors Ltd, (No.2) 2001 WL 753373, where
the subcontractor claimed part of the sum awarded by an arbitral award to the contractor against the
employer. Although the sum was awarded to the contractor for delay and disruption to planned
drainage arrangements which were works undertaken by the subcontractor, 1t was disputable whether
the subcontractor was entitled to any portion of this sum. This was the case in spite of the fact that,
first the contract (a 1.C.E. Standard Form of Contract for Civil Engineering Works,) and the
subcontract (a F.C.E.C. Standard Form of Subcontract) were designed as back-to-back contracts:
second the subcontract expressly provided in cl.10(2) for the contractor to take all reasonable steps to
secure from the emplover such contractual benefits, if any, as might be claimable in accordance with
the main contract 'on account of any adverse physical conditions or artificial obstructions or any
other circumstances that may affect the execution of the subcontract works', and that on receiving
any such benefits the contractor was to pass on 1o the subcontractor a fair and reasonable proportion.
Finally the Court of Appeal decided that the subcontractor was entitled to a fair and reasonable
proportion of the sum that the contractor was awarded by the employer. However. H. Lloyd J at first
instance had held that clause 10(2) was merely providing for a procedural rather than a substantive
claim.

0120001 1 W.L.R. 1621 (L).
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“whereas the subcontractor having been afforded the opportunity to read and
note the provisions of the main contract (other than details of the contractor's
prices thereunder), has agreed to execute upon the terms hereinafier appearing
the works which are described in the documents specified in the Second
Schedule hereto and which form part of the works to be executed by the
contractor under the main contract.”

Despite the above references to the main contract the House of Lords noted that:
“These provisions have an important bearing on the contractual relationship
between the contractor and the subcontractor. But it is not, and could not be,
suggested that by entering into the subcontract with the contractor the
subcontractor was entering into a contractual relationship of any kind with the
employer™"

And also that:

“The only contract which binds the employer is his contract with the
contractor under the main contract. The only contract which binds the
subcontractor is his contract with the contractor under the subcontract. The
doctrine of privity of contract inhibits the formation of any kind of implied

y947)

contractual relationship between the employer and the subcontractor.

The same was held in the ICC award case no 6230 of 1990. Here, the subcontract
included a clause providing that:
“in the internal relationship the subcontractor will take upon himself and bear
all obligations and risks arising from the contract to be concluded between the
[employer] and [contractor] in such a way as 1if the subcontractor had
concluded a direct contract with the [employer] for his scope of supply and

services” 4>

Nevertheless, the tribunal was clear noting that the above provision was a “risk
shifting” clause that should be construed narrowly since under Swiss construction
law, applicable to both the main contract and the subcontract:

“(a) the subcontract is treated as an independent contract vis-a-vis the main

construction contract.

‘1 Ibid. at 1626.
42 Ibid at 1623.
* Unpublished.

40



(b) the subcontractor is not a person employed by the contractor for the

performance of an obligation

(¢) Provisions of a main construction contract do not become automatically

valid vis-a-vis the subcontractor simply because the contractor made an

obligation to the owner to adopt such provisions of the main contract in the

subcontract

(d) there are no direct legal relationship between the owner and the

subcontractor”

In the light of the above analysis, it is concluded that the several string contracts,

although interrelated remain separate. Despite the fact that the general legal position
of the subcontractor is in many ways affected by that of the contractor, the liability of

the former 1s as a matter of rule from those the hability of the latter.

2.3 WEB-TYPE CONSTRUCTION CONTRACTS

Here the position is usually more straightforward than in the case of string
contracts. The two contracts, the one between the employer and the architect or

)44

engineer (the A/E contract)™ and the other between the employer and the contractor

(the building contract), will be related in many ways. However, the autonomous
character of each contract 1s even clearer than in the case of string contracts. More
spectfically:

On the one hand, the two agreements are in principle connected, since the building
contract is normally concluded in light of the A/E contract. The contractor undertakes
the duty to construct the work in a “workmanlike manner” in accordance with the
design specifications provided in the A/E contract. The latter sets out in detail the
plans, the drawings, the materials and the working methods required to be tollowed

for the construction of the work.*

44 Architects undertake the duty to design the building and. usually. to supervise and administrate the

work until its final completion. The duties of the engineers. although not always the identical are
similar to those of the architects as far as the design and supervision of the work 1s concerned; cf the
description given by the Institution of Civil Engineers (ICE) for the profession of civil engineer as “
the art of directing the great sources of power in nature for the use and convenience of man” (found
in Hudson’s, supra n. 8, para 2-016.

