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United Nations Industrial Development Organization

Technical Seminar on Contracting Methods
and Thsurance Schemes for Fertilizer and
Chemical Processing Industries

Lahore, Pakistan, 25 . 29 November 1977

SUMMARY OF FOUR PAPERS PREPARED FOR UNIDO
ON CONTRACTS AND INSURANCE FOR FERTILIZER PLANTS#

UNIDO Secretariat

# The four papers summarized were prepared for the Nepotiations Section of UNIDO

as background papers for the Working Group on this topic that will be convened
in Vienna in February 1978 in response to the recommendation of the First
UNIDO Consultation Meeting on the Fertilizer Industry convenced in Vienna

17-21 January 1977, that UNIDO examine "Contract procedures intended to
ensure the successful construction and operation of fertilizer plants and

the suggested multilateral insurance scheme intended to ensure the protection
of the intereste of all parties concerned by providing, in particular,
adequate compensation for consequential losses" .




T e e (G

- §i -

CONTAITS

e e

INTRODUCT ION

I -~

II -

SUMMARY OF FCIRt PAPERS PILIPATED FO% UNIDO

The legal auspocty of ~ontracts for construction
operation and maintenanc~e of large fertilizer aad
chemical plauts.

Prepared by D. Subrascniam, Barrister at law,

New Jerscy, inited States

Insurance cover avallavie from commercial sources
relatings to the construciion wnd initial operation
of fertilizer plants.

Prepared by Hogg “obinson and Sardner Mountain
Reinsurance Lim.ted, London

The successful consiruction and operaticn of
fertilizer plants: current practice as repurds
contracte; ways to improve contract pr cedures
and the vpossibility cf providing insurance for
congsequential loszes.

Prepared by B. Raistiick, Technical Consultant,
United Kingdom

The use of peneltics and bonus to promots the
achievement of & high level of production in the
first year of operation vi f{nrtilizer plants.
Preparcd Ly Or, M.A, kerier, formeriy iirector,
Engincering and Equipment Division, V¥est, Linz,
Austria

WAYS IN WHICH PAHTICIPANTS AT THE SEMINAR CAL
CONTKRIBLVE 10 UNIDO'S WXANIGATIC. OF THIS TOPIGC
PHIOW TO Tilw SuCONJ CONSULLALION MEETING ON THE
FERTILIZER INTUSTHY

Specific examples of losses resulting from had
perfornance of process and equipment in fertilizer
plante

Contracts which would tetier unrotect the interests
of all parties

Bxtendirs performance usrantees to cover the first
year of operatim of the slant

Proposal for establishin~ & multilateral insurance
ascheme 1o cover conscquential losses aricing from
defects in design and equipment of fertiliver
plantc

Page

WA

10

13

17




INTRODUCT LON

The Lima Declaration ard Plan of Action,adooted 1n March 1975,
recommended that UNIDU estubiian a sretem of conve. fatioms 3t Lhe
€lobal, rezional and seutural savels,  UNTD wae gie requested 1o
provide a torum tor the regetiation o wreenents 1n e fiely of
industry between develsnad and develip: ng countries ani SMonT

doveloping countries.

The rirst Coasultation Meebting on the Fortilizer ‘wduy® ry wag held
on 17-21 January Y47/ and was a.tended Dy representatives of Usvarnments,

industry, labour etec., t+~mm noce tham S' X1y vountries. Paragraphs 37-319

«

2

01 the Report of the Mectin 'U.D/w'.;.Pd?,/B/ Rev. i) ure partizilarly

i e

relevant to the subjgect ol this paper.

37. On the questior o!f trangtor of tuchrology andt piarchage of
equipment and servi.es, the Cunsiultation Mec tine recogmi zed

that there were occasions when .« rtuliner plants and specif.e
1tems of equiprent had not ranetioned adequately, ard buyery

had suffered high consgauential iosses. It was fuprther noted
that the protection Klven oy penaity clauses in international
contracts was :nadequate protent:on agawnsl songsequoential losses.

38. The Consul tation Mee'ins examined the nrops sil made by

UNIDD to investigat: the possiuility of setting up a4 multie
lateral insurance seheme tovering consequential losses.  The
Meeting suppiriced the r1nventiorsy underlying the scheme out
realized that practical diffimaltios might arice 19 1ts 17ple~
mentatior. It was felt that ona Lf the best furms  f insurance
would be to galant careflully veputed anl exverienced contractors,
adopt proven technolegies and equa pment, and ensure that contracts
contained appropriate guarantee clauses.  The Meeting suggested,
however, that UNIDO should examine the practical aspects o such
a schems, which could o- considerad further.

39. There was generil agreement that the work done by UNIDO on
model contracts would be of :nterest o maay countries,
particularly those in the early atages of develomment. However,
because of the varmety ot lsnal o1 roumstances, jegai vystems, and
aconomic and managerial cavabili ties, no single model wou!d be
wniversally applicable. Neverthelessa, the Meeting suggested that
UNID should continue ity invesiigations into altemative forms
of contracts and should suggest guldelines for the ieveloping
countries' use. A vame'y of coniracts, .ncluding turn-key and
semi-turn-key contracts, and contrac 18 1'or enginearing services
only, process know-how and gome Capltal equipment coulda be con-
eidered at the samc time.




