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Iatredyotion

1o The Seoond Osneral Conference of UNIDO held at Lima, Peru in
Narch 1975, recommsnded that UNIDO should inoclude among its activities
o system of conlinuing consultations between devsloped and developing
countries and among developing oountries themselvee. The objeotive of
these sonsultations is to aseiet the Aeveloping countriee to achieve
they - industrialisetion goals wihich iucluds in particules the goal of
produoing at least 25 per cent of world industrial output by the year
2000,

24 The First Consultation lseting on the Fertiliser Induetry oon-
vened in Vienna, 17-21 Jenuary 1977, recognised that there were
ocoasions when fertilizer plants and specific items of equipment had
not funotioned adequately and buyers had suffered high consequential
loswes. It was further noted that the protection given by penalty
clauses in international contracts was inadequate protection sgainst
consequential losses. Tho 'leeting slso uxamined the proposal made by
UNIDO to investigaie the posaibility of setting up a multilateral
insurance scheme covering coneequential losxes. The Meeting supported
the intentions underlying the ocheme but reslized that practical
difficulties might arise in ite implementation. The scheme warranted
further oonsideration.

3o The Consultation Meeting therefore recommended that "Contreot
procedures intended to snsure the successful construction and opers~
tion of fertilizer plonts and the suggested multilateral insurance
schems intonded to ensure the protection of the intereets of all
partiee concerneu by providing, in particular; sdequate compensation
for oonsequential ionses", should be further examined if necessary
by oconvening a working group.

4 When the UNIDO Secretariat proposed to the Industrial Development
Board at its 11th nession in Nay/June 1977 shat a Working Group be
oonvened to examine this topio, the following teras of reference were
suggeetieds

(a) Suggest contrs:ts which would better protect the interssts
of all parties in thc successful conntruotion and operation of
fertiliszer plants in developing oountrieej

(b) Exemine the exient to whici contracts pressntly in use
provide compensation t5 the client for all losses, inoluding
oonsequeniial losses, that he may suffer as & result of bad
performanoe of ths process and equipmentj

(¢) Outline proposals for establiehing a multilateral insursnce
scheme that would cover suoh oonsequential losses.

S It is expested that the first working group meeting will comtri-
bute to the forrulation of oonclusions and recommendations on these
points for considerction at the Second Consultation Neeting on the
Pertiliser Industry, tentatively scheduled for 6-10 November 1978,
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6. 'There 15 a need to define what i3 meani by 'inadequate performance of
fertilizer plants and specific items of equipment! before waya are investi-
gated to insure against the cunsequentizl losses thus incurred by the owner
of the plant. When thi: matter was considered at a UNIDU Seminar held irn
Lahore in November 1977, it was pointod ovut that some t .rtilizer plants built
in developed countries as well us thuse built in developing countries nad
pertormed inadejuately. Thus cases (rom both developed and developing
countries can be considered in t'raming the definition.

7. dhen considering the poasibility of vstablishing a multilateral insurance
scheme t0 cover consequential iosces sutfered by the owner of a fertiligzer
plant that performed inadequateiy, tne Seminar in Lahore recommended that

", e UNIDU should coullect the cxperience of fertilizer plants
conatructed in all the develuping countries in tne last 5-10 years,
gv that the frequency and causz of such vccurrences can be
accurately determined and presented to insurerse Insurers

were also interested in the amount of consequentiial losses thus
incurreds In this aniulysis, a distinction should be made
between accidental eventu (for example, the unforeseen break-
down of machinery) and failures whioh are in the controi of the
owner or contractors. Interruptaon to supplies of raw materials,
power and other utilities should be identilied ac separate and
mpecific events.” 1/

8. This first workang group is invited to suggest now the causes of
inadequate performance might be categorizad so that UNIDU can draw up a
questionnaire to vbe answered by the owners ot fertilizer plants built in
developing countries. A o starting point, the following list of causes 18
suggested for consideration:

(a) the supplier fails tv complete consiruction of the plant
because he goes vankrupt;

(b) the supplicr fails to scmplete uonstruciion of the plant
because he {inds tha* the costs are highes than expected
and will result 1n substantial lueses or bankruptcy;

