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Statistics from the Organization for Economic Cooperation and Development (OECD)
suggest that anti-corruption provisions often contained in construction contracts

are frequently ignored: Two-thirds of cases involving bribery in 2014-15 arose

from construction, extraction, transportation and storage, and information and
communication contracts. Importantly, many of these construction contracts are
subject to the long reach of anti-corruption legislation, such as the United States’
Foreign Corrupt Practices Act (FCPA), the United Kingdom’s Bribery Act , and Canada’s
Corruption of Foreign Public Officials Act. Most recently, these companies and projects
have also become subject to anti-corruption regulations implemented by countries in

developing regions, like Latin America and Africa.?

Although corruption practices are widespread globally, construction companies and projects
in developing regions have become a major focus of corruption and bribery investigations

at a local and international level.® Construction projects in developing countries are subject
to a significant number of international players, complex and multitiered engagements, and
underdeveloped local compliance and anti-corruption measures, leading to increased risks of
corrupt practices and heightened attention from governmental anti-corruption bodies.* Such
risks are not to be taken lightly: Anti-corruption legislation under the FCPA imposes hefty
criminal and civil charges against U.S. individuals and companies doing business in the U.S.
and abroad, as well as companies that register securities or are required to file reports with

the U.S. Securities and Exchange Commission. Further, countries like Argentina, Chile, and
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Brazil, among others, have implemented local anti-corruption and
transparency regulations by imposing criminal and civil sanctions
for bribery and failures to disclose conflicts of interest in the
procurement and execution of contracts.®

In light of these recent trends, Latin American companies

engage in projects that are governed by local and extraterritorial
anti-bribery and anti-corruption regulations, and increasingly
incorporate anti-corruption clauses into their contracts.
Importantly, for the construction sector — one of the industries
suffering the most from pervasive corruption — many of these
contracts are enforced through international arbitration.? Indeed,
anecdotal evidence suggests that a potentially large number

of disputes resolved through international arbitration in the
construction sector, involving state companies and officials in
particular, involve illegality.” Consequently, arbitral tribunals are
constantly faced with the challenge of making decisions regarding
the so-called illegality defense, “an affirmative defense resembling
the common-law defense of unclean hands, which bars a claimant
from recovery if he is guilty of some injustice concerning the very
matter for which he seeks relief.”® The arbitral tribunal’s challenge
is multifaceted: First, it must decide whether to retain jurisdiction
of the case despite the corruption allegations; second, it is

tasked with determining the appropriate award once illegality is
established; finally, it must ensure that the parties “do not use the
arbitral process as a shelter to give effect to agreements tainted

with corruption or obtained by bribery.”®

EMERGING TRENDS TO ILLEGALITY
CLAIMS AND DEFENSES IN
INTERNATIONAL ARBITRATION

An allegation of corruption in a construction dispute triggers
arguments regarding the arbitral tribunal’s jurisdiction and
admissibility of the claims on the basis that a contract is void, or

at least unenforceable.® “[A] finding of inadmissibility is different
from a finding of voidness of the commercial contract. Whereas
contracts procured by corruption, depending on the applicable
law, may or may not be voidable by the innocent party, contracts
providing for corruption are null and void ab initio under most
national laws.”™ As such, in cases where contracts are void

ab initio, arbitral tribunals have typically denied exercising
jurisdiction. For example, in a 1963 ICC decision, Judge Gunnar
Lagergren declined enforcement of a contract as it was an
agreement to facilitate briberies.”?

Moreover, arbitral tribunals have denied exercising jurisdiction
over disputes in which a party claims corruption in the
procurement of the contract, citing to public policy arguments,
among others.” This denial is based on the arbitral tribunal’s
stance that its duty to render enforceable awards is hindered
when ruling on corruption allegations, as such awards may be
nullified on grounds of domestic public policy violations. In other
words, arbitral tribunals have denied jurisdiction over contracts
procured through illegality, which should not be a source of
rights for the corrupt party.™”

An alternate tendency in handling corruption claims, however,
has emerged: Arbitrators are addressing corruption concerns
together with the merits of the case, and not just as a
jurisdictional or admissibility question.’” This trend is consistent
with Article 16(1) of the United Nations Commission on
International Trade Law (UNCITRAL) Model Law on International
Commercial Arbitration, which provides that the arbitral tribunal
may rule on its own jurisdiction, including making determinations
on objections to the existence or validity of the arbitration
agreement.’® Thus, if a tribunal finds that a contract is illegal or
tainted by corruption, it can still make a determination as to the
voidability of the contract because the arbitration agreement, as
a severable provision, is still in force. In the U.S. and the U.K., for
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example, courts have become increasingly reluctant to do away
with contracts and contract claims upon a finding of illegality.”

