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Abstract: The UK construction industry is renowned for being adversarial in nature. Lawyers are making more profits
from the rising number of disputes. There are different categories of disputes and they may be classified into legal disputes
and disputes which lack legal justification. Comprehensive approaches are needed to avoid and resolve them. Hence, disputes
may also be defined through the techniques used to resolve them, which may be binding, or non-binding. This paper focuses
on the management of disputes in Private Finance Initiative (PFl) projects which is a long term contract with various parties
involved and each of them has different objectives in changeable business and economical environments. PFl as a
procurement system is a UK development of Build Operate Transfer (BOT). A review of PFI and its contracts, potential dispute
areas, and the best ways to deal with such disputes in order to avoid them or to minimise its cost and time consumption was
conducted and analysed. This paper concludes with advices that may help in managing disputes in PFI projects.
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1. INTRODUCTION

In the past decade, the UK construction industry has been labeled
as claim, liability exposure and dispute infested industry. At one
point of time, disputes were considered as a way of life for the
industry (Bradley & Langford, 1987). Protracted disputes badly
impact the industry ( Hartman, 1995) and in some cases the cost of
litigation in a single dispute may be able to exceed the amount that
was initially argued over ( Bristow and Vasilopoulus,1995). A lot
of research has been undertaken to investigate industrial practices
and to explore the procedures of dispute settlement and avoidance
(Diekmann and Nelson, 1985; Vidogah and Ndegukri,1997). In
terms of disputes, previously, most construction disputes in the UK
were determined by litigation or arbitration. Arbitration was seen
as a better way of resolving disputes compared to litigation until it
become incredibly burdensome with procedural formality, which
equates litigation (Grossman, 2002). As a consequence of that,
aternative dispute resolution (ADR) has been developed and
incorporated within the industry as a means of deding with the
prevailing climate of litigiousness.

It is in the last decade too that the UK construction industry has
experienced a major shift through considerable swing away from
traditional adversarial to collaborative procurement method such as
PFI. The use of Private Finance Initiative (PFI) for infrastructure
projects is esteblished in the UK. Public sector guidelines for new
works have reinforced the use of PFI, design and build and prime
contracting. The contract for a PFl project is commonly for 25 to
30 years and as such there is a distinct possibility of the dispute
resolution provisions being cdled into operation. With some
substantial sum of money being invested in the PFI and the high
government commitment in it, the need for a proper route on PFI
dispute management and non-litigious dispute resolution procedure
cannot be underestimated. Furthermore, the maintenance of public

service is of paramount importance and therefore the dispute
resolution methods available to the parties must reflect this. This
paper provides a general overview of disputes management in PFI
adopted in the UK construction industry.

2. PRIVATE FINANCE INITIATIVES

The definition of PFI could be the name given to the policies
announced by the Chancellor of the Exchequer in the autumn
statement of 1992 (RICS, 1995). It is a type of Public Private
Partnership (PPP) where project financing rests mainly with the
private sector (Akintoye et al, 2003). PFl is primarily about
encouraging the private sector to supply public services and is part
of a much wider agenda to increase the efficiency of the public
sector through the introduction of managerial change and expertise
drawn from the private sector (Akbiyikli and Eaton, 2005). When
introduced, the UK government appeared to view PFI/PPP
primarily as a way of getting infrastructure costs off the public
baance sheet, keeping investment levels up, cutting public
spending and avoiding the constraints of public sector borrowing
limits (Bing et al, 2004), such programme offers a long-term,
sustainable approach to improving social infrastructure, enhancing
value of public assets and making better use of taxpayer’s money
(Akintoye et al, 2005).