(¢) the plant is completed but fails to acnieve the pertormance
levels specitied in tne cuntract due %03

(i) detects in ihe design of the plant
11) detects in specific 1tems of equipment
iii)otner causes

Y { of cal S o tpacti e

Schemes for Feﬂihzcr and Cnem cal Plants, Lahore R:k;stan,
25=29 November 1977. ebL F 42
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(d) the plant passes its commissioning test but subsequently
provee incapablc of achieving continucus operation at
output levcls specified in the contract due tol

1) failure of specific iteme of equipment;

ii) defects in design of the plant;

1ii) interruption to power or water supplies;

iv) uneuitable quality of water supplies;

v) inadequate akill of the personnel operating
the plant;

(vi) inadequate maintenance ot the plant or epecifio
items of equipment.

9. 1In the first three cases the supplier of the plant fails 1o complete
his oontractual obligations. The purpose of the contract is to ensure
that the fertiliser plant is built to spesifications and capable of
sohieving the level of produstion prumsed. In these casee, thersfors,
it appears thut the appropriate way to protect the interssts of the buyer
ie to strengthen the protecti>1 of his interests in the contract. Thie
matter is diascussed in section VI of this paper.

10, The first working group ieé invited to give specific examples of cases
that aight fall into thecue three categories and to indicate whether reoourse
to the contraoct provided satisfuotory protection for the buysr.

11, It will alsc be impo:tant to consider under item (¢) (iii), whether
failure to achieve perfimance levels can be attributed to other causes
beyond the control of the supplier of the plant and if so how thess cases
should be distinguished from cases (c) (ny and (o) (1ii).

12. Case (d) (i) considers the situat.on wherc a specific item of equipment
fails after the plant has passed its ccmmissicning test. In most contrecte,
th= buyer ie protected against direct lcss or damage resulting from equip~
ment failure focr the first twelve months; in this period, the equipment ie
replaced at the expense of the supplier. However, coneequential damages
srieing from shut-down of the plant are usually not covered; these can be
very large.

13. Case (d) (ii) coneiders the situation where a defect in the design of the
plant appears after the commissioning test. Whilst the supplier may r'eel
obliged to correct the defect at his cost in crder tc maintain his reputation
as a supplier uf reliable plants, the buyer may atill suffer large scnsequen-
tial loeees if the plant has to be shut—-down or is technically unable to
operats at the promised level of output.
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14, The purpose o the pruposed multilateral insurance scheme is to provide
insurance that will compensate the buyer j'or zconsequential loeses which arise
in these two cases ~ case (d) (i) and case {d) (ii).

19, Cases (d) (ii1i) to (d) (vi) consider four other possible causus of
inadequate plant perfecmar:e. It is for consideration whother those oauses
are mattera within the control ol' the supplier, the buyer or other parties
such as those supplying clectric power to the plant. Appropriate contracts
with utility supplicers and suitable arrangements for manaring, operating and
maintaining the plant are the best way ‘o redune the risk ot' these causes
resuliing in inadequate perivrmance o!” the plant.

16, Consequential losses arising f'rom certain specific risks - fur example,
the interruption of power supplies = can probably be cuovered by insurance
available from commercial ocources. It is for considemtion which, if any,
of these additional risks should be overed by the proposed multilateral
insurance scheme.

t o ong ti 0888

17. When the owner of a manulacturing plant takes out insurance againsi the
consequential losses arising from machinery broskdown or specific perils
such an fire, earthquake etc., he chooses 4 way of measuring conosequential
lossen that reflect the finanvial losses he anticipates hc might incur,

8. Broadly upeaking, consequential locses are culoulated on one of two basioc
approaches:

(a) 1luss of prufits; these may be nalculated to reflect the financial
ovsts that will result for tho insured party;

(b) inoressed cost of working; that is the cost of replacing lost
production by alternative cupplies,

19. The principal elements of louss of profit are the fixed costs of opereting
the plant - namely, salaries and wages, maintanance, overheads and interest
on capital; depreciation will alsu be included unless the plant is shut
down for a long period.
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20, A fertiliser ocomplex producing 1000 tons per day of ammonia and 1500 tons
per day urea would oost today about US$ 200 million. It has been calculated
that the loes of profits would be of the order of US$ 4 million per month;
this includes US$ 1 million for depreciation, which may not be applicable
when the plant is shut down. 1/

21. However, for a developing country that has t0 purchase fertiliser from
abroad to replace the loss of local production, the inoreased oost of working
say be the approach preferred. The insurance could be arranged so as t0
ensure that suffioient foreign exchange was recovered to import the fertiliser
required. If this approach is followed, the problem for the ineurer is to
estimate the likely cost of altemative {ertiliser supplies.