45 Hudson's. ibid. para 4-080.




Moreover, the A/E undertakes the duty to administer the building contract. Thus,
the A/E 1s continuously involved in the construction work, having to decide whether

the work done by the contractor is acceptable or not.*

The building contract itself often requires the A/E to take a number of actions 1n
connection with the construction work, in all of which the A/E owes a duty of care to
the owner. Thus, for example, the A/E will undertake the duty to order variations, or

check the contractor’s final account on completion.*’

The intersection of the two contracts, in terms of substantive rights and duties
means that whenever the work turns out to be defective the question of whether there
1S a construction or design default inevitably arises. Therefore, the same legal and
factual issues will come up in a dispute arising out of the A/E contract and a dispute
arising out of the building contract. For example, the 1ssue of whether the plans and
drawings in the A/E contract were followed by the contractor will be directly relevant
to both contracts and the disputes arising out thereof. The same applies to the question
of whether the plans, drawings or other instructions were given by the A/E to the
contractor in time; or whether the fact that a supplier or a sub-contractor, nominated
by the A/E had refused to complete the work, affected the progress of the contractor’s
work; or whether further instructions that had been given by the A/E constitute
variations, that would entitle the contractor to additional payment. Thus the courts or
tribunals will have to pay considerable regard to the provisions of the building
contract, which the A/E has agreed to supervise and administer, in order to ascertain

the duties owed by the A/E to the employer.*®

It 1s, therefore, evident that the A/E and the building contract are typically
interconnected. Accordingly, the interests of the contractor and the A/E are related to
those of the employer. Thus, for example, in proceedings between the employer and
the A/E, the contractor has an interest in seeing the employer succeeding in its claim
against the A/E. Otherwise the employer will most likely turn against the contractor.
Equally, the A/E will have an interest in seeing the emplover succeeding in its claim
against the contractor. More generally, in the context of web-type construction
contracts, the legal position of the third party, be that the architect or the contractor.

will be associated to that of the “middle man™ employer.

4 Hudson's, ibid, para 2-058.
4" Hudson’s, ibid. para 2-198.
4 Hudson's. supra n. 8, para 2-004.



Notwithstanding the above, the main and the building contract remain distinct
agreements. The A/E and the contractor assume separate duties vis-a-vis the
employer, stemming from different bilateral contracts. The A/E is solely bound by the
A/E contract, often concluded a considerable time before the main building 1s

concluded.*® A/E and contractor are in no contractual relationships.”’ Termination of

the contractual relationship between the employer and the A/E has no legal eftect to
the contractual relationship between the employer and the contractor, and vice versa.
Consequently, the liability of the contractor vis-a-vis the employer is distinct from
that of the A/E. Contractor and A/E will normally be liable vis-a-vis the employer in

the alternative rather than jointly. Apart from exceptional cases,’’ the latter is usually
free to elect to sue one over the other.””

[t follows from the above that, despite the fact that they are in many ways
interrelated, the A/E and the building contracts remain largely separate and

autonomous.

2.4 GUARANTEES AND OTHER SECURITY AGREEMENTS

Very often, parties in their commercial transactions arrange for the security of the
performance or the debt assumed therein. Thus, in accordance with the terms of the '
main contract, a third party will provide security for the performance of the
transaction in a separate agreement (the ‘security agreement’). This third party may
be a bank, an insurance company, protection and indemnity association or other
ouarantor. Naturally thus, security arrangements lead to multiparty situations: a third
person comes into play providing security for the contract exclusively concluded
between two other parties.

The terms ‘security agreements’ and ‘suretyship’ are genernc terms covering

different types of contracts, such as guarantees, indemnities or performance bonds.””

Hence, the term ‘surety’ will -be used, here, collectively referring a person providing

49 Hudson's, supra n. 8. para 2-005.

50 See for example Davies & Co (Shopfitters) Ltd v William Old Lid (1969) 67 LGR 395. Hudson,

however. argues that there is an implied warrantv duty of the A/E vis-a-vis the contractor not to
exceed his actual authority the breach of which will result to the liability of the A/E against the
contractor, see Hudson's, supra n. 8. para 2-080.

51 Where the emplover may sue both the contractor, for construction fault, and the A/E for supervisory
negligence (concurrent liability), see Townsend v Stone Toms & Partners (1984) 27 BLR 26.
52 See Campbell Flour Mills v Bowes and Ellis (1914) 32 O.R. 270.

53 . Andrews and R. Millett. Law of Guarantees. (3™ ed. Sweet & Maxwell London 2000). para. 1.01




security in all the above types of security contracts. In principle, the term can be also
used with regard to insurance contracts. However, for the purposes of the thesis at
least, guarantees, indemnities or performance bonds should be distinguished from
insurance contracts. The latter provide security for a person “against damage caused

by contingencies other than the non-performance by another person of obligations or

. , g .
duties owed to the insured.””* Therefore, insurance contracts are not usually

concluded in view of a contract between two other persons. Thus, unlike the other
security agreements, insurance contracts will not necessarily lead to multiparty
situations. Accordingly, the main attention of this section will focus on guarantecs,
indemnities and performance bonds, while insurance contracts will be relevant only 1n
cases the damage i1s caused by a third party, as, for example, in the case of an
accident.