The €efficiency of Private Finance Initiative (PFI) in providing the
required services and projects when the government cannot provide
them due to the lack of available capital is no doubt enormous. The
UK government is considering this method of procurement as a
corner stone in modernising its public services (HM, 2000). It has
been used in providing service projects in the UK since 1992
many projects are now in operation under such arrangement, and
PFI heps provide services with value for money for both the
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government and the end user. Globaly, after decades of state
dominated economic activity, many governments around the world
are coming to rely incressingly on the private sector to foster
growth (Shawki, 1998). PFI has been successfully applied in many
countries (Lourdes and Vicente, 2001; Edward and Dick, 2001;
Eaton et al, 2005, Ahadzi & Bowles, 2002), where the high
demand for infrastructure development coupled with the pressures
on national budgets has resulted in governments moving towards
encouraging the private sector to invest in infrastructure projects in
the forms of Build Operate and Transfer (BOT), or its other
variants (Ahadzi & Bowles, 2002).

It is a key principle of PFI that the public sector is to be provided,
not only with an asset or building as such, but also with service for
it which will be carried out over a period of typically 25 years
(Yule, 2001). The key drivers of PFI were defined by Eaton et al
(2005) as the need for better facilities and infrastructure, demand in
public sector services, search for efficiency and cregtivity, search
for innovation, financial needs, and desire to introduce
competition.

In the traditional procurement systems, there is a separation
between the process on delivering a project, starting from client's
brief, design, construction, and managing the facilities. Egan
(1998) reported that such fragmented nature of construction project
process is a fundamental malaise infecting the industry. Figure (1)
shows the process of construction project and how it is segregated
in traditional procurement systems and corrdlaed in PFI/PPP
projects. This makes PFI not only a procurement system, but also a
tool for developing the construction industry through innovation
and perfecting process (Al-Sharif & Kaka, 2003).
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Figure 1: PFI and Traditional procurement systems

3. PFI AND CONSTRUCTION INDUSTRY

PFI is amodern way of construction procurement to provide public
projects. Deals signed in PFI format is increasing in the UK and
worldwide, Al-Sharif and Kaka (2003) stated that PFlI & a
procurement system was introduced to benefit from the efficient
management of the private sector in a commercial way regarding
dedling with assets. Therefore, efficiency of facilities and vaue for
money is the foundation of this policy, beginning from
programming for the design stage to the end of the contract. All the
characteristics of PFI (such as innovetion in design and operation,
application of life cycle cost (LCC), sustainability, quality of
performance and risk transfer) taken as a whole make PFI not only
a procurement system, but aso a tool for developing the
construction industry through innovation and perfecting process.
Public Private Partnerships (including the Private Finance
Initiative) can provide the public sector with better value for
money in procuring modern, high quality services from the private
sector. The public sector looks to the private sector for expertise,
innovation and management of appropriate risks. The private sector
looks for business opportunities, a steady funding stream and a
good return on its investment. For the partnership to work, each
party must recognise the objectives of the other and be prepared to
build agood, long- term relationship (DFES, 2004).

PFI has become an important part of UK government’s plan for
modernizing public services with projects currently being signed a

an average of £3-4 billion per annum (Henderson Global Investors,
2003). The number of deas signed with the PFI type of
arrangement is growing; between 1995 and 2003, 626 projects
were signed under PFI with a capital value of over £37 billion.
Overall, PFI has accounted for between 12-15% of annual public
sector cgpital investment since 1996 (Eaton and Akbiyikli, 2005).
Table (1) shows the growth in numbers and value of signed PFI
deals from 1995 to the end of 2003. Although the PFI project
nature of financing and payment mechanism does not dlow the
comparison of the market size of this system of procurement with
the traditional construction procurement systems, the capital value
of the project is used in PFI dedls to show the contract present
value, it does not reveal the cost of the project or even the total
payments.

Table (1) Signed PFI deals (HM Treasury, 2004)

Number of Capital

Year Signed Projects Value (Em)
1995 11 667.50
1996 38 1,559.50
1997 60 2,473.70
1998 86 2,706.80
1999 86 2,407.30
2000 108 3,680.40
2001 84 2,150.40
2002 67 7,698.90
2003 47 14,432.10
Total 626 37,776.60

As for the contribution of participation of the private sector in
providing projects rather than building them, it seems that PFI is
improving the construction industry by overcoming some of the
chronic problems such as construction delay and cost overrun
(NAO, 2001, 2003). At the same time it represents a substantial
percentage of the construction output, as shown in Table (2).