B _Fremaemoy of eqourrepce of the event $o e insured

22, Assuming the multilateral insurencs soheme is intended to cover major
breakdown of plant or machinery, the next important question insurers ask is
"How frequently is the insured event likely to ocour?" It may not be possible
for the first working group to answer this question. DBut the meeting should
decide whether the scheme will cover oonsequantial losses arising from reduced
rates of operation as well as the case when the plant must be shut down ocom-

pletely. The survey of axperience of existing plants to be made by WIIDO
will attempt to provide the detailed infommation.

S, _Fossible limits to the consequential losses that might Be covered Dy insuremee

23). Commercial sources of insurance prefer a broad spread of risk. If the
multilateral insurance scheme is confined to fertilizer plants, the spread
of risk is likely to be rather limiteds The number of new fertiliser plants
likely to be established in developing countri«s in the 1980's has been
estimated at 20 per year. 2/ There is no certain way of ensuring that
independent plant owners in sovereign countries would all decide to take
advantage of the proposed multilateral insuranoe scheme. Therefore, unless
the soheme iz extended to other sectors of industry, some upper limit on the
oconeequantial losses covered by the insurance scheme may need to be set, The
meeting might consider whether 3, 6 or 12 months of plant shut-down might be a
suitable limit - implying maximum coverage at risk on each ammonia/ures
fertiliser plant of perhaps US$ 12 million, US$ 24 million or USS 48 millionm.

24, Insurers cannot be expected to oover all the losses since this would leave
no incentive for the owner of the plant and the supplier to re-establish nommal
operations as soon as possible. Therefore, some limit will be needed. In-
suranoe might cove:r 70 per cent, 80 per cent or 90 per cent of the consequantial
losses incurred.

Y ser ce cover gvajlable from comme soyroes r to
+ d o tion of fe Yy
H Robinson and Gardner Mountain Reinsurance Limited.
19/wWG. 259/5

101522,Rw.1, 28 December 1976, pages 113-115.
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25. Commercial insurance companies are willing to insure fertiliser plants
built in developing countries against loss or damage to work in process,

and equipment at the site during the construotion of the plant (a Contractor's
All Risks Policy). Once the plant is operating, they are willing to insure
against loss or damares caused by fire, earthquake and other specific perils.
They ars alsc, in principle, willing to insure loss or damages resulting from
machinery breakdown - that is failure of a specifio item of equipment.

26, Por these three types of insurance policy, cover can be extended tc inolude
the consequential louses arising from the insured evant. Insurance would then
cover the consequential loss caused by (a) delay in completion as a result

of an insured event occurring during construction; (b) loss of production

during initial operati n due to fire, earthquake and other specific perils

or (c) loss of production due to machinery breakdown.

27« Bearing in mind that minor breakdowns of machinery are to be expected,
many commercial indurers only agree to cover consequential losses that arise
after the firat month of breakdown has elapsed., PFurthermore, they try to
avoid giving coverage ‘"or the first six months after start-up when many
testhing problems are likely to arise even ir. the best constructed plantas.
The proposed multilateral insurance scheme might need to place a similar res-
triction on the cover offered.

28. A premium of at about two per cent of the cost of the plant is required
to cover direct damages or losses during construction and one initial year
of operation; an additional premium of a further one per cent (or more) of
the cust of the plant io needed to cover the consequential losses that may
arise from these insured events. 1/

29. This appears to be as far as insurance available from commercial sources
will go at present in covering consequential losses, In other words, it is
difficult to insure against consequential losses arising from defects in the
design of a fertilizer plant and/or specific items of equipment until sush
time as the building of the plant i3 completed, the plant has passed its .
commissioning test, and it has pruved a reliable plant during say an initial .
period of six months? operation. At this point insurers are willing to pro=-
vide machinery breakdown insuranoe.