The Consultiatlon Mieting found that a number of topiocs required
further examination and, if necessary, the establishment of Working .
Groups for the purpose. Topic ! is desoribed in paragraph 64 of the
Report ae follc:m: ,

"Contr..ot procedures intended o ensure the aucoessful construo-

tion and operation of furtilizer plants and the suggeeted multi-

lateral incurc.ace scheme intended to onsure the protsotion of

the intercests of all parties ooncerned by providing, in

particuler, adeguate compensation for consequential losses."

A ¥arking (roup on this topic will be convened by UNIDO in )
Pebruary 1978.

The termu of reforerce for the Working Group as approved by the
Industrial Develorent Board at its Eleventh Session in May/June 1977
ars as followvs:

(a) Surernt contracts which would better protect the intereats

of all puriicn in the sucoessful oconstruction and operation of
fertilizer plants in devoloping countriess

(b) Examirs <hs aextent to which contracts presently in use
previda ecnca vation to the client for all losses, including
ooneamnalirl lovass, that he may suffer as a result of bad
performanc~ of th, procevs and equipment;

(o) Outline pro-esrls for establishing a multilateral insur-

anoe sci.2ra *het would cover such consequential losses.

This docuront reraavises four papers prepared for this Working
Group. The auth~rm are resnectively, a lavyer, a firm of insurance
brokers, a .mer Diractoi of a comp any supplying plan.s and a
consultant vho lLian oxparierse of advising clients who are buying
fertiliger ploata, i3 four different points of view are expressed .

The Semi-ci 17 irvited to consider these papers and react to the
ideas suzzestcd. T authors will be informed of the Seminar's ocon-
clusion; th:=y 1Y tln e given the opportunity to amend or expand
this first version of their papers prior to the meeting of the

Working Grop in Februery 1978,
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PART I. SUMMARY CF fOUK PAPERS PREPARED FOR UNIDO

LICAL ASPECTS OF CONTHACTS #OR THE SUCCESSFUL
CONSTRUCTION, OPERATION AND MAINTENALNCE OF
LARGL FERTILIZER AUD CHEMICAL PROCESSING PIANTS

Bumsary of the paper by D. Sutramaniom, Barrister-at-Law
(prepared by the UIIDO Secretariat)

A written contract deucribeg the csaential general and technical
foaturcs of an agreement beiwcen supplier and buyer of & fertiliaer
or ohcmical plant. Tho legal purpose of the contract is (a) to bind
the two partics to their respective oblijations; (%) to minimise any
. isunderstandings which may ariasn concerning thair oblipationn;

(c) to make the obligations lcgally enforccable; and (d) to define
weye in which disputes are to be Beltled,

Part 1 of the paper (pares 7-19) considers current practice ag
regards the scope of documenin uced in intcrnational contracts and
their contents., Part IT of the paper (pages 20-53) identifics ways
in which the interests of buyer and seller can be botter protccicd.
Noting ihat developing countries often lack the expcericnce and legal
expertise to draw up contracts that adequately protoct their intcrests
a8 buycrs of plantz, the author proposes ihat contracts for fertilizer

and chemical plants built in developing countries can be improved by
the following mcans:

= tha drafting of model contracts for use by developing

ecuntrien when hegotiating lump-sum, cost-plus or other
types of contracts;

= the inclucion of improved 1eml gaferuards in the contract,
particularly as repards periormance, the rights of the
buyer and the seller and the continuation of obligations
during the initial period of operating the plant;

-~ the usz of various types of Bonds as part of the contract
to recure performance, technical guaranices and mairtenance
e+gs the correction of faulty workmanship or materialg
amd rectification of crrors in design);

= dmproved arbitration procedures included in the contract

to ensurc quick and cquitable contideration of the interests
of both pmtics;

= the use of insurance to cover selected ricks faced by (a) the
Boller when Twplcmenting the contract and (b) the buyer once
the plant is commicsioned and operating,

Hodel Contractn

Most model forms of contincts that have been prepared eilher for
contriaecly draim up by iwo partners within a developoed country or by
profenciional bodicu in which the intercuts of the scller wesc tlron/:ly

repreaenied, New model form: of contract need to Vo propared by UNIDO
that take into account the interest of a buyer in a developing country,




of wodel coniract will nced to be considered.

‘have

The, author supgests that from a legal point of view, iwo forms

Desim-build or turn-key coniracts which are btosically
agrecnchle with onc party, the main coatractor;

Manupement contracis which arc asrcements with one party
t$0 mana;c or control construction of the projcct. Such
contracts may be supplemented by a construction connnlting
contract rclating to design, planning, scheduling of the

project.

For each type of contract, alternative mcthods of payment will
to be considercd:

Lump-cvm or unit orice contracts in which ithe seller agrces
to perform the full ccope of work specificd regardless of

the cost of him;

Cost-plus contracts in which the seller ayrces to perform
work with puyacnis drawm on the basis of actual couts plus

a fee for the seller which may be calculaied 1in various

ways.