Table (2) PFI projects value and construction Industry
output (Resources, (1) HM Treasury, 2004. (2) DT1, 2004).

PFI projects UK Construction

Capital Value |Industry output (m£)
Year (m£) (1) 2 %
1998 2,707 68,411 3.96%
1999 2,407 69,294 3.47%
2000 3,680 69,676 5.28%
2001 2,150 71,087 3.03%
2002 7,699 74,090 10.39%
2003 14,432 77,394 18.65%

The UK government is not only encouraging the use of PFI/PPP
procurement systems in public projects, but aso considering PFI as
the corner stone in its plan to modernize public services and
infrastructure, as evidenced by Alan Milburn Chief secretary to the
Tressury saying, "l want to outline the Government’s gpproach.
Partnerships between the public sector and the private sector are a
cornerstone of the Government's modernization programme for
Britain. They are central to the drive to modernize key public
services. Such partnerships are here and they are here to stay."
(Source, 1999). The use of such ideas is spreading to many
countries, both for providing public services projects as a solution



to public budget problems and for other advantages (Ahadzi and
Bowles, 2002).

4. PFI CONTRACTUAL RELATIONSHIPS

Despite the level of jargon and political debate surfaces PFI
contracts are generally of a longterm naure, the service
requirement which is set out in the contract should take into
account not only the authority’ s current requirements but aso its
future ones (NAO, 2001). In PFI structures, the private sector
develops, finance and maintains an asset used in the delivery of
public services. In return, the public sector pays a monthly charge
that covers both the repayment of the capital investment and the
ongoing service costs (BDO, 2003).

The emphasis of PFl is to establish long-term relationships
between the public and private sectors, with the public sector
becoming long-term purchaser of services (RICS, 1998). Central to
all PFl transactions are the contractual agreements put in place
between the parties in the transaction. These agreements define
each paty’s roles and clarify the expected requirements and
ligbilities (Akbiyikli and Eaton, 2005). Figure (2) shows the key
features of PFI projects where the private sector is responsible for
providing the service as per the client availability and performance
requirement through out the project life.

For any privatized infrastructure to succeed it must have a proper
legal structure and the interrelationship between the participants
must be well defined so as to achieve a balanced allocation of risks
between the parties and thereby accrue the benefits required by
government and private sector participants (Walker and Smith,
1995).

Many parties are participating in a PFI contract; clients are shifting
the risk to private sector to dedl with risks of change, and to
manage all contractual relationships either with client and users or
with subcontractors and financing sources.

Public sector body Private sector party

‘The Procurer’ “The Provider’

Specifies ongoing
requrements for
services and
facilities (buildings).

Designs and
constructs buildings
inresponse to these
requirements.

|
Finances the initial
investment.
Delivers arange of
services, eg heating,
Pays a single ‘unitary charge’ maintenance.
payment to the provider to
cover both the cost of financing
and the services.

After the life of the partnership
(usually 25 years) the asset
normally reverts to the public
sector.

Figure 2: The key features of PFI projects (BDO, 2003).

In Public Private Partnership (PPP) initiative, the public sector
contracts services on a long-term basis so as to take advantage of
private sector management skills and transfer the financial risk.
Torrs and Pina (2001) raise the issue that in the framework of PPP,
although responsibility for many elements of service ddivery may
be transferred to the private sector, the public sector remains
responsible for:

e Deciding on the level of services that are required, and the public
sector resources available to pay them;

o Setting and monitoring safety, quality and performance standards
for those services; and
eEnforcing those standards,
undelivered

The successful delivery of a PFl project depends on a number of
factors. These include clarity at contract stage and effective long-
term relationship between the parties. Open communication plays
a key part of the development of good performance monitoring
practices. At the beginning of a contract, it is important

taking appropriate actions if
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Figure 3: PFI Contract structure (Developed from Fox and

Tott, 1999).
for the client and the service company to establish acceptable
standards of services and working relationship (McDowall, 2000).
Figure (3) above shows the typical principal contract structure of a
PFI project. Good knowledge transfer, mutual understanding and
trust between the parties also need to be nurtured in the project.