On the one hand the main contract and the security agreement are interwoven. In
fact, the two contracts are more closely interrelated than in the case of the several
string or web-type construction contracts. Guarantees, indemnities and performance
bonds perform similar commercial functions in providing compensation to the

creditor for the failure of a third party to perform his obligations.’® The security is

provided in view of the debt or the performance undertaken i the main contract.
Compensation in accordance with the security agreement will be provided only 1f the
performance in the main contract is not fulfilled. The non-performance of the main
contract is, thus, a condition precedent for the performance of the security agreement.
This, in principle, applies to all the above three types of security contracts,
although the interrelation will be stronger in the case of guarantee than in the case of

indemnity or performance bond. This is because in a guarantee contract™® the

* Andrews- Millett, ibid, para. 1.08.
°> Halsbury’s, supra n. 1, para 343.

0 Defined in Halsbury’s, ibid, para 101, as “an accessory contract by which the promisor undertakes to

be answerable to the promisee for the debt, default or miscarriage of another person, whose primary
liability to the promisee must exist or be contemplated. For other definitions of a guarantee contract.
In England See also Re Conley, ex p Trustee v Barclays Bank Ltd, Re Conley, ex p Trustee v Lloyds
Bank Ltd [1938] 2 All ER 127 at 130 (CA). |

In the US. see Madison Countv Farmers Ass'n v. American Emplovers ™ Ins. Co.. 209 F.2d 581 (8th
Cir.1954); W. T. Rawleigh Co. v. Warrington, 39 Del. 366. 199 A. 666 (1938): “{s]uretyship may be
defined as a contractual relation whereby one person engages to be answerable for the debt or default
of another.” See also Restatement (Third) of Suretyship & Guaranty (1996) §{ 1 et seq.

In France, see Code Civil art.2288 (as amended by the recent Ord. No346 of 23 March 2006):
« Celui qui se rend caution d’une obhgation. se soumet envers le creancier a satistaire a cette
oblication. se le débiteur n'y satisfait pas lui-méme »: see further Delebecque, in Rep. Civ. (2007),
Cautionnement, art.2288 et seq.
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guarantor undertakes an obligation that i1s dependent upon and collateral to the main

obligation, while in an indemnity”’ or a performance bond °® the promisor undertakes

an original and independent obligation to save the promisee from any loss caused by

the claims of third parties.””

Thus, the guarantee and the main contract present a unique interrelation. This 18
particularly evidenced by the following.

First, the obligation of the debtor in the main agreement is the main reason that
security is provided in the security contract.®” The obligation of the surety to perform
instead of the debtor is activated only in case the latter fails to perform its own
obligation. Secondly, under a contract of guarantee, the guarantor assumes a
secondary liability to the creditor for the default of another who remains primarily

liable to the creditor.®! The surety is liable only to the extent that the debtor is.%* For

the surety to be held liable, the liability of the debtor must in any case exist or be

contemplated.®® Thirdly, the duration and the validity of the guarantee contract
depend upon the duration and the validity of the main contract.®* Fourthly, the surety

is entitled to invoke against the creditor all the defences arising out of the main

7 Indemnity, on the other hand, is a contract by one party to keep the other harmless agamnst loss

caused to him by the conduct of third parties see for example, Yeoman Credit Ltd v Latter, [1961] 2
All ER 294 at 296, CA, per Holroyd Pearce LJ.
In France, there is the autonomous ganantee or guarantee on first demant (garantie a premiere
demande), see Civil Code. art. 2331: « La garantie autonome est ’engagement par lequel le garant
s'oblige, en considération d’une obligation souscrite par un tiers, a Verser une somme soit a premiere
demande, soit suivant des modalites convenue ».

58 Performance bonds fall, in general, under the definttion of indemnity, Halsbury’s, supra n.1, para
343. This is particularly the case for performance bonds “on demand” as opposed to performance
bonds “on default”. The former can be called without proof of breach of contract by the contractor or
of loss or damage suffered by the employer, whereas the latter operate as guarantee and requires
proof of default on the part of contractor, see further, J. Jenkins and S. Stebbings, International
Construction Arbitration Law, (Kluwer Law International 2006) p.47.

° Halsbury’s, supra n.1, para 343.

60 I akeman v Mountstephen [1874] LR. 7 H.L. 17. at 24: “there can be no suretyship unless there 1s a

principal debtor. Nor can a man guarantee anybody else’s debt unless there 1s a debt of some other
person 1o be guaranteed’.

1 Yeoman Credir Ltd v Latter, supra n.86; Goulston Discount Co Ltd v Clark [1967] 1 All ER 61 CA;
Argo Caribbean Group Ltd v Lew1s [1976] 2 Lloyd's Rep 289 at 296, CA, per Orr L.