For some typical fertilizer or chemical plants, the technical

gpecificuticns will have to be carcfully defined.

commissicning phase) or hc uay have a Jopr-ven Ui

The buycr may also require a maintcnance 2-reement (for the post-
~roement with a

-

forcign partner. If the buyer has an gereement o %1 S9U nivints to
advise him on consiruction and/or opcration, ihelr responsidrlities
must be clcarly defined in a contract. HMode!s could aiso be developed
by UNIDO for these types of contracis.

Improved Le~al Saferuards

the

The aspects of performance that need comrrchensive coverage in
contract arc identificd on peges 34 and 35. Legal stipulations

ghould be included requiring rectification of defcctive desigm,

2]

corrcctive engincering, and replaccment of equipment under design
varranty.

In addition, the contract nny provide for the paymert of liqui-

datcd damagee of betueen 3 per coent and 22 per cent of the contract
price, penultics for latc supply up to & per cent of ithe contract
price, other penaliics and levies and o specificd question of assesued
damages for fuiluce of design varranly.

The need for leral safepusnds relating to i:ginin:mgﬁ_ﬁgxgonnol

by ihe contrucior and supnly of rwire are also consadercd (page 4)

Perforiaance Londs and other tyves of bonld

as

The paper rocommenis that {he buyer include a perferionee hord
an intecral part of the contract. Then if the seller defaunlis 1n

his oblimtions, the bonding company is required to pay the buyer
financial co.pepsation under
reimbursement froa the scller.

the terms of the bond and later recover




The use of bondys helps the buyer in a developing country to
cncure thal the contractual oblisations to which the teller apreco
are comnvnsurate with his fincncial capabilities, profesuional cgm-—
retence ond reputation for diligent work. The paper lists cight
different type: of bond that may be used to cover plant construction
ard techuololy, etel (page 52).

For the post-commicsioning phase, a maintenanes marantee_bond
for between 50 per cent and 100 per cent of the coniruct price io
sucgested {(page 53) to protect the plant ovmer in cases where the
coniracler fails to corrcct faultly worknan:hip, material or desirme
The Lond wvould cover a apccified period of time (minimum two ,ynars)
after ccapletion of the project.

Improved arhiiration nrocerdures

T}~ paper recogminas that improved arbitration 'procedures arce
necded to reinforce sieps taken to improve the ocope and content of
contract documents, stronger contractiual lejal saferuards and the
inclusion of performance and other bonds in the contraci,

Zated on expericnce in the period 1967-1977 of arbitration on '|
contracis for projects built in developing countries, the author
fdentifics come of the major problems that have becn faced (pare 4a4)
and the poinls on which the treutment and mecthodology used in current
ertitralion practice necdc to e chanped (pare 45) if it is o be
equitable to both parties. The paper lists some of the bodies in
which arbitration on international contracts 1s handlced at present.
The aulhor believes that these bodies do not always cater adequately
to the nceds of developing countries and that, therefore, naow
arbitraiion mothods and vrocedures nerd o he develonsd for industrial
contractls with cownon ground of legel accepeince. Uilild could pro-
vide the forra for developing thems They must toke into account the
different national cultural traditions and legal systomiif they are
to be equitable to all parties, including the developing countries.

The seope of a miltiloteral insurance scheme Lo cover connequential
lons

S, rtare

Part TII of the paper (pages 54 - 68) provides a preliminary
descriplion of a multilateral insurance scheine to cover consequential
damapes or lossen aricing from incdequate performance of the plant ow
failurc of the plani to opcrate.

Bascd on expericnce over the last ten years, the author says such
n teheie 15 noeded to cover cases where inadecuate performance ovcurs
during conlruction of the pliani .-:nd/or 1ts dinitial period of opera-
tion ofler ceriigeioning.  Penaliics urmally included in a contract
camol co.pensate he plant owner for the lavee sums invelved in
conscuuentinl losscn; d insurance cover which the buyer and seller
may have Liken out to cover cuch lesses would provade inadequate
coumpcutation under present conditions.

Tho multilateral incurance seheme would cover only the damage and
losyges vhich the buyer har not been able Lo rcecover throush the reme-—
dial provisions in the contract and insurinee policics. In other
vorda, il vould provide cover for loszes, iucluding consequential
losuveny whiich cannot bo coverad by contracti provisionu and cxisting
formg of ingurancc,




ot} -

The insurance would he written an a principal extension of
currently aviiladble incurance sehone designel Lo cover the plant
owner against damarses sucteined and lovs of protits (con:;(;qur:ntlal'
losses) arising from certain delined perils cech as fire, cxplosion,
machincry treakdown, ez, It wvould ccver amuges and conzeguential
losses incurred as a result of the foilure of thic plant Lo operate
or inadcquate serformance of the plane durang the two-ts-ihree year
period after final acceptance of comristicning of the plint.

- It is for consideraition whether the inzurance amainnt conscqueon~
tial loss arising from wnadecnate performance or non-nerfermance of
the plant could ce provided by (4) insurance coupanics in the
developing country concernad, (b) incurance cumpanies in thae developed
countiries cencerned, and (¢) the export credit incurance agency of the
Government of the developed country concerned.