As such, arbitral tribunals can retain jurisdiction over the matter
despite a finding of illegality. Many have: The number of awards
in both commercial and investor-state arbitrations dealing with

corruption allegations has continuously increased.”

Once the arbitral tribunal has decided to address the corruption
allegations as part of the merits of the case, it must navigate
jurisprudential uncertainty. While arbitrators have become adept
at handling arguments raised under anti-corruption provisions
and regulations governing construction contracts, the principles
and analyses applied by arbitrators vary because of the lack of
jurisprudence on the standard of proof applied to corruption

claims and defenses in international arbitrations.

Further, once the arbitral tribunal has made a determination
regarding illegality, it must face the additional hurdle of determining
the appropriate damages to be awarded. There is a current trend

in common-law jurisdictions to address the windfalls that can result
from rendering contracts unenforceable because of illegality. Arbitral
tribunals are more often considering alternative consequences to
findings of corruption so as not to undermine the ability of a party to
obtain compensation for work actually performed.

This article sets out to examine and inform of relevant trends

in international arbitrations regarding claims and defenses to
illegality, specifically the standard of proof arbitral tribunals
apply in determining illegality and the results of proving such
illegality. While this article focuses on construction matters in the
context of commercial arbitration, the standards and principles
addressed have been informed by cases in both the commercial

and investment arena.

STANDARD OF PROOF OF CORRUPTION
ALLEGATIONS: A CHALLENGING TASK
FOR ARBITRATORS

If an illegality defense is raised, the arbitral tribunal must
determine the standard of proof it will adopt. The standard

of proof refers to the threshold of evidence required to prove
a fact, a claim, and ultimately a party’s case.” International
arbitration proceedings do not provide for a “one-size-fits-all”
approach; instead, standards of proof vary across the legal
systems and the rules of evidence at play in the jurisdiction in
which the dispute is being resolved.?®

Common and civil law jurisdictions adopt different standards

of proof. While arbitral tribunals applying common law
principles frequently use the “preponderance of evidence”

and the “balance of probability” standards, arbitral tribunals
applying civil law principles base their decisions on whether
the arbitrators are “convinced.”? For instance, in Patel v. Mirza
(2016) UKSC 42, the U.K. Supreme Court, applying common law
principles, denied the illegality defense to bar claims under the
contract procured through corruption, and instead applied a
balancing test to consider whether denial of the claim would be
disproportionate to the claimant’s illegality.

It is important to consider that arbitral tribunals also have the
discretion to heighten the standard of proof required to prove
illegality. A finding of corruption has serious implications and,
as such, allegations of serious wrongdoing, such as corruption
and criminal activities, should require more convincing evidence
than other facts in dispute. Arbitral tribunals in support of

this position have applied higher standards of proof to claims
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of illegality, such as “clear and convincing evidence,” “more
likely than not,” or “beyond reasonable doubt”?? to discourage

groundless allegations.

Others, however, apply the same standard of proof to all claims,
including illegality, believing it would be problematic to require
proof beyond the “balance of probabilities where an allegation
of gross misconduct is made against a highly placed person.”??
Those in support of the same standard believe that heightened
standards are reserved for criminal matters, in which the final
outcome might be sending individuals to prison, which is not a
possible result of international arbitration.?* As a result, arbitral
tribunals of this opinion have rejected the application of higher
standards of proof to corruption claims and illegality defenses.?®
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Absent direct evidence of corruption, arbitral tribunals may rely
on circumstantial evidence, “red flags,”?® or use adverse inferences
in assessing illegality defenses. Several tribunals have resorted to
these practices because definitive proof of corruption is extremely
rare and arbitrators have limited power to compel production of
evidence, unlike domestic courts.?” None of the standards of proof

has emerged as dominant.?®

THE RESULTS OF PROVING ILLEGALITY:
HARSHLY SANCTIONED OR HIGHLY
COMPENSATED

After the standard of proof has been established by the
arbitral tribunal, and the party raising the illegality defense has
successfully met the standard, the arbitral tribunal still must
determine the appropriate damages to be awarded.?® There is
currently no consensus as to the appropriate damages to be
awarded when illegality has been proved.