62 Andrews- Millet, supra n.85, par.1.04 and Wardens and Commonaltv of the Mystery of Mercers of
the Citv of London v New Hampshire Insurance Company, [1991] 3 J.LB.F.L. 144. Ct also The
London Lion. [1980] 2 Liovd's Rep 456 (CA) that held that the letter of undertaking was a contract
subsidiary and secondary to the shipbuilding contract.

In the US. see Restatement (Third) of Suretyship & Guaranty (1996) para 15(b).

62 See, Halsbury's, supra n. 1, para 101. See also French Civil Code art.2298 « La caution n’est obligée
envers le créancier a le payer qu’a défaut du debiteur ».

64 See in French Civil Code art. 2289 « La cautionnement ne peut exister que sure une obligation
valuable»; Andrews - Millet. supra n. 82. par.6.01: cf Jowitr v Callaghan [1938] 38 N.5.W. 512 and
Vision v Churchfield Leasing [1988] B.C.L.C 623.




contract, except the ones that are personal to the debtor. This is the rule under both

common® and civil law.®® Finally, any collateral supplied by the principal obligor to

secure the duty to reimburse the secondary obligor also secures the principal obligor's

duty to the secondary obligor to perform the underlying obligation.®’

The above apply particularly to guarantee which, as already noted, 1s considered a

contract dependant and ancillary to the main contract.®® Nonetheless, the situation

does not significantly differ in indemnities or performance bonds. Here, as 1n the case
of guarantee, the creditor when suing the surety must prove that he has suffered a loss
due to the principal’s non-performance. In other words, the difference between
guarantees on the one hand and the indemnities and performance bonds on the other 1s
that in the former compensation is due only if the principal debtor 1s found liable tor
non-performing, whereas 1n the latter cozﬁpensation 1s due irrespective of whether the
principal debtor is found liable for non-performing or not. In both cases, however,
compensation under the security agreement follows the non-performance of the main

contract. 69

Thus, in all security agreements, the surety undertakes an obligation in view of the
obligation undertaken by the debtor in the main contract. This 1s why the surety has to
pay exactly the same amount of money or to perform exactly the same the

performance that the debtor failed to pay or perform.” Hence, the creditor can only be

paid once, either by the debtor or the surety. When the secured obligation 1s fulfilled

the security contract is brought to an end, and the creditor does no longer have any

05 A L. Corbin, On Contracts, Int. ed. (Lexis Nexis 2002) and 2004 Spring Cumulative Supplement .
par. 937; The same in Restatement, (Third) of Suretyship & Guaranty (1996) para 34.

6 In France, see Civil Code art. 2313 « La caution peut opposer au créancier toutes les exceptions qui
appartiennent au débiteur principal, et qui sont inhérentes a la dette; Mais elle ne peut opposer les

exceptions qui sont purement personnelles au débiteur » ; see also Civ 1st. 1 June 1983, (1984) D.
p.152. with note Aubert.

In Germany. see Civil Code art.768 and in Greece, see Civil Code art.853 and Bpéiing, m EpudK
[ewpyiaon-Ztabomoviov ap.833.

67 Restatement (Third) of Suretyship & Guaranty (1996) para 25.

8 Mountstephen v Lakeman (1871) LR 7 QB 196 at 202. See also: Lougher v Molvneux {1916] 1 KB
718. The same is accepted in France. see Com. 26 Jan 1988. Bul/l Civ. IV. no 49 : « La cautionnement
est une obligation accessoire a 1'obligations du debater envers le créancier ».

9 Sampson v Burton [1820] 4 Moo. C.P.515: “The surety is under a secondary obligation which 1s
dependent upon the default of the principal and which does not arise until that point™.

0 Corbin, supra n.94, par 926: “one who guarantees payment of the debt of another person, may
undertake a separate obligation, but he nevertheless always promises the same performance as the
principal debtor. This is the case even where the guarantor limits the amount of his lhability”. The
same in accepted in Greece. see Bpelans. in EppAK, IN'eopvidonc-Zrabonovriog Apbpo 847,
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claim against either the debtor or the surety.”' This is also why every jurisdiction

provides that the surety is entitled to recover his payment from the debtor once he

performs the secured obligation (subrogation).’=

It follows from the above, that first, the legal position of the surety 1s strongly
interwoven to that of the debtor and secondly, the interests of these two parties vis-a-
vis the creditor are closely related.

On the other hand, though, the interests of the surety remain dissimilar to those of
the creditor. The legal status of the surety is distinct from that of the debtor. In
particular, the security contract and the main contract are two separate bilateral

agreements rather that one multiparty agreement.’”” The obligations undertaken by the
surety and the debtor are different: the surety does not promise to deliver the
performance undertaken by the principal; he promises to cover the risk that this

performance is not delivered.’® The obligation of the surety is to repair the damage

caused by the failure of the debtor to perform. In Lee v Yano’ it was noted that:

“a guarantor does not promise the same performance as the principal
debtor. While a principal debtor promises to pay a specified amount, a
guarantor promises to pay that amount only if it cannot be collected from

the principal debtor.”