] V tia 0 ’ L l .
ﬁimon and Gardner MNountain Reinsurance timnod. bw.zsg Se page 32.
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Sa_ha neenibility of sximding She aresest cover

30, If oommeroial insurers are to broaden the coversge offered to inolude
defecte in design and equipment that appear either during the oonetruotion
period, the period of testing the plant or the first eix monthe! operation,
Shey will be covering a very large potential 1iability om each plant. The
working group may wish to oonsider whether the private insurance market oould
in prestice provide the ineurence oovefage for ooneequentisl lows whioh the

sultilateral ineurance soheme is intemded to cover.
IV AMDITATIGW. IENRANCE SCUINE QROANIEID EY CONGMOIAL IMWLRS
oA nguneeed schens

31, One poseible way of attempting to provide a broader oover would be for
ineurance oompanies in developing countries to organise a pool whioh, aoting
Jointly, would write the traditional forwms of ineurenoe oover available for
fertilimer plante. Under the pooling arrargeaent, an insurencs oompany in one
developing oountry would be ocompelled to ineure the fertiliser plante in all
other developing countries that are acoepted by the leaders of the pool.

32+ Although insurence would be placed with insurenos oompanies in devel oping
oountries, the major part of the riske oould be reinsured, perhaps to the
extet of 90, in the world's reinsurance markete. In thie emmee the scheme
would be both a multinational echeme and a multilateral scheme.

33. It oould be understood that once the scheme was operational offering
treditional forms of cover, an attempt would be made to extend ooverage for
oonsequential losses to inolude losses resulting from defecte in design and
equipnent not covered at preset. It appears likely that such insurence
ocover would be ooneiderably more expmeive thad the 3 per oent of the ooet
of the plant which is suggested for treditional forms of cover.

34. If the working group ooneiders that a multilateral inrurence scheme of

this type based on the initiative of existing inmrence ocapanies in the
developing and developed countries oan be proposed, them it will be necessary
%o ooneider how the scheme might be etarted. It would be desireble for the
insurance oconpanies from developing oountries to form & company to represant
Sheir joint interosts and operate the echeme. Thie oompany ouuld be established

in a neutral oountry whioh offers favourable tax treatment to incomes from
such insurence,

35 It would be desirable to oonsider whether this company would need an
experianced panel of sssessors to assess the traditional and additional risks
that are to be oovered. Such a panel may be ueeful ,even if those who are to
oarry a major part of the risk in the form of reinsurence have their owm well
established engineering deparimente to aseese risks of thie type.
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36. The proposal to gtart by offering only traditional forms of cover has

the merit that the insurance pool from developing countries and their

reinsuranoe partners oould start with a substantial source of income in '
the form of premiums. Suoh a base is usually necessary if commercial

insurers are to be willing to oonsider new risks. Furthermore, the maximum potential

loas oovered by insurers is only likely to grow in the future if the volume

of premium income continues to grow and a better spread of risks is aohieved.

37. For these reasons, a second altermative might be considered. This would
involve govemments carrying a substantial part of the risks until this new
type of insuranoe was well established. There are & few precedents for

such government involvement. The mosi ancoureging ones are the insurance

of jumbo jets (where government involvement was eventually not required) and
atomic power stations (where,although governments initially oarried most of
the risks the private insuranoe market now covers the major part of them).

38. The rirst working gr.up might oonsider whether the support of governments
would be needed and if so what form this support should take. Two forms might
be considered. PMirst, governments might offer to cover losses in excess of a
specified maximum limit., Second, govermments might limit their potential
liability by offering a fixed sum as a loan to the multilateral insurence
scheme to help it get started; this would enable the soheme to overcome
diffioulties which might be faced if substantial losses had to be paid out
before a suffioient reserve of premium income had been built up.