IL is also fer consideralion whether the incurance premium should
be paid by the seller andfor his ccport credil insuraace arency.  The
buyer of the plant night also convritute 1o tre cout of the premium up
to & maximun cf 20 per ceont of the total CCl L.

The author cutlires some other cssential features of the multi-
latcral insurance sche e aincluding a definition of the insurance
cover, consideration of how oremiw:s siould be calculated ard certain
aspects of administering the ccheme such as a53cscing ricks, claims
setilement and the relution of irsurance cover to tre buyer's and
seller's contractual cbligations.

He recommends that ULIDO undertake the extensive discussions and
investigations nceded to develop a detailed framewerk for its practical
implenentation,
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INSURANCE COVER AVAILABLE FROM COMMFRCIAL SOURCES RELATING TC THE
CONSTRUCTION AND INTTIAL OPERATION OF FERTILIZER PLANTS

Summary of paper propared by Hogg Robinson and
Gardner Mountain Reinsuranoe Lid.,
(Prepared by the UNIDO Seoretariat)

The aut' ors use as an oxample the construction and operation of &
nitrogen fertilizer complex producing 1000 tons/day ammonia and 1,500
tons/day urea. The cost of the plant is put at $200 million. Annual
sales turnover at full capacity is estimated at $ 79 million per anmum,.

The loss of profits resulting from a plant olosure is oalculated
at $46.6 million per anqum, that is turnover less variable costs, such
as fuel, raw materiala, etc, thet are incurred only when the plant ia
in production. Thus the insured could claim consequential losses (loss
of profits) of almout $ 4 million per month for each month of plant
shut-dovmn,

Insuranoe cover tgainst consequential looses oan be arranged at
present only as an extension of a policy that covers physical losses or
damage tc the plant either during conetruction or in the initial period
of operation,

Insurance cover during construotion of the plant up to completion of
compissioning tests

During construction, insurance is normally arranged by the oontrac-
tor as a Contractors All Rieks Policyi both parties ace covered and the
time period may extend to 36 months for consiruction and 3 months for
start-up; the cost is estimated at $1.4 million., A sample policy is
provided in Annox A,

As an extension of this policy, o Loss of Advanced Profits policy
oan bs token out that will cover consequential losses incurred by the
purchaser of the plant caused by delaye in plant start-up., The premium
for such a pol.cy is an sdditional $0.53 miilion for twelve months and
$0.85 million for 24 morths., A sample policy is provided in Annex B.

Both policies are subject to a number of broad exolusions., In
partisular, oonsequential losges resulting from defective design or the
need to repair or replace property which is defective in material workman-
ship or dosign are excluded,

tension of cover provided at present

The possibility of commeroial insnranoce oompanies covering oonse-
quential losses arising from defeotive design and equipment deteoted
prior to the plant passing its commissioning test is considered in Part
II of the report (paras 55 to 73)e The authors, who are insurance
brokers, are nct optimistic about obtaining such coverage.

They nee diffioulties in assessing the risks involved and feel it
might be necessary in this oase to place the onus of prooi on the
insured. They might alsc want to check firet that the supplier has ful-
filled his contractual obligations (if neoessary through 1itigation or
arbitration) before establishing an insurance claim.
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Inpurers also feel that they would be asked to cover only the
worat risks. Only if all fortilizer plants under conatruction in
developing countries were covercd by wun overall insurance scheme would
there be a sufficient volume 2f businnrss and an adequate sproad of risk *
to make underwriting such a pojicy attractive.

| Inourance cover during initial operation of the plant following
commigsioning testn

| Following cumplition of the commiseioning test, the plant owner
may cover himsclf afminst two broad iypes of rigks

Fire, cxplosion and other insured perils
Machinery breakdown

If ingsurance cover is arranmed for loass or damage due to these causes, ‘
an extension to cover consequential losoes caused by auch loss or

damage can Ve arrangod; the cort of such policies has been estimated an
follows in U3% milliono; ag the plant costo UG 200 million, the premium
can be calculated as a percentare Ly divading the e¢ost by two.

y ‘ Ingurance policies covering initial operation of the plant |
Insurance cover for Insurance cover for
Los or Damage Congseguential Losses
\ Low Hirh for 12 for 24
betimate FEslimote months months
Fire, explopion and other Premium cost in US$ millions
insured perila 150 1.67
Loss of profits due to
fire, oxplosion, otc. - - 0.45 0.70
Machinery breakdowr 0.84 038 - -

Loss of profite dua to

machinery breakdown - - 0. 37 0.51
TOTAL COST OF PREMTIUMG 2¢38 2eh 0.82 1.21

ll
|
ﬂ
I

An example is iver of a Fire, kxplosion and other insured Perils
policy and of a Loss of Profits policy covering concequential 1lossecs
from thesc occurrences. Those arc not the wain subject of thim report,

Similar examples are riven for Machinerv Breakdown policies cover-
ing (a) Lose or Damage and (b) Loss of Profitu resulting therefrom.