Moreover, as is generally accepted no privity exists between the surety and the
debtor. Surety and debtor do not constitute one person in law, and therefore they are

not jointly or jointly and severally liable to the creditor.”® This particularly applies to

I Halsbury’s, supra n.30, para 187-188: “Where the guaranteed obligation 18 properly discharged by
performance, the obligations of a guarantor of that obligation are also thereby discharged’. Similarly.
the guarantor will be discharged where the underiying contract is discharged by frustration before the
time for performance”; see also Corbin, supra n.13 . par.931 and 947; Restatement (Third) of
Suretyship & Guaranty (1996), para 39; see also Union M.L. v Handford, 12 S.Ct.437 (U.5. 1892).

It should be noted that in performance bonds provided with regard to construction projects the surety

is not discharged until the he architect or engineer has i1ssued a certificate that the work has been
completed to his satisfaction, Eshelby v Federated European Bank Lid [1932] 1 KB 423, CA: the
liability of the surety does not arise if the contractor fails to show entire completion show.

2 In England, see Halsbury’s, supra n.30, para 226. In the US, see Restatement (Third) of Suretyship
& Guaranty (1996) para 27 In France see Code Civil, art. 2305 et seq.

73 Cabrillac et Mouly, Droit des Sireté (Litec 1990). par. 327; Simlier, Le Cautionnement (Litec 1982),
par. 44

4 Cabrillac et Mouly. idem: E. Loquin, “Arbitrage et Cautionnement™. (1994) Rev. Arb.. p.236. cf also
Simler, ibid, par. 232,

503 Haw.142. 997 P.2d 68, (Intermediate Ct. App.2000) at 74.

6 See for example, Rawstone v Parr (1827) 3 Russ 539 at 541 and the more recent Moschi v Lep Air

Services Ltd [1973] AC 331 (HL). The same is accepted in France. uniess the guarantor has expressly
undertaken a joint and several obligation with the principal (caution sohdaire) see Code Civil art,



indemnity, where hability of the indemnitor vis-a-vis the creditor 1s primary rather
than ancillary to hability of the debtor. Here, the surety undertakes to indemnify the
creditor in case the debtor does not perform. In other words, he undertakes the
obligation to make good a loss suffered by debtor’s failure to deliver rather than to
deliver what the debtor has promised. Therefore, the liability of the surety is accepted

to be independent rather than joint or joint and severally with the liability of the
debtor.”’

In the same vein, the English Court of Appeal held in McAlpine Construction v

Unex,’® that, unless an express wording to the contrary is stipulated in the suretyship

contract, the liability of the surety 1s, in principal, independent from that of the debtor.

t’”” in question providing

In this case, a clause was inserted 1n the suretyship contrac
that
“I...] the Guarantor (a parent company of the employer) shall not be under any
greater liability to the Contractor (the creditor) than the Employer (the
principal debtor) would have been liable in contract pursuant to the express
terms of the (main construction) Contract”.

Despite the fact that the liability clause 1n the suretyship contract was directly
referring to the main contract and the debtor’s liability (as the maximum limit of the
surety’s liability), the court held that wording was not explicit enough to link the
lhability of the surety to that of the principal debtor. Thus, this view concludes, the
surety and the principal debtor are neither joint nor joint and several obligors vis-a-vis
the creditor, since a joint liability requires that more obligors promise the same

performance.®’

The same applies to performance bonds, which constitute a binding contractual
undertaking given by a person to pay a specific amount of money to a named
beneficiary, in case the principal fails to fulfil his contractual obligation to the

beneficiary.®' Therefore, the contractual oobligations arising under such bonds are

2298 a fin. The same also 1n Greece, see Bpearng. in EppAK, I'ewpyraonc-rabonovrog ApbBpo 847
para 33.
7 Andrews-Millet, supra n.82, par 1.13. See also Western Credit Ltd v Alberry [1964] 2 All ER 938

(CA) and Stadium Finance Co Ltd v Helm (1965) 109 Sol Jo 471 (CA).

® McAlpine Construction v Unex, [1994] 38 Con LR 63 (CA).

7 Which the court held, to be a contract of indemnity although the form of contract employed by the
parties bore the title “guarantee contract”, ibid, at 66.

80 Lee v Yano, supra n. 94, at 73: “a guarantor is not a co-obligor or a joint and/or several obligor with
the principal obligor™.