319. Many developing countries buy fertilizer plants from & developed oountry
supplier on credit. The supplier obtains insurance oover against the risk
of the buyer paying. The premium charged of between 2 per cent and 4 per
cent of the value of the oredit is,in the last analysis,probably paid by the
buyer. In other words, the buyer acoepts a 2 - 4 per cent mark-up so that
the seller covers all his risks.

40. The main risk faced by the buyer is that the plant will not be oompleted
on time or that it will not perform adequately. Insurance against the risk

of inourring oonsequential losses for these reasons might be provided by the
supplier on the basis of insurance offered by his govemmment. The premium
might be higher than for export credit insure ce, say 3 = 6 per cant as against
2 - 4 per cant. But if this type of insurance were made availabdle, both buyer
and seller would bemefit from insuranoe.
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41. One proposal for a multilateral insurence echeme would be that Kkport
Oredit Insurence Orgsnisations in developed countries (and perhaps in a

fow developing oountriem) offer thie type of insurance for exporis of com=
plete manufacturing plante, Although the echeme aight be implemented by
national agmoies, it would have multilaterel chareoter because most plante
are built with equipment coming from eeveral diffesrend countries. It appears,
therefore, that the practical implications of introduoing thie type of
insurence should be examined by UNIDO in co-operation with eome Ikport Oredit
Insurence Organisatione.

42. An alternative proposal ie that govemmente contribute to a fund which
would compemsate developing country buyers for coneequential losess. One
version of the proposal is that the fund would be a revolving fund in the
sese that it would compmnsate the buyer immediately but expect to recover

the funds advanced from the party found liable under law or arbitration.
Another version ie that the fund would pay out compensation without suoh

righte of recovery; bdut in this case it is diffioult to eee how the establish-
ment of the fund would be justified on a national basie or negotiated on &
-lttn)unﬂ basie.

4). The working group may ooneider the practical implicatione of these
altermative proposale and recommend which of them should de further examined
and how this examination ehould be made.

44. A third altemative proposal, and at firet sight perhaps the most prectiocal
is that governmente should provide the guarantec of performafice of the supplier
acoordance with hie contrectual obligations. JNatiomsl Export Credit Insuremce
Organisations have found it necessary for some very large projecte in develop~-
ing countries, to guarentes the performance bond themselves because

national insurence companies and banke were not willing to do so for such a
large sum. Pertilieer plants, which coot in excess of US$ 200 million, could
be covered in the same way,

45. Thie proposal, however, presupposes that the supplier of a fertiliser plant
is willing to accept a ocontrect which provides protection against consequential
losses and includes a performance bond that would be large emough to cover the
possible liability under such a contract, It ie by no meane pertain that
suppliers of fertiliser plante would accept such oonditionsJd/ In order t0 assese
vhother they would, it is necessary to coneider contract procedures used at
present for the establiehaent of fertiliser plante.

)/ See two papers presemted t0 the Lahore Seminar. W
by T.K. Brane, Poster or lAd,,
o and \J

- 1 Y rown, e asgow,
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46, In many oontraots used at present, p:naltiee ars imposed if the

plant oannot achieve the levels of output and other parameters specified
in the technioal specifiocation of the oontract document. There are aleo
pmalties for delay in complstion of che project. Both sets of pmalties
are acknowledged to bs unrelated to the much larger loss or oonsequential
loss that the buyer of thc plant would incur. They are therefore included
in the contract as a deterrent to the supplier rather than as a form of \
adequate compensation for the buyer.

4], In meny ocontractis used at present the supplier includes a clauee

which excludee him from being liable for coneequential loeses. A maximum
is establiehed in the contract for the total of pmmalties for which the
supplier ocan become liable; very often this is 10% of the contrast value.
Purthermore, when such payments are mads, they are considersd as ‘liquidated
damages®; this means that the buyer has been compensated once and for all
for the events in question. 1/

48. Participants at the Seminar are asked to confirm that these are the
guamantess and pmnalties used at present and in partioular to suggest
whether the olauses that apply to ths correction of design errors,

equipment failures and conetruction faults place sufficient onus on the
eupplier for speesdy and effective correction. In thie oonnection,it has
bem noted that in some reimbursible coniracts the contractor is roi-burud
for the costs inourred in correcting design or construotion errors, provided i
he exerciees his normal profeseional skills.