5. PFI CONTRACT

Contracts are very important in any project whatever the
procurement strategy. In PFI projects it is the most important
document that regulates the parties’ relationship and deals through
project life cycle. The contractud relationship in PFI is not simply
one which being enters to delivers an asset, but also to provide an
on-going service (Broadbent & Laughlin, 2005). In practice, the
PFI contractud relationships are very complex and discipline of the
contract is more subtly applied in the context of building an on-
going relationship between the parties (Broadbent at el, 2003). Due
to the multi disciplinary nature of the PFI contract, all participating
parties commonly rely on the advice given by external consultants
(Darinka et al, 2002). This in turn will expand the circle of
participants in the preparation and negotiation of project inputs.
The process of negotiation undertaken to reach the contract agreed
by al parties is adversarial in nature due to the fact that each party
will try to secure its position in case the contractual relationship
breakdown along the way (Broadbent et al, 2003).

The center of any PFI project is a concession contract within which
the public sector specifies the outputs it requires from a public
service facility, and the basis for payment for those outputs (HM
Treasury, 2003). In 1999, thefirst edition of Standardization of PFI
Contract (SoPC) was published with the aim of providing guidance
on the key issues tha arise in PFI projects in order to promote the
achievement of commercially balanced contracts, and enable the
public sector procurers to meet their requirements and deliver best



value for money (HM Treasury, 2004a). Version 3 of the PFI
standardization contract published in April 2004 and its use
became obligatory with effect from 14 May 2004 (HM Treasury,
2004b).

6. DISPUTES:
NATURE OF DISPUTES IN PFI

Disputes in the construction industry usually arise out of a number
of factors and the seeds of possible future disputes are often sown
in the beginning of a project and it is pivota for the parties to
establish their objectives from the beginning of the project. Unlike
construction project where there is beginning and an end, the same
cannot be said of how and when a dispute will be settled (Cree,
1992) Therefore, it is important that the appropriate procurement
path is chosen for the project (Turner & Turner, 1999) and the
method of dispute management has been agreed from the
beginning of the project.

The main cause of disputes in the construction industry may be
atributed to the number of parties who are involved in each
building project (Ndekugri and Jenkins,1994). Generally, disputes
may be caused by factors such as interpretation of contract,
payment meatters, time, determination of the agreement, site and
execution of work, negligence, nuisance, issuance of final
certificate or payment (Watts, 1992). Skyes (1996) identified the
nature of construction contract and unpredictable future events as
two major sources of disputes in construction relationship.

Client/User

Potential dispute

Construction

Funder:
unders contractor

FM
Contractor

Figure4: Potential disputes nodes

Disputes could arise in PFI projects between client/user and the
project company (SPV), and between SPV and its subcontractors,
and financing organization as shown in Figure (4). There are two
potential areas in PFI projects in which disputes may arise; the
period of construction stage and the long duration of service
period. A research conducted on PFI suggested that due to the
length of the contract, disputes may arise from a number of factors
such as interpretation of the contract, poor performance, poor
quaity of service or output, failure to agree for new additional
prices, delay or late delivery or missed datelines, changes in
requirement, disagreement over responsibilities and poor
communication. (NAO, 2001).
Changes made during the PFI project period may dso spark
disputes. Potential changes may include:-
a) alteration to services covered by the original specification
b) introduction of new services which have not been discussed
before
¢) additional building works or design changes
d) amendments made to performance measurement arrangements
It is therefore important that the right contractual framework needs
to be established and the risks are properly allocated between the
parties in the projects.

7. METHODS TO MANAGE DISPUTES

Fenn et d (1997) observes that the UK construction industry exists
within an adversarial society. Therefore it is hardly surprising that
the construction process is carried out in a culture rife for conflict
and dispute. With enormous sum of money being invested in PFI,
therefore dispute resolution procedure is a pivotal matter that
should be given utmost consideraetion and should not be
disregarded in PFI.