81 Andrews-Millet. supra n. 82, para 1.16: see also Halsbury's. supra n. 30. para 359.
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separate from, and not dependent on, those existing under the main contract.®* As has

been noticed, the obligations assumed by a bank under the performance bond are
analogous to those assumed by a confirming bank to the seller under a documentary

credit.®”

This, in effect, means that, unlike guarantors, the person securing the debtor’s
obligation by an indemnity or a performance bond will remain liable even 1n the event

that the main agreement is void or unenforceable.** Similarly, an insurer under an

insurance contract undertakes a primary rather than a secondary obligation vis-a-vis

the insured. Thus, the liability of the insurer is accepted to be independent from that

of the liability of the third person.®

In the light of the above it is concluded that the relationship between the surety and
the debtor i1s a unigue, sui generis one: their interests are related albeit distinct. The
liability of the surety is affected by, or in the case of guarantor directly depended
upon, the liability of the debtor. However, surety and debtor are by no means co-liable
vis-a-vis the creditor. Due to the warranty nature of a security agreement, the legal

status of the surety is interrelated by that of the debtor. However, surety and debtor

are not parties 1n privity.

7.5 SEVERAL COMPANIES WITH CLOSE CORPORATE LINKS: THE CASE OF THE
“GROUP OF COMPANIES” IN PARTICULAR '

Although not far from new, the idea that a corporation carries out business through
a number of subsidiaries in several countries has become now the typical form of

business oreanization.’® The role of ‘subsidiaries’ has become central to the wa
Y

82 This is particularly the case with “performance bonds on demand”, see supra n. 87. See also
Themehelp Ltd v West [1996] QOB 84 (CA); Wahda Bank v Arab Bank plc [1996] 1 Lloyd’s Rep 470
(CA).

8% See Halsbury’s, supra n. 30, para 359 and United Citv Merchants (Investments) Lid v Royal Bank of
Canada [1983] 1 AC 168 at 184 (HL). However. performance bonds, unlike letters of credit, do not
provide any security to the issuer: see Potton Homes Ltd v Coleman Contractors Lid (1984) 28 BLR
19 (CA). Also, the principle “of strict compliance”, applicable to letters of credit according to which
the payment is allowed only if the documents, conforming precisely to the terms of the letter of

credit, are presented to the bank does not apply to to performance bonds: see Siporex Trade AS v
Bangue Indosuez |1986] 2 Lloyd's Rep 146.

% Yeoman Credir v Latter, [1961] 2 All ER 294,
85 Halsbury's, surpa n. 1, para 110.
86 Qee, in general, T. Hadden, The Control of Corporate Groups, (Institute Advanced Legal Studies-

University of London 1983): P. Muchlinski, Multinational Enterprises and the Law, (Blackwell
London 1999): P. Blumbere, The Law of Corporate Groups, Procedural Law (Little Brown and
Company 1983): P. Blumberg. Tort. contract, and other common law problems in the substantive
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international commerce is conducted nowadays. Trade operations very often split
between a number of holding companies, or expand through the acquisition of

established businesses, which they later incorporate into their group.®’ The several

companies belonging in the same corporate group will usually have a wide range ot
interconnected relationships. However, each of them will typically have been
established as a separate legal entity. Thus, the close financial or business links
between the several companies belonging in the same group are not reflected 1n the
formal legal structure of a multinational, as a group of several separate legal entities.
There are clear advantages in terms of taxation and efficient business management for
a multi-company international group to adopt a ‘separate corporate personality’
structure.

Although the traditional structure of a group of companies will be that of a parent
company with several subsidiaries or sub-subsidiaries, groups may take different legal
structures, depending on the business objectives of the group and the legal models
available under the law of the state in which the different companies reside. In
particular they may take the form of groups based on contract, or equity based
corporate groups, joint ventures between independent firms, informal alliances,

publicly owned multinationals and supranational forms of international business."*

Moreover, a group of companies will very often consist of companies of various
nationalities, which gives the group a multinational character and makes the issue of
liability within the group even more complicate.

In any case, the groups will adopt the legal form that provides them with the
maximum operational flexibility, which makes the groups commercially effective,
and promotes international business in general. In most countries, the current trend 1n
the national legislation regarding multinationals 1s moving towards a flexible, friendly

regime for multinational groups.®” This typically happens in developing countries in

which the adoption of flexible company legislation 1s considered important for these
countries to attract internationally mobile projects. The same, however, applies to all

major 1ndustrial countries whose laws recognise the principle of ‘limited hiability’ and

law of parent and subsidiary corporations: Substantive LLaw ot corporate groups, (Little Brown and
Company 1987). P. Blumberg, On Corporate Groups, (Aspen 2004). 1. Dine, Governance of
Corporate Groups, (CUP 2000); J. H. Dunning, Multinational Enterprises and the Global Economy,
(Addison Weslev, 1992).

87 Hadden, ibid. p. 10.

8% Muchlinski, supra n. 86, p. 62: see also Dine, supra n.86, p.39 et seq.
89 CfMuchlinski. ibid 115. p. 9.