The Machinery Breakdown policy extendued Lo cover loss of profitse '

covers the owner of the plani for consequential lossea arising from such
causes ag:

defective materials, desi/m, construction or erection;
vibrition, malad justment, misalignment, loosenings of parts;
defective or inadequate lubrication; sic,

errors, lack of ekill, nesligence, or wiiful acts of
employces or third partics.




It therefore appears that insurance available from cemmercial sources
could provide adequate cover for conscequential losses that arize from

defective decsign or equipment folloving complotion of the plani'~ commiscioning
test, However, ihe authors do atate thut scias insurcers may only offer cuver

4

for periovds u*arting 6 months after tho cominissioning t-st ic completed and

that special excluzions mipght be introduced for fertilizer ana other chomical

process plants. Certainly uny protutype or untricd desigm aspects of ihe
plant arc likely to be the cubject of a specified exclusion.

The estimuied cost of the six insurance policics,and the machinery
breakdown policy in particular,assume favourable features throughiout - that
is:  the scloctiion of proven desiyms and cquipment, the usc of cxperienced
eontractors to build the plant and adequate provision for training of plant
management and op:rating porsonncl, etc. For any specific plant, the cost
of insurance could be above or below the estimute civen.
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THE SUCCESSFUL CONSTRUCTION AND OPERATION OF
FERTILIZER PLANTS: CURRENT PRACTICE AS REGARDS CONTRACTS;

WAYS TO IMPROVE CONTRACT PROCEDURES3 AND THE POSSIBILITY OF PROVIDING

INSURANCE COVER FOR CONSEQUENTIAL lOSSES

Summary of paper prepared by 4. Reistriok, Technical C.nsultant
(Prepared by UNIDO Secretariat)

This paper was prepared by & consultant who has experience of
advising the buyer of a fertilizer plant during all otages cf ths
planning, oonstruction, commissioning and initial operation phases
of the project. The firet of the four papers prepared for UNIDO,
the paper descoribes some essential features of contract prooedures)
1t almo considers in a preliminary way the possibility of estab-
lishing a multilateral ineurance scheme Lo cover consequential
lonsen.

Contract prooedures used at present

Whilst recognising that a oontract for tha construction of a
fertilizer plant oan be drawn up ir any form acceptabls to both the
buyer and seller, the author recommends the twc Model Ferms of
Contract for Fertiliger Plante suitable for (&) lump-sum and (b)
reinbursable types of contraots prepared by the Institution of
Cheniocal Engineers, London.

These model forms were designed for chemical process plants
built in the United Kingdomj for a fertiiizer plant built in a
developing oountry, it would be neocessary to make additions and
ohanges in the clauses relating to: (a) sending squipment from one
country to another; (b) labour conditions for lcoal and foreign
manpower; and (c) the governing law of the oontract and arbitration
procedures, eto.

Bidding prooedures

The paper describes the events leading up to the signing of
a oontract. It placee speoial smphasis on careful preparation of
invitations to bid including (a) clear instruotions to tenderers,
(b) technioal specifications for the plant, and (o) general oondi-
tions of the contract. In particular, technical specifications of
the plant should be clearly described at thise stage. Subsequently
they will be the subject of guarantees offered by the seller relating
to the plant's performance.

Guarantees relating to the performance of the plant

The author liste guarantees typically required for a
ghol¥hor;o acid Eémt; they relate to daily rated oapacity of the
plant, product quality, effioiencies and the replacement of faulty

equipment during the first twelve months' operation.




A trial run of tihe plant Yor SU~"uc consazutlve Mours 1S usod
to deteraine the achicvement of the muaranteed snecificationsy some~
times the contract recuirss thiot sush acceprtancn So3t. muut be
deluyed untii the slant haa run for % days o’ . hish propoction of
rated capacitvy in this cate, the period which the buyer 12 allowea
to delay performance triuls may neea to be Limitod.

Penaliies

if the plant ruils %o meet any of the performan:: apecifica-
tions, the seller is liablie Lo puy compensation in the form 27 liqui-
dated damames to the ouyer. Peralt:ies are also payible for delays
in completion. The compcnsation payable on both counts 1o usually
limited to a maximun of 19 por cent af *the vaiue o!f tae vantract,
Host contracts alco contain a ciause which limts the liat . lity of
the seller in respect of (a) desi,ms upecificilly requested by the
buyer and (b consequential lcsces.

Performancc Bondg

To enzure that the scller undertakes nis contractual obliga-
tiong, & Performarce 8ond can be requirec of the celler Jor between
10 per cent and 100 per cent of the value of ihe contract. The Sank
or Surety Company proviaing this bond will onlv beecome liable if the
contractor 13 urnable to perform nui: obligations, fur example vecause
he is bankrupt or is in danmer of teins co.

The wuthor telieves that a well drawn up -~ontract, togfetner
with & Performarce Boné for ai leust 20 per cent of the value of
the contract wiil provide adcguate proteciicn £ar tne buyer duringe
(a) constructica of the plant and (5) toe farst tweive months of
operation when *he sellur ic contractuailv otlijed to revnlace defec-
tive equipment.