B. 4 0 1

(1) sxtended peried of performance tests

49. There appears to be a conflict of intereete between the inaxperiemoed
buyer of a fertilizer plant and the contractor or supplier. Ths eupplier,
onoe he has built the plant, feels he has done hie job and does not wieh to
be involved directly in ensuring that the plant operates suocessfully in
the first year. The inexperienced buyer,on the other hand, resarde the first
year of operation as a oritical period in which he ie likely to need ocon-
tinuing aseistance in operating the plant. It has been suggesied that
psrformance teste ehould bs repeated at intervals during the first year of
cperation and that penalties whould attach to failure to achieve a high
operating level. Such teet: would act as an inoentive for the contrector
to uee more rigoroue inepection etandards and to avoid cheaper alternatives
in the design and equipment used where such savings made the plant lese
reliable to operate.

)/ Ourrent prastice is well described by Dr. W.N. Butt and Dr. A. Shahnawas
in a papsr etitled Porf‘o%oo 02%5 and 1%3 _ In/we.259/14
preseted to the Technic nar on traoting Nethods and Insurance
Sohemes for FPertiliser and Chemical Procese Industries, Lahore Pakietan,
25-29 Novesber 1977.
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(11) Quarsptees of output 4n the Ziret year of operstion

50,  Another approach is to ask the oontrsotor to guarantes that a
oertain level of output will be achieved in the firet year of operation.
If the oontrector provides such guarantees he vill expect to have the
mjor respmeibility for opersting the plant during thie period. He will
thus have additional ooste and he will also have to make a provision in
the contrect price for the risk that ths guarantesd leval of cutput camnot
be achieved. Thorefore, the buyer will be asked to pay additionsl oosts
for this guaranies. COontreotors represmted at the meeting might estimats
hovw suoh such a guarehtes might cost ae a percentage of the contract price
so that the mesting may coneider the oost of euch guarantees in relation

to the oost of insurance premiuss for a cover whioh has roughly the ssme
offeot. -

(111) Denua paypente for good rerformsnce

5. It has been suggested that if a oontractor 1e to be pmalieed for
low 1evels of output in the first year of operstion, he might equally well
bo rewarded if the plont achioves a high level of capacity utilisation.)/
(ne advantage of thie approach is that the personnel responeible for
building and subsequently aseisting in the operation of the plant oould
aleo receive a bonue Af the goal vas achieved. There is therefore a
finmmoial incmtive for ths foreign personmnel involved to work hard and
achiove the result ths oliemt wante.

(iv) Issreved qo-omeretion i plsnt msnagesmt and personnel tIining

52, Whs altematives suggested ahove cay prove to be an unweloome
addition to the responeidilities of meny contraotors. In particular,
those companies vhioh arc epecialists in designing and ereoting fertiliser
plants,but which bave no manufucturing facilities,may not feel equipped

to underteke these responeibilities. They feel that it is the climntle
responsibility to arrange proper management of the plant and the necessary
training for the personnel who opormte it.

53¢ Various ways are sugaested of achieving this goal. The most expamsive,
but often the most sucoessful,my ie to have & joint venture with a foreign
partner who will give coneidersble aseietanos in the firet year of opere~
tion but slowly witkhdraw cnce smanagement and operating persomnel are trained
and experienced. A eecond possibility is to arrange a managmet oontreoct
for say 2 years with another sanufacturer who has successfully operated

a plant vhich uses the same manufacturing procese. There have been few

ouch oontreots in the paet but now that the expaneion of the industry in

. developed oountries ie slowing down, many more enterprises should be
villing 10 offer such aseietance, 4 third possibility ie for the client

t0 purchase expsrianced managers on the opmn market; this approach rune

‘he risk that the group of managers will not operate as a team and will bs
relwstant to trein looal persomnel as® quiokly as is desireble.