‘separate corporate personality’.”’ The adoption of a more liberal legal regime on

group of companies, reflected on the rule of separate corporate personalities, has
proved to some extent beneficial for the growth in the world economy, as it

encourages investment even in relatively risky ventures.”'

In England the principle was established very early in Salomon v Salomon & Co

Ltd,’- and has since been accepted to a large extent consistently. In Adams & Ors v

Cape Industries plc & Anor, the English Court of Appeal was clear that:
“Our law, for better or worse, recognises the creation of subsidiary companies,
which though in one sense the creatures of their parent companies, will
nevertheless under the general law fall to be treated as separate legal entities

with all the rights and liabilities which would normally attach to separate legal

entities. ....

And that:
“we do not accept as a matter of law that the court 1s entitled to lift the
corporate veil as against a defendant company which i1s the member of a
corporate group merely because the corporate structure has been used so as to
ensure that the legal liability (if any) in respect of particular future activities of
the group (and correspondingly the risk of enforcement of that hability) will
fall on another member of the group rather than the defendant company.
Whether or not this 1s desirable, the right to use a corporate structure in this

manner is inherent in our corporate law™”*

In the US the rule is that, although sharcholders were not immune from hability for

corporate obligations at common law, the principle of limited hability and separate

% See OECD, Report on International Investment and Multinational Enterprise-Responsibility of

Parent companies for their subsidiaries, (1980).
I See Easterbrook and Fischel, “Limited Liability and the Corporation™ (1985) 52 U.Chi.L. Rev. 103 et

seq, who argue that the beneficial impact of the principle of Iimited hability and the entailing
principle of separate lability between a parent and a subsidiary on capital markets outweighs the
losses from i1ts imperfections. From an political and ideological perspective, the argument for market
driven economies has been now largely established as the prevailing and most effective economic
practice. This has been particularly the case after the collapse of the Eastern Bloc 1n the late 1980°s
and earlv 1990°s and the abandoning of state led economic policies even by countries such as China

or Russia.
9271897] AC 22, HL. See more recent cases in Adams & Ors v Cape Industries plc & Anor., [1990]

B.C.C. 786 (CA) and Ringwav Roadmarking v Adbruf [1998] 2 BCLC 625.
% Per Slade LJ at 820.
% Ibid at 826.



legal personality has been the cornerstone of corporate law since the nineteenth

century, and is reflected in the legislation of every state.””

This was characteristically noted in Intergen N.V. v Grina:

“the principle of limited liability ...[is] the corner stone of corporate law™

Similarly, in DeBreceni v. Graf Bros. Leasing, Inc’’, it was underlined that:

“Limited liability allows individuals to take a calculated risk when they engage
in the investment and entrepreneurial ventures central to a capitalist economy.
If the venture fails, corporate shareholders lose only their interest in the

corporation, not their homes or life savings.””

This principle has been accepted by arbitral tribunals too. Thus, the tribunal 1n the
ICC case no.11160 of 2002 stressed that:
“The Respondents have also explained in the record that Respondent 1 was
organized with the specific purpose of qualifying for an exemption from the
Value Added Tax introduced in Venezuela. This is perfectly lawful and vahd
business purpose. Contrary to what the Claimant believes, there 1s nothing

devious or fraudulent about it.” ””

However beneficial as it might have been, the principle of separate liability has
been criticized for shifting the risk from the corporate owners to involuntary third
parties. In fact, the argument goes, by reference to the principle of separate liability,
the multinational groups evade liability altogether and accumulate extreme power,

which on some occasions they have abused.!?’

% See the Revised Model Business Corporation Act (1984) para 6.22(a), expressly limiting shareholder

liability to payment of the consideration for which the shares were authorized to be 1ssued or
payment of the consideration specified in the subscription agreement. It further provides that a
shareholder is not personally liable for the acts or debts of the corporation except as provided in the
articles of incorporation or except by reason of a sharcholder's own acts or conduct.

% 344 F.3d 134 (1* Cir. 2003) at 150.

97828 F.2d 877. 879 (1% Cir.1987) at 879.

% See also, indicatively. Mills v USA Mobile Communications, Inc., 190 W Va 209, 438 SE2d 1
(1993); Silva v Kinsho Intern. Corp., 210 F Supp 2d 241 (SD NY 2000); Dorsky Hodgson &
Partners, Inc. v National Council of Sr. Citizens, 766 A2d 54 (DC 2001); Bujol v Entergy Services,
Inc., 922 So 2d 1113 (La 2004): Salatin v Trans Healthcare of Ohio, Inc., 170 F Supp 2d 775 (ND
Ohio 2001):; Drilltec Tech., Inc. v Remp, 64 SW3d 212 (Tex App 2001); Reeves v Mohawk
Factoring. Inc., 261 Ga App 629. 583 SE2d 487 (2003): Rowland v Franklin Career Services. LLC.
272 F Supp 2d 1188 (D Kan 2003).
See also in more details the analysis of the principle and 1its limitations in the seminal work of Prof.
P. Blumberg, The law of Corporate Groups, Substantive Law, supra n. 86.