Losses not covered by contract nrocedurec uacd at present

The one area wn which the buyer 35 mot protccted at present
is the firancial loss aricing trem loss of nroduction - consequential
losses for the buyer -~ for wnich the celler usuaily cither limits
his liability or «¢voide it altogether,

ifow to cover conseaquential locies in the future

The main difficultics in cons:derinss ways to cover consegmential
losses are (a) cuantifying the luss (b) establishing rerponsibilily
for it

The author instunces <he corrosion of « key iten of a plant
which may show up orly «fter "¢ or 24 months, The corrusion way be
due to (a) faulty desiem, (b poor witcrials used in construction,
(¢) operaticon of the plant by irexperierced operators, or (d) other
cauees, Eacn party would know where to wnlace the biame and arbitra-
tion would probabiy be recuiircd.




Commerc:al tis.rvmce and suret, Sompeaes have craven congider-
able thournt 1o olforing Lhin Lyp ot ingerance; ke eoriral problem
1n their view & how to udre the 13k gn thaivicutl caves, ome
feel that commercind insuvon e shoull be anle te harndle thio risk.
Others teel thal help 11om covertents an the forrm of reguring
part of the ruiakis wil! be e jurre).

A Maltilatera) Ineus .

The: author swmests twe noeaihns Wity of

srtabiyabkane 4 il L-
lateral insarance  chei:,

(1) A Muadtiloterad Aoy v "o rovernment whedr wonld
provide vertformnce man L cod innarance cover for enmsequer-
tial losses. The Arency would employ echnieal wmd ovsuranes
etalf Lo assens the risks. The tnouranes would be ¢ od ut a
fair rate and *he bpency would pay ont camperieatlyon wien 1t
deemod  aporapriate. ol oor 111 of he tuinru e nrovided
might be reinsured with e re ) underwriters .

(b) A Fultilaterid Arency nunlar to the <bove which would
not 1tself provide ansurance but orly tpecialise 1n o agscay-
ing risks on behalt aof comner. 1] cneurance compitmtes who
would provide the inourance themsnlven,
The first posarbility e viewed favonrarly v those
that riskv are an varied ond proects
between sovernments i CORMETC L) ormnisat1ong i now hecoming csten-
tial. Other opimion recormicen bhat such v Aty would take a lang
time to estublicsh and sujrrnnl the decend alternative an 4 more practical
tlep, particularly if the cornstruciion ot other wndustrial plants ag

well ao fertiliter plante are to be coversd by the siame insurance
gschems .

who believe
fooaarre that sea<opesation

Other ways to minimige riaka of conscyuential losscc

The autl »r believen that wuch ar
buyers of fertilizer planty to take ald

to minimise the coust of the insuriane
sequential loores,

tnuuranes goheme  ould torce
pougible precavtion i order
premium requirad to cover enn-

Such positive cteps

fur anerperienced eperavors of fertilizer
plants might includes

(a) adeguate traintng tvor niational pe

‘wonnel in Lhe operation
and maintenance of the plant;

(b) a management contract to run for the firg
operation until lor~} manasement perg
take over;

years of
cnnel oare trained to

(c) a maintenance contiuct to gerv re the

more important
1tems of equipment of the plant;

(d) the une of consultants to advitce the buyer when
for tendero, nerotiat g the contract
of the plunt,

ralling '
and durines construction
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™o 2hoVve Piusohash Ior yaproved contract rocedioes and brouder
Insulunce aoveriara don o help Yoo owerll tervoiiiver At wlry Looaove
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purchase will i ToaGh ine cons . atual L rodurt.or 7Lares with resard
to guality or cuantily :-.,»;;: 1% tea fact srat a suscezsful tectiran has
takaen place .n Qo ianse tLovne conteoact stanultetiorn,

Sone less-~cxperienscd brovery of oians Yoar ihiat the nlant the;
¢ . [

. 500 ! ose buyers
are looking s'or some xand u'." adag tatue] commriment o ran the seller thal
the plant will achicve dueoucte loueln of proavet.or fur, a.v, the firsi
year of operation after start-ng,

Cut of a numser oY wavs n whaich trhin commituent misht bt owade,
two main apnroacihes should by considored:

(a) to wmpose v finanetel pepaly (matus’ v the seller if o
marantced level of produstion .o not achieved in the firct
veur oY cperation;

{(b) ofter a finuwncial reward  boris: to tne sccler Lo motivate

him tu suceceecd 1n helping tne ouver achieve o nieh level of 7
productis~n curin; the Iirst jear of asperation tnrougsh thelr

joint encuavours,

The disadvantag:s of tiu- penalty approach

Althougnh st th= first ziohi, the penaliy ccems Lo be the bettier
one 1or the burer., further analysic siLows 1% 1c rather worse 1l Several
respects than offoring o bonus bechasn:

(a) farlare: aay be vauzel by inree & “ferent vartics {(celler,
buyer, thirae puriies incluiins forece maseura,. The seller will
therefore, eitner r-fuue to wvicrtoke such risk which he cannct
influencze gr he will aecieot wuc, obiigatisn under 4 frest number
of corirtions and axcentinne whick have ine effect of minimasing
the 1eal effect ¢t zuch & contrant clanga:

Sy




.