)/ See the proposale made in Nr. Reiter'e paper entitled *The Uss of Pemalties
and Bonue t0 Promote the Achievement of a High Level of Production in the Pirst

Year of Operation of a Pertiliser Plant! included 1n/§_u_q£_fgr_m
Smixaete sgd Insurence prerwred for \MLDO. I/¥0.259/3.
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54. Prov.ded eound arrengements are made for the training of key manage~
meant personnel,a great desl of training of persomnel to opsrate the plant
can be done on site under their direction onoe the plant ie vompl eted,
Nevertheless, a nusber of key personnel have to be trained abroad. Although
it 4s already the practice of many océntractors to arrange for suoh training,
it may be possible to improve these arrangements.

55« In connection with the above,it ehould be noted that the Seminar at
Lahore recommended that UNIDO ehould help to orgamize more manpower develop-
ment programmes for operating, maintaining and managing fertiliser and
chemical plants,

c. Q t tragt

56. The traditional use of a bond ie to eneure that the contraoctor or
supplier acts in good faith. A bond linked to the submiesion of bids {e
intended to ensure that the oontractor will undertake the project if his
bid ie sucoeseful. #hen a contract has been made for erecting a fertiliser
plant, the purpoee of a bond is to eneure the sucoessful oompletion of the
task.

ST. There appear to be two major types of bond used today, One that
guarantess the performance of the contract and one that is payable on demand
if the olient ocalle the bond. When an ineurance or surety company eigne the
first type of bond they feel obliged tc eneu:re that the fertiliszer plant i
completed acoording to the contract. If the contractor goes bankrupt (the
most oommon cauee of dofsult)) it would be normal practice to call in anocther
contractor to complete the worke If, on the other hand, a call is made on a
pay-on-demand bond then the buyer ie only likely to have cash in hand; the
buyer would then be responsible himself for finding another oontrasctor to
complete the plant.

58, Like a penalty in the oontracty it ie felt by the contractors that a
performance bond of say up to 204 of the contract value is ueually eufficiemt
to emsurs euooessful coapletion of the work. Thie was the view of contractors
present at the Technical Seminar in Lahore.

59. In some countries, it has become difficult for contractors using their
normal commercial eources (i.e. banke and ineurance companies) to provide
bonds on the scale that their overseae oclimts expect. For very large con-
tracts at least, therefore, some Govermnment-supported export oredit
organisatione are willing, for a fee, to assiet as guarantors in obtaining
the bond. In order to assess whether suoh a guarantee ie what developing
countriee are looking for, it will be neceesary for the working group to
consider in detail what is involved in this tyve of government supoort.
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Yila QONCLUBION

60, The developing countries are seeking a guarantee that the contreot for
oonstiruoting a fertiliser plant will be completed to specificatione and that
the plant will be technically sound and reliable in operstion. What ie the
best meane to provide the guarantes?

61. The buyer from a developing country must take many precautione himself,
The inmperimced buyer is wasll advised to hire a consultant to adviee him
on the contract he makes and to watoh over the oonetruotion of the plant.
Ne may alwo invest heavily in training hie personnel, obtaining management
under oontrect and by eeeking assistance with maintaining ths plant. MNoney
spant in this way helps to achieve sucoessful oompletion of comstruotion and
reduos ths risk of inadequate perforwance of the plant.

62, If all preventive steps are taken and still the plant does not perforw
sdequately as a result of delects in design or equipment, then there should

be a guarantes to fall back on. Unfortunately, euch a guarentee ie likely

to push up the oost of the plant. If etronger guarantees and harsher pmalties
are included in the contreot, the prioe of the plant will inorease accordingly.
If a performance bond for a substantial amount ie oalled for, ths cost of the
supplier obtaining it will be added to the contraot prics. If insurence from
commercial sources ie ubtained, the additional ooet will be measursble, since
the premiun vill be paid by the buyer/owner of the plant.

63. The working group ie invited to oonsider whether ons or a ocombination of

these three vays of obtaining a guarantes without governamt involvement would
be sufficient.

64. If they ars deesed not euffioimt by developing countries, there may be
& need for governments to provide the developing country buyer with the
assurencs and guarentees he sseks. In this case, one prestioal way of

doing #0 would a,.pear to be for govermmeits o guarantes performance bonds
offered by ths supplier.

65. Pinally, the working group may wieh to0 oonsider how UNIDO should further
azamine ths scheme whioch ie considered most suitable to recommend to the
Seoond Consultation Neeting.

o