The appropriate mechanisms should be put in place to identify
problems as early as possible. This in turn may prevent them from
turning into a costly and time consuming disputes. Various options
are available for the parties to resolve their problems. It can be
done internally with both parties retaining control of the situation
and working towards a win-win or through the involvement of an
impartial third party who is caled upon to assist them in the
problem solving process.

Management of disputes includes dternative techniques
progressing from active to non-reactive methods. A collaborative
approach employed from the beginning of the project may be able
to stop problems from escdating and become contentious. From
collaborative, the approach may transcend to a cooperative mood
and adversity will emerge if the issues arisen are not properly
controlled. Figure (5) below illustrates the philosophicd stance for
each of the medium of dispute management.

8. DISPUTE RESOLUTION IN PFI

Guidelines on how to handle disputes in PFI may help the parties
to handle them. Centre for Effective Dispute Resolution (CEDR)
Dispute Resolution Procedure for PFI and Long Term Contract
(2004) is a guideline prepared by the centre in the light of
government’s encouragement for more dternative dispute
resolution to be adopted in the construction industry. The HM
Tressury Standardization of PFI contract is the form commonly
used by loca authorities undertaking PFI schemes. In the form,
guidelines are laid down too on how to handle disputes that arise in
PFI projects.

The clause or schedule in PRl agreement normally set the
procedures for the dispute to be used. It promotes discussion or
negotiation between the parties as the starting point for disputes to
be resolved. Inability of the parties to resolve it through
negotiation will require a referral to an independent expert or
adjudicator for a swift decision to be made. A dissatisfaction with
the decision of the expert or the adjudicator will give the
opportunity for the parties to refer it to an arbitrator or court as the
final tribunal. Figure (6) shows the dispute resolution flow in PFI
arrangement.

PRO-ACTIVE RE-ACTIVE

Elements of a Dispute
Management Program

TECHNIQUES

PHILOSOPHY




Figure5: Method and philosophical stance for dispute

resolution management ( Source : Busch, P (1994)

8.1 Negotiation settlement — via discussion

The parties in a construction are encouraged to atempt to resolve
their differences via informal non-contentious mode rather than
resorting to forma and expensive litigation. The parties are
required to conduct the consultation in good faith in the attempt to
come to an agreement to the resolution of the dispute. The prime
consideration to maintain good relationship in such long-term
contrect should be their paramount consideration in reaching a
solution. Therefore, the insertion of a consultation clause is
recognition of this. It adso act as a positive encouragement for the
paties to settle any differences before they escaate and become
disputes in turn will transform the relationship adversarial in
nature. This proactive approach to avoiding escalation of problems
is the liberal use of dispute prevention and the best time to settle a
dispute at the least cost to the parties and with the least impact on
the PFI project is at the tine when the issue is raised.

Mediation is best viewed as an extension of the direct negotiation
process between the parties and should be exercised on a without
prejudice basis if it is opted for. As in other situation in which a
mediator is called upon, he or she is not allowed to decide the
points in issue and impose a decision on the parties. In order to
prevent the parties from delaying in making their decision
regarding the disputes, a seven-day time limit is being imposed so
that any dissatisfaction or grievance can be preceded to the next
stage. An objective third party intervention with special expertise
whose role is agreed upon by the parties should be able to help
them to identify issues that they may have overlooked, avoid
misunderstandings and clarify priorities. The paties ae
encouraged to refer the dispute to a project neutral they jointly
appointed provided that the person appointed does not act in any
other formal role in the same dispute resolution process.

Dispute
Negotiation
Project Neutral [d------------{
( A 1
Mediation Adjudication Expert

determination

Courts/arbitration

Figure 6: Dispute resolution flow in PFI arrangement
(Source:Centre of Dispute Resolution, UK).

8.2 Reference to an

adjudicator

independent expert or

The next stage of dispute resolution procedure in PFl is
adjudication that is based on the Housing Grants, Construction and
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