(B} it tw probadie thew rany conondales would rafape to bid for
plants widar condiioong st faraed e geiler t- sueqapt risks
heyond kiv svnvool. A8 o rame??, only » fuy companies would bid
and highol pricee weald piovably be ohterge! for bulldine the
plant .,

(o) 1t 1 poopicle “hue in simen of w dowi-tur on the market

a buyer wouid nrefer Lo accent moumy ad L neneaty from the weller
instend o1 p.oduciog Foods and Celidng tlen at o D ouse,

Insurancs to cover rvigke ocsyted by ine ceijer ander pontliy cisuses

Another pometb:iity woulid %o for tho tellar bty take ou’ insuranoce
10 oover bimecif against tne risk of paying 4 renalty ~As a result of
factors teyond hir centrel. Howgver, guch invursnca i lisely to be
high in oostu ani 1-'r vniu~. Ary trerance a:gst se pood ar long as
the event cgainatt whioh Lhe seller ir @i soee not oocur- But in
cas8e such an evany dcer ocor and W dwnars 13 targe, Albore will be
many possible reasnns whicn nar wct oo e bacl Jor the {auaratice company
declaring itself wuci chord ‘o poy oo the lows, Tiwurancd companies
escape payment in gecmingly cinple .nsuranie coges; Lheyv are even more
likely to find remsons *o ~woll pawient in cades of & hwghly sophistica-
ted matie:, ruch sz £ coumpleleo ulant wi.n 2o wirviold artyne, obliga-
tions and responauibiliticg.

One muu . romember ‘nAat whilnl ihe huyer vun oniy aailr. monny by
producing, the ihwur non coupeny e -rns woney J0b ohly Ly veceiving the
insurance premium, out alve by willbaoldiug peyments in case of en
insurance evert. There may, Liere.ors, ve a $esdensy fur the insurance
oompeny to proicng u everituel law-suii, unlesm tho danace and/or logs
is & minor une,

The advaniages of the bonus spprosch

Conaidering irree snvere goubta about the effectiveress of a
consequential loas claunr with high penalty and in respec: of the
effectivenens of ineuranca, the incentive or bonus upproach is of much
higher value .or the tuyer.

The philosophy of this a!iernative approach coneints of compelling
both, the buyrr unl the saller, into the same hout in respect of reach-
ing the planncd asroduction lovels within the firet year.

If the buyer :s to be protected againet lossen Ly non-performance
or inadequate produnticn level to a gronter axtent than it has been
usual up to now,; nertain othar conditions must also be considered.

If the buyar ham conuracts with several Aifferent sellars rather
than a single coniract with the wmain contractor, responsibiliity for
failure can be pushed from cne coniractor o another. The seller should
be obliged, therafore, by the buyer 1ot only Lc build ithe plant but also
to carry out the truin:ng of buyerts peorsonne! ani to conslude managenent-~
oontracts wiih the buyer, rot sapirnied from mt linked with the main
oontract. Only an experienced cliert in in a positlor to iatgrata
ocntracts with divided reencnaivilitiae and eucces! in reiting the new
plant running well., The adviantage of an all-irclusive rontract (1.s.
includirg contracte for iraining and technical manapsmert and in some
cases commercial managemcnt) ir thzt the responsibility for snoocess
rests wi.th onl © tw pariies - tho buyar snd the seller.




Extending pe-lorroaie mioconieer 1o the firat year of operation

To extersl tha durution of performance guadanteus, the tims
after starting Jdparaiion of thn piant should be Wivided into aseparats
periods, within which the modvuciion ahould be 1&preamed step~hy--6tep
under the coumon weri end responeibilicv of buyer and sellar, Within
these indivic i perisdem, ihe aaller :hould be obliged t> improve the
installation. 41 nnecaun~v evan afier 2 svccaseful toet-run, but within
an overall pericd of wan year. )

The work cerriad ~uo within thut one-year period should e done
in the pres~riie and undar the responcibility of both the huyer and the
seller. Pruvisicn ior this should be made in the gemoral contraot
between hu,er mnd gglliort noapecin) provision w»ill need to te made for
the prese:ce 2l collaor.iion of the selier with the buyer during a
certain pevied sltor th: ragi-run.

If the lovse's of production in the above-menticrned different
period which th- eslicr hae nromised cannot be reached, the seller
should, in eddition o the contructual puarantecs, alsu pay a certain
penalty, Tiie ~.itr* {up tn about 10 per cent of the coniract price)
has to ba agru:l hatu~cn the partien; it would be intended to cover
eoms of the consamieitial lonees of Lhe buyer,

On the oi*cl mand, 1f the plant achieves high lavels of produc-
tion, the a~llor rlicild perticipate by #etting a honus in case of
SUOCAsA.