216 (2005) 2 ICC Bull., p.100.

100 Tndeed. there is growing concern over the fact that the growing power of big multinational groups

has in many occasions been abused. in terms of corruption or human rights. The effects of the
multinational eroups upon the underdeveloped or developing countries have also raised questions

I
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The discussion on whether or not the principle of separate liability has created the
legal environment for multinationals to accumulate and abuse their power goes
beyond the scope of this work. What is necessary to note, here, 1s that a strict
application of the principle would distort commercial reality: the several companies
belonging in the same group maintain very close corporate links. In strict business
terms they constitute a trading unit. It is often the case that the several companies will
share the same financial or human resources: officers, premises, contract details, bank
accounts intellectual property rights etc. In addition they will operate under the same
business plan, working closely together on a day-to-day basis on the same commercial

projects.'”

Thus, in many junsdictions there have been attempts to restrain the principle of
separate legal liability. In this regard, the main thrust of group hability theories and
legislation is the same: to treat the several companies of the same group as a unit and
hold either the parent company or the group as a whole liable for acts or omissions of
the another company of the group.

In particular, in common law countries a parent company may be held liable under
the doctrine of piercing the corporate veil, which however applies only as a matter of

. . .. 9
exception and under strict conditions. '’

In the US, where case law concerning the principle is extensive, the courts will
mainly pierce the corporate veil of the subsidiaries and hold a parent company hable
only when the former has been under the complete control of the latter or has been

used as a ‘sham’ or a ‘fraud’ formalities.'’” Here, the courts will review a big list of

various factors in order to determine whether the corporate veil should be pierced.

They will examine for example:'” the funds that have been channelled from the

since the 1970’s. The argument for more transparency and disclosure in the way multinational groups
operate has gained more ground lately. See in particular, J. Dine, Companies, International Trade
and Human Rights, (CUP 2005).

'01'See more details on that in Chapter 5 below.

102 In Kodal Ltf'v Clark [1903] 1 KB 505, for example, it was held that a 98 per cent controlling interest

in a company does not itself give rise to an agency relationship so as to treat the parent and
subsidiary as one enterprise. Other similar theories on parent hability developed by the US courts are
the alter ego theory. the identity theorv. the instrumentality theory. All these theories are not
fundamentally different than the doctrine of piercing the corporate veil and in many cases apply
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debtor corporation from the dominant stockholder; whether the companies of the
group have failed to observe corporate formalities; whether a company of the group
suffers from gross undercapitalization; the circumstances under which a debtor
company of the group has been bankrupted; whether the corporation is merely a
facade for the operation of the dominant stockholder.

In England, the courts will also review similar factors for the application of the
doctrine. Thus, they will particular examine whether the owner exercised complete
domination over the corporation with respect to the transaction at issue (objective
factor) and whether that such domination was used to commit a fraud or wrong that

resulted in the plaintiff's injury (subjective factor).'?

Civil law jurisdictions, where the doctrine of piercing the corporate veil 1s
unknown, provide also for exceptions from the principle of separate legal hability.

Germany has traditionally been the most progressive jurisdiction in this respect.’

The German Act on stock corporations,'’’ for example, provides that a parent

company must integrate its subsidiary, when the parent owes more that 95% ot the
latter. In this way, parent and subsidiary become jointly and severally liable for any
claim a third party creditor might have against the subsidiary. Although 1ts scope 1s
narrow and, therefore, its impact is limited, the German Act on stock corporations 1s a
characteristic example of legislation where the several companies with corporate links

are treated as group rather than as separate corporations.'"*

In France, in the context of bankruptcy proceedings, it 1s provided that the assets of

a parent company and its subsidiary are integrated, if the parent company has been de

facto directing (“dirigeant de fait”) the subsidiary.'"”

To conclude, in the context of corporate law, the principle of limited hability and
accordingly the principle of separate liability between the parent and 1ts subsidiary

remain the rule internationally. Therefore, the several companies in the same group
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are generally accepted to be distinct legal entities with separate interests. Nonetheless,

it is also accepted that the several companies of the same group are typically strongly

interconnected in terms of corporate links and commercial interests. This 1s why

many jurisdictions provide for limited exceptions from the principle of separate

liability.

CONCLUSIONS OF PART |

The analysis in the Part I demonstrated:

First, that any person bound by an arbitration agreement as an ordinary
contract, by reference to rules of contract law i1s a genuine party to that
arbitration agreement. The term “genuine party” equally applies to persons,
who have not personally concluded an arbitration agreement, but who
nonetheless are bound by this agreement in accordance with general principles
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