Traditionally, arbitral tribunals have applied the illegality doctrine
in determining that no award is appropriate once corruption

has been proved. The illegality doctrine, applied to construction
contracts governed by New York law, for example, holds that
“[a] contract procured through fraudulent and collusive bidding
is void as against public policy and recovery cannot be had upon
any theory.”*® When applied to performance of a contract, the
illegality doctrine requires that a party “be denied recovery ...

if it appears that he has resorted to gravely immoral and illegal
conduct in accomplishing its performance.”® In other words, the
doctrine bars a party from enforcing a contract that it procured
or performed illegally.

A blanket application of the illegality doctrine may prove
problematic. As noted by practitioners and scholars, the
illegality defense may promote “tactical claims of corruption
made on spurious grounds to discredit the other party or to
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attempt to escape from a bad transaction or investment” where
a finding of illegality leads to the dismissal of a claim or case

in its entirety.® For example, the victim of a corrupt act may
also become a victim to the illegality doctrine when it seeks to
enforce its contract because the illegality defense can result in
zero recovery for both parties if corruption is proved no matter
the balance of the facts. In an effort to combat this risk, arbitral
tribunals are increasingly conducting a case-by-case assessment

to determine the results of illegality findings.

In certain cases, arbitral tribunals have accounted for the
potential benefit provided by the party engaged in the corrupt
acts in assessing appropriate damages. For example, certain
tribunals have permitted parties engaged in corrupt practices in
the procurement or enforcement of the contract to still obtain an
award for direct costs and expenses, excluding awards for profits
and expected damages.**

Importantly, taking a more flexible approach, the arbitral tribunal
also considers the extent of both parties’ corrupt practices in the
procurement and execution of the contract. Where both parties are
corrupt, arbitral tribunals may consider the possibility of granting
certain protections to provide restitution to the contractor who
delivered a benefit to the contracting party, although both engaged
in corrupt practices.* This would prevent parties who attempt to
shield themselves with the illegality defense from avoiding their
obligations under the contract.® Still, arbitral tribunals may deem

it appropriate to award no damages to either party “where most, if

not all, actors are tainted by corruption.”*¢

CONCLUSIONS

In the international legal arena, findings of illegality can have
severe consequences both inside and outside of the arbitration
hearing. Such findings can result in a dismissal of the claims,¥”
subsequent criminal investigations, and sanctions against the
corrupt party. Therefore, one should raise and approach the
defense cautiously, taking into consideration the ultimate goals
of the business or project, the public policy in the jurisdiction
for enforcement, and the significant discretion an arbitral
tribunal has in determining the applicable standard of proof and

awarding damages when corruption claims have been raised.
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As such, it is important for a party addressing illegality to keep the
applicable, alternative standards of proof required to prove illegality

in mind when considering presenting such claims. Parties raising or
defending against claims of corruption are in a unique position to argue the
appropriate standard upon which illegality should be weighed, in light of
particular facts and circumstances surrounding their case. Given the lack of
jurisprudence on the matter, parties may consider including the standard
of proof of their choice in their anti-corruption and arbitration clauses to
provide guidance to the arbitral tribunal as to the parties’ expectations.

As detailed above, the possible results of raising and proving illegality in
the context of international arbitration can prove futile: An award may

be set aside during enforcement proceedings in a jurisdiction where
enforcement of a void contract is against public policy, or damages for
costs will be awarded to the party against whom the defense was raised for
the benefit the delivered.?® Importantly, these risks exist regardless of the
arbitral tribunal’s findings on illegality.

The increase of construction contracts and enforcement of anti-corruption
measures in developing regions like Latin America, among others, forces
the international arbitration community to continue to face and address
concerns surrounding corruption and illegality. As such, practitioners

and parties alike must be apprised of the discourse and developments of
international jurisprudence related to illegality in this context, especially
given the discrepancy in results that a finding, or even claim, of illegality
can have on a case and ultimate award.
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