CONCLUSIC™

_ Cf all th» cifficnt ways to protect buyer and seller against
risks and locs.e wi‘ct cculd te prevented, the best approach is to
place both of the~ 1 the vame boat and motivate them to achieve & high
level of produciijon in th: first year of the plant's operation. The
threat of loic of production is ndequate motivation for the duyer.
Bonuscs for ¢ ~ccan rrthar than penal‘ies are the best ray to motivate
the seller, € this is neraed, then many difforent ways can be found
to implerent the apnru~ch uggested above.

Finally, tt 18 in the buycr's interest that he concludes an all-
imolusive contrac. (inelvding training and management assistance) with
& company or ¢roup ol cripanies which are both reliable by reputation
and finarciell: etrcy onough to bear all guarantees without going
blnk!'upt .

IT. VAYS I 17000 CURJLCITANTS AT THE SEMINAR CAN CONTRIBUTE TO
Gaibo 8 .. i 17l 106 OF THIB TOPIC PRIOR TO THE SECOND

RGO O 8

UNIDO exr~ciu ibs Technical Seminar in Lahore to consider in detail

how impreved cortrec. procedures ran ensure the successful construction
and opercticn of il L -y now fertilizer plants that will need to be
built in deve’rpin - oo itrien in the futurs.,
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Extending perforinance jumiantecs o scwer tra £ yonr of operation

of the pliunt el Sl

Some i1rexperienced “uyere of pianin te.r Jhat after commingioning
of the plant 1% mity not contimee 1o operuty cuvccesefully and the weller
will not be obl pated Lo provi o the e sbuer reed 4 Lo ackhieve high
lovels of profuction. Vurioui wayl Are sweieated or vareoming this
problem and participents could oxprest *fnelr views on fo. following
proponals:

(a) to make 1t a contraciual ehlym tion ot i telier o
provide assistance with mar emcs! of Lue plant, iraining of
personnel and mainterince of satapaent duri v, the firet vear
or two yeare of the nlani'e operation:

(b) to extend the contruct i never tne initial period of
operation of tne plunt and offer « pomin for the aniler for
succersful opevilion ard a penalily for avdogquate performance
of the nlant during the first ye.r of tie plantts operalion;

(¢) to include in the contract a performence, teshnology or
maintenance bond which coavers walaguate pertormance of the
plant during the firrt year or two years of the plant's
opcratione.

Propocals for e¢stablishing a Multiluteral inouroance licheme Lo cover
conscguential losacu ariming {rom_inadequate performance of process
and equipnent

Once a fertilizer plant nawe pacoed she commissi.nonyg teat and
has demonstroted a period of anccesnful operitien (say six months),
it should be ponsible for the owner to cbtain naurance from commercial
sources covaring both loss or damnsr o resulting congequential losses
arising from “"machinery breakacwn” . Thiu form of 1niarance covering
losc of praofito or buniness interruption itnsurance is aviailable to many
typen of busineas, including the fertilizer industyy.

Consrqu ntial losser resulting rom uefects in de: ipm and equipment
that show up tefore, durins or wnedi-tely atter the Cowmssioning teat
cannot at present be covered by insurance availablc from commercial
sources. Murthermore, contracts 1n current uce do ot cover the buyer
for consequential loos suffered 5 a reeuls of deliys 1n completion
and/or inadequate verformance resultiingg from daefects in desiem and
equipment,

The firut paper summarized :n Part 1, ouvtlines a Multilateral
Insurance Scheme that wonld indemnify the buyer apanst consequential
losses arising {rom such causces The author proposcs that the inour-
ance be preparcd au an extensicon of exasting Torma of inourance and
take into account the coniractual oblipalions of the supplier,

Participunts at ihe Seminar are invited te five their views on
the outline of the scheme currested in Part TI1 of the first paper
summarized in Part [ (ID/WG.250/

As regards the inetitutional arrinsemenis for the acheme, three
proposals nave bcen mudn, namely that the ingnrance cover be offereds

(a) by inouranrce compitnicg; insu-ance vndorwritton by an

inpnrance company in « developin; courtry might bo reinsured
intoernationally;
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(v) by the Govarament of the seuntey mupplyirg the olint
througl ite export <redit ineurincs ayencys

(o) by & new muitinasional agency tr be catablisied by Govarn-
ments to provide cuch ireurancr.

Partiziparte are invitud Lo commeat cn theee prosoralu.

wWhichevur approach s adopied, W .oxw wiis =~ > 1 bo croat-
the expertise capable nf aspesaing the risks involved in thin new type
of insurance., An interim satep, thereforve, might be fo: Governmenie or
UNIDO to establioh a nzw body with o siaf? of technical wad insurance
experts who could acscss the risk, advise inmursrs m. 0t 1tuscli pro-
vide insurance. Such a body 1i: vropouved in the third Jnpor sumnarised
in Part I.

There is the giuesiion of how larse an ‘nouvance premium would be
charged. The recond paper summariced vy Part 1 was noi able to esti-
mate the cost ~ the premium for the brouder type of inwurance
proposed, But come participants may have views on thin,

Finally, one must consider whether the buyer, thev gseller dircctly
or through his Government's ciporti{ credit insurance agency should pay
the premium. Some views may be expressed on this point